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1. List the principle sources of revenue for funding institutions of higher education and briefly discuss how the relative proportions of each source varies in accordance with the institution's size, location, mission and locus of control. (5 points) 

· Educational and General Revenues

· Tuition and Fees (unrestricted revenue):  Private institutions are more dependent on tuition and fees than public institutions.  For some public institutions, only 10% of their revenue comes from tuition and fees.  For some private institutions, tuition and fees constitute more than 2/3 of their operating income.
· Government Appropriations (usually unrestricted revenue)—federal, state, and local:  Few institutions receive appropriations directly from the federal government.  Local government appropriations are minor.  The majority of government appropriations is from state appropriations.  A significant amount of state support goes to public universities with only minor amounts going to private universities.  
· Government Grants and Contracts (restricted revenue):  Considered “soft money” as they are available for a limited/finite amount of time. Large research institutions, especially those with medical centers, rely heavily on this source of revenue.  More than half of this federal money goes to 100 major universities.
· Private Gifts, Grants, and Contracts: Awards by corporations and foundations.  These are sought by almost all institutions.  For small private universities, private gifts, grants and contracts are a major source of their operating revenue.  Larger institutions receive private gifts, grants, and contracts from large corporations.  Industries may also contract with universities to conduct product oriented research for them.  
· Endowment Income:  A large amount of endowment income is the hallmark of the financially healthy private institutions.  Two factors determine how much endowment income will be realized—the value of the endowment and the rate of return on it.  Financially unstable institutions have trouble increasing either of these factors.  For some private universities endowment income can represent 8% of current fund revenues; whereas for all public universities, it amounts to only 1%.  
· Sales and Services of Educational Activities:  This is the sale of services or products that are produced as a result of an instructional program.  For example a psychology clinic that is training students but charges a fee for clients.  

· Other Sources: Miscellaneous income not covered by other sources.  Interest earned from short-term current fund investments.  Rents and sales which do not fit in education or auxiliary enterprises.  

· Auxiliary Enterprise Sales and Services:  Distinct funds separated from educational and general funds.  The original purpose of auxiliary enterprises was to be self-supporting entities whose income could not be used to support educational or general expenses.  Their expenditures could not be supported from the educational or general revenue.  Examples include student housing, dining services, and bookstores.  
· Independent Operations:  Not part of a university’s educational, auxiliary enterprise or hospital operations.  Example is federally funded research laboratories.  
2. List the principle expenditure categories of institutions of higher education and briefly discuss the differences the institution's size, location, mission and locus of control have on these expenditures. (5 points)

· Objective Classifications

· Personnel Compensation: Salaries/wag and monetary outlays for benefits.  Most colleges and universities spend an average of 70-80% of their operating expenditures on personnel.  Faculty compensation usually accounts for 35% to 50% of expenses.
· Supplies and Expenses: Office supplies, instructional supplies, travel, telephone, mail, contractual services, and others which the institutions identify.
· Capital Expenditures: Used to purchase equipment, furniture, vehicles, machinery, and for minor construction and renovation.  
· Educational and General Expenditures 

· Instruction: Is usually the highest percent of the E&G expenditures; usually ~35-50% of E&G expenditures.  Is usually higher in public colleges versus private.  The bulk of instruction cost is faculty compensation plus personnel costs for those that are considered instructional personnel.  If departmental research and/or public service is not budgeted separately, these can sometimes be included in instructional expenses.  In this case, departmental research expenses would be higher at a research university.  
· Research: Obviously, the research expense budget will be significantly greater at large research universities and land grant institutions that are dedicated to research.  There are direct and indirect costs associated with research.  If the research is federally funded, there are a number of restrictions and reporting forms for these expenditures.  Often, the government or donating agency keeps tabs or watch on the research and how the funds are spent.  
· Public Service:  “Activities that are established primarily to provide non-instructional service beneficial to individuals or groups external to the institution.  Most junior/community colleges do not have a budgeted amount for public service.  Public service is not a significant expense at private universities either.  This type of expense is higher at land grant universities and public colleges/universities.  One example is the Cooperative Extension Services at land grant institutions.  
· Academic Support:  Services that provide direct assistance to teaching, research, and public service (core mission of universities).  Libraries, demonstration schools, psychological clinics, infant laboratories, computer costs, and the costs of academic administration (deans’ offices, not departmental budgets). 

· Student Services:  Services provided that promote the development of students and enhance their academic success.  Depending on whether the income is self-supporting, intercollegiate athletics may be considered under student services or auxiliary enterprises.  
· Institutional Support:  General administration, business management, fundraising, and expenses for the board of trustees and the president.  Private colleges spend more on fundraising, recruitment, and public relations than do public.
· Operation and Maintenance of Physical Plant:  Operation and upkeep of educational and general facilities and grounds.  Usually ranges from 8 to 12 percent of E&G expenditures.
· Scholarships and Fellowships:  Student aid in which no services are required from the student in return for the award.  Usually represent 3-4% of E&G expenditures.  Are usually higher at private universities because tuition is much higher.  It may become difficult if the funds for the scholarship or fellowship come from a donor as the donor may require specific characteristics or qualities for eligibility.  This may create severe limitations on the use of the funds.  
· Transfers:  Expenditures to pay off long-term debt service.  
· Auxiliary Enterprises:  Self-supporting activities which should not be subsidized from educational and general revenues or serve to augment those revenues.  Each auxiliary enterprise has its own expenditures and transfers.  
· Hospitals and Independent Operations:  Few universities have hospitals or independent operations.  These pay for the operation and maintenance expenses out of their own budgets.  They have mandatory and non-mandatory transfers.  Often times medical schools will have hospitals in combination with the school.
3. Briefly describe the principle methods of (a) planning, (b) budgeting, and (c) accounting generally used by institutions of higher education. (3 points)  
Planning:  Budget priorities should reflect institutional priorities and purposes.  A budget contains two sides—income and expenditures.  A budget is a plan for future income and spending.  It should balance.  It usually contains expenses to pay-off long term loans; these expenses are referred to as transfers.  
An institution’s budget is set for a twelve-month period known as a fiscal year.  The fiscal year may not coincide with the calendar year.  There may be changes throughout the fiscal year from what is actually planned or budgeted for and what really comes in or is spent.  Therefore, budget adjustments can be made; these are called budget revisions or amendments.  If these changes are small and do not significantly impact the entire institution’s budget, they may be approved by the president.  However, if the revisions or amendments are large and have a significant impact on the institution’s budget, they may require board approval.  There is also a component of the budget referred to as a contingency fund, which is set aside for emergency purchases that were not planned for. 

The process of planning and budgeting requires participation by faculty, alumni, students, staff, administration, and trustees.  This is to ensure wide support and greater understand of the budget and how to secure revenue for the university.  A coalition of internal and external groups should be formed.  This coalition should be effective in maintaining the financial health of the university.  The coalition should have open access to relevant information as they undertake the budget planning process.  All opinions and preferences should be heard and considered.  The coalition should consist of individuals who have serious concern for the success of the university.  The president has the responsibility of forming this important coalition.  The president is responsible for facilitating this process and accepting the consensus of the coalition, which may be different than his own opinion.  
Participation of coalition members is critical in the planning process.  The entire group may not meet all together.  There may be a resource allocation committee or a Board of Visitors which broadens participation in the budget planning process.   

Budgeting:  A budget is a guide for the financial behavior of an institution.  According to Baier and associates (2008), the budget’s “purpose is to facilitate the achievement of the college’s mission through the programs it offers.”    
Three general approaches to budgeting are listed and described below.  The best approach for universities may lie in modifying the incremental budget approach to be more like the program approach.  
Incremental approach:  Also known as the add-on approach.  The basic feature of this approach is that it increments or adds to the previous year’s budget a percentage or dollar amount.  Cost centers are departments or organizational units.  
Program approach:  Focused on the resources required to conduct programs.  The most well known program approach is Planning, Programming, Budgeting Systems (PPBS).  One of the keys to this approach is planning which precedes and accompanies program building.  Budgeting is the third step in this approach and is developed based on plans and programs.  Cost centers are programs, rather than departments or organizational units.  Part of program planning is the determination of program inputs and outputs.  A cost is assigned to each resources needed or used and then budget building begins.  
Zero based approach: The assumption with the zero based approach is that each new budget year starts at zero; there is no previous budget to which the new budget year has any connection or relationship.  Therefore, every new year begins at zero financially.  
Accounting:  The accounting process that universities use is called fund accounting.  Universities receive funds from a various sources and use these funds in a variety of ways to operate.  Moneys that have similar purposes or functions are organized into fund groups.  These fund groups may contain numerous funds and many specific accounts.  Some money may flow from one fund group to another and it is important to track the flow of funds.  This flow of money from one fund group to another is recorded by a system of transfers.  Fund groups include current funds, endowment and similar funds, annuity and life income funds, loan funds, plant funds, and agency funds. 
In fund accounting, each account has an identification number.  One of the digits in the identification number will identify the fund group in which the account belongs.  Other digits designate whether the account is for income or expenses, the functional category or fund, and the specific organizational unit, grant or project.  For expense accounts, there will be an additional number that indicates the object classification of the expense.  

The system of transfers from one fund group to another is unique to fund accounting.  If money is moved from one fund group to another it will appear as a deduction (transfer from) from one fund and an addition (transfer to) to another fund.  The system of transfers is important in order to give an accurate picture of financial activity for the university.  
Accrual accounting rather than cash basis accounting is used in higher education.  Revenues are recorded when they are due and expenditures are recorded when goods are received or services are rendered.  An important aspect of accrual accounting is encumbrances.  According to Baier and associates (2008), an encumbrance is an obligation identified by a purchase order, contract, or similar document for which payment will be made upon receipt of goods or services.  A staff member in the business office must determine if there are sufficient funds before a purchase order is approved.  This system helps protect the university from the over commitment of budgeted funds by a department or unit.  
4. Describe the fiscal management technique "ratio analysis", and briefly discuss the advantages and disadvantages of its application to higher education. (4 points) 
Ratio analysis is a technique that is frequently used to analyze financial data.  According to Baier and associates (2008), “A ratio results when one aggregate amount is divided by another to get a unit relationship.” A common ratio used in higher education is the student to faculty ratio.  This ratio is determined by dividing the total number of students by the total number of faculty, each of which is stated in full time equivalents.  Traditionally, a lower ratio is considered better.  A lower ratio is thought to result in smaller class size and more individualized attention for students.  Another commonly used ration in higher education is one used to determine expenditures devoted to instruction in unit cost, such as cost per student or cost per student credit hour.
Universities use ratios, percentages, and data to assist in the decision-making process.  Universities can use historic ratios to see how the university has changed or grown over time.  Universities may also use ratios to compare themselves and their functions to other similar institutions.  University administrators may use this data and various ratios to make decisions about a variety of things such as determining how much it will cost to hire more faculty or if a tuition increase will be beneficial or detrimental to the university.  These are some advantages to using ratio analysis—it provides valuable historical data and comparisons—within institutions, between institutions, among groups of institutions, and among states—for decision-makers to use.  

One disadvantage of ratio analysis is the age of the data.  If individuals are using outdated data, the decisions made may not be accurate.  One way to combat this issue is to use data estimates instead of exact numbers.  Doing this will eliminate the time delay in calculating the data; however this technique may also give inaccurate results/ratios.  Another disadvantage with using ratio analysis is differences between institutions.  When comparing with other institutions, it is important to ensure that your ratio and the other institution’s ratio were calculated using the same types of data.  One of the greatest weaknesses is the “past inequities based on comparisons may be perpetuated through a vehicle like a funding formula” (Baier & Associates, 2008).  The question “How much should we be spending for this purpose” is not answered.  
5. List the three Rs described by Kent Chabotar in the supplemental readings and briefly discuss how they can be applied to reengineering the financing of higher education in the 21st century. (3 points)
· Reorganization
· Reorganize departments; for example, merge career service departments within schools/colleges.

· Increase class size—will cut expenses (reduction).
· Reallocation

· Defer repairs and building maintenance—allocate that money to mission-critical projects.

· Freeze non-critical purchasing.  Decrease expenses.
· “…internal reallocation is the main source of flexibility when revenue growth ends.  Therefore, colleges and universities grow by investing the resources saved whenever a program is eliminated or reduced in one or more programs of greater value.” (Chabotar & Honan, 1990, p. 31).
· Reduction

· Decrease the number of teaching/faculty positions.
· Decrease the number of staff positions.

· Cut programs (“selective pruning”)—evaluate programs and majors; select ones that do not have high enrollment or are financial drains on the university; cut those programs.  Focus these resources on other programs that are directly connected to the university mission and are more successful (reallocation)

There are two ways to cut expenses and/or increase revenue—strategic and tactical.  “A strategic perspective is mission oriented.   It reconsiders the primary functions of the enterprise and how they can be expanded or contracted.”  (Chabotar & Honan, 1990, p. 32).  “A tactical perspective aim at achieving whatever mission emerges from the strategic perspective.  It strives to gain new resources for the institution’s current mission or to make more efficient use of existing resources.” (Chabotar & Honan, 1990, p. 32).
Increasing revenue:

Effective strategic ways to increase revenue include redefining mission to current trends, adding income-producing programs, modernizing existing programs, increasing community support, and increasing adult and evening courses.  Effective tactical ways to increase revenue include increasing student recruitment and retention, increasing tuition and fees, increasing student body size, increasing presidential public relations, and increasing gifts and grants efforts.

Decreasing/cutting expenses:

An effective strategic way to cut expenses is to eliminate unprofitable programs.  Effective tactical ways to cut expenses include laying off faculty, decreasing faculty size, increasing class size, increasing budget control, and implementing energy conservation.
6. Assume you are the Vice President for Finance at a highly selective, four-year private college in the southwestern region of the United States. Your enrollment has been steady (around 6000 students) for the past five years, your college's annual budget is about $180 million, and the average tuition charged is approximately $16,000 per academic year. Your discount rate is 30%. This is the regional average charged by your peer colleges. Approximately two thirds of the students live on campus in college owned dormitories. The annual room and board rate is also at the regional average of approximately $2000 per semester. The college has a large endowment of $450 million and receives 50% of its current operating budget from tuition and fees. For the past two years the college has been experiencing a budget deficit of 1-2% of its annual operating budget. Your President has asked you to develop a plan of action for solving the college's financial problems and securing its economic future. Question: (a) Outline your recommended plan of action and (b) Explain your rationale for each element of it. (10 points) 
The goal of our efforts should be to minimize the negative impact on instruction and academic program quality.  I believe a program and budget review process should take place gaining input and buy-in from members of various constituencies from all areas of the institution.  (Lasher and Greene, 2001; Chabotar & Honan, 1990).
I. I believe we should first take a strategic approach, evaluating the primary functions of our university and how these can be expanded or contracted in order to bring in additional revenue or decrease expenses.  Although this is a more time-consuming approach, I believe it is more effective and will help us remain true to our mission.
a. Add or drop schools or programs

i. Evaluate current programs

1. Cut programs with low participation numbers

2. Cut programs that are a financial drain to the institution—low numbers and not financially productive

3. Cut programs that are not true to our mission

a. Outsource programs that are not primary mission elements—dining services, bookstore, or housekeeping.

ii. Analyze current market trends

1. Add highly desired or sought after programs

2. Add income-producing programs

3. Hopefully, this would bring more students, therefore bringing in additional revenue

4. Ensure that the new programs are true to our mission

b. Change the priorities in faculty or staff hiring

i. Hire faculty or staff that “buy in” to the university mission

1. This may mean hiring less credentialed faculty that can still do the job well, but that truly understand the challenges and opportunities of working at a small private institution and feel called the be here.

c. Focus resources more on our primary mission of teaching rather than research

i. Evaluate areas that are consuming a great deal of university resources

1. We are a private, four year university; therefore, most likely we are a liberal arts university.  If research is consuming a large portion of our resources, we need to refocus the resources from research to teaching.  

II. Once we have completed the strategic analysis of our mission, programs, hiring processes, and resources, I believe we should take a tactical approach towards analyzing our finances and programs.

a. Gain resources for our university’s current mission (in order of preference for implementation from most preferred to least preferred)

i. Increase student retention—it is less expensive to retain those students that are here than it is to recruit new students.  

ii. Increase gifts and grants efforts—fundraising and grant writing have the potential to bring in a great deal of revenue.

iii. Increase student recruitment—we need to understand that if we recruit more students, there is a threshold in which additional expenses for these additional students will outweigh the additional revenue.

iv. Increase presidential public relations—this may result in increased donor dollars and community support of the institution.  

v. Increase tuition and/or fees.
b. Make more efficient use of existing resources
i. Implement an energy conservation plan

ii. Increase budget control

iii. Increase class size

iv. Do not give raises this year, or lower the raise allocation and use the money saved for other programs
v. Decrease faculty size

vi. Lay-off faculty or staff
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