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“Financial monagement in higher edu-
cation is a confinually changing and -
ever-more sophisticated art, which
- must be adaptable to new economic |
conditions and new problems. This

" booklet addresses the problem of

‘capital depletion of the facilities, re-
search laboratories, instrumentation

" and instructional equipment of our -
colleges and universities. While the'
solutions vary, all call for new and

. crecative partnershis between the state,

- the institutions,-and private capital

sources. The message is that old solu-
tions—whether ‘’pay-as- o'’ or
long-term bonding may be no longer

feasible or applicable to today’s
problems.

Alternative financing and more sophis-
ticated cash management encampass
‘sometifes confusing but exciting
opportunities. Our authors, who walk
you through o lexicon of new lan-
_ -guage, provide athorough briefingon
implications of current federal tox
structures for college and university.
financing, and describe the oppor-
tunities for parinerships with the
private sector. )

At the same time, the authors highlight
the importance of close collaboration
between state entities and institutions.
New financial instruments and collabo-

rative afrangements pmv&!e great
oppartunities to improve the quality of
higher education; but imprudent deci-

sions could also do harm to the
credibility of the enterprise. The in-
volvement of the state—through state-
wide coordinating and governing
boards—is essential to gain state sup-
port for thess initiatives ond fo mqin-

~ tain public confidence.

Creative grew out of con-
cerns of a group of state higher educa-
fion executive officers who ht

. the issue before SHEEO ot its 1984

annual meeting in $t. Paul, Minnesota.
Special thanks go to Gordon Davies,
Director of the State Council of Higher
Educgtion in Virginia and 1983-84
president of SHEEOQ, for his genesis of

' this booklet. _

With these concerns in mind, we are
pleased to offer this discussion of
alternative funding strategies for capi-
tal renewal. We welcome your com-
ments and will do our best to update
you on ts in other stotes
as we learn of them.

James R. Mingle

-Executive Secretary

State Higher Education Executive.
Officers -
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Parescu A. Lmsy
Assistant Professor ‘of Accounting
Eastern Michigan University

Changes in financing practices have
matched the dramatic changes that
have taken place in the role and scope
of higher education. This chapter
focuses on the historical development
of the use of debt financing in colleges
and universities and discusses specifi-
cally the various dimensions of debf
financing and the manner in which
they have been aoffected by relevant
historical events. The dimensions of
university debt financing, which pro-
vide the framework for this discussion,
are listed in Table 1 {from Libby,
1984).

. In the first' section, chonges in institu-
tion-related dimensions including the
amount and use of proceeds and
timing and legal constraints are exam-
ined ugomsfeﬁse background of corres-
ponding changes in debt-market
conditions. In most cases, university
debt obligations are issued in the tax-
exempt debt market, which is domi-
‘noted by municipol issuances. Thus,
many of the relevant market condiﬁpns

-

(,

. pro\nd

"

-

discussed, including interest rates and
standard practices and regulations,
relate to this larger morket. The second
section addresses evolutionary patterns
in the form of debt issues. These varia-
bles include the type of instrument
and legal collateral, method of place-
ment, types of independent assurances
ecf and the actors involved in
the process. Finally, changes in impor-
tant indenture provisions including
term to muoturity, call provisions, and
financial and operating restrictions
are discussed.

-

o Mol ba1

The early 1800s marked the real begin-
ning of municipal bond indebtedness
in the United-States (Moak, 1970).

Sy,
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Table 1. Dimensions of University: Debt Financing

Dimensions
Institufion-oriented

Amount of debt issued
Use of Proceeds

Timing coNstraints
Legal constraints

Debt Markét Conditions
Interest rates and
~ expeciations B

Tax-exempt financing

practices

»

Descriptions | ‘ .
V;ries due to financial needs of a project '
New capital bui projects dnd replacement/
renovation projects educational, hospital,
or other auxiliary enterprise fucilities) '

Cash flow needs Equipment purchase
Student loan funds Refinance existing-debt

$

. Immediate or flexible timeframe

Varies by institution as imposed by state or fed-
oral‘gpvemmenh or agencies

Linked to prevailing rate for municipal debt
ond prime rate . -

Current practices and regulations used by land-
eRrg underwriters/investors including tax laws of
|

Fun!bhﬁdofAnmgomonh

Form

Financial instruments
\

. Method of placement

/

Independent assurances

Actors

Bonds (general obligation, project mven&, '
limifed or special obligation, advance refunding,
raﬁnoncingr“ '

Notes {generol obligation, project revenue, -
limiﬁﬁd or special obligation, refincncing, bond
anficipation)

Leases

Negotiation/direct placement

-Competitive bidding/public sale

State bonding outhority or other nonprofit -

agency or foundation

Finoncial audit Default insurance
Credit ratings

Bond counsel Executive officers
Rating ogencies  Certified public accountants
Insurance agencies State debt authority
Lenders/purchasers/investors

6
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Indenture provisions - Collaterd! (fullfoith and credit, tuition, rent,
. i ofwcn:ﬁ“' user fees, newdebtngh”promed:) .
; Term to maturily features
Financial restrictions ing restrictions
Themwnpﬁonqnmunkipulhw*u bonds (for the construction of buildings
was initiated in 1894, but received . by municipalities for leasing to corporc-
subsequent ratification by the Revenye  tions). In 1969, Congress enacted
Act of 1913 (the beginning of our mbm.bmﬂnufm((lnmdkm
wmmmMm.m nue Code, Section 103 c}),ﬁmiﬁng
excluded interest income on municipal .  the investment of unused pro-
issues from faxation so as not fo impair  ceeds, as part of the Tax Reform Act
the essenticl borrowing function of the - Since then, the Internal Revenue. Serv-
municipalifies and political subdivisions  ice has detoiled restric-
(themselves from taxation: fions regarding issuance of these
under Section/ 501 of the internal tax-exsmpt securities. By 1979, the
oot mver e 1894 by i i Bt
persistent atfempt ever since fo froge were , @ ne-
eliminate the examption for reasons of  ment of the rules
inequity and u ituti . While ‘
many studies such as Mussa: Kor- The Municipal Securifies Rulemaking
mendi (1979) continue to-debate the Board was established in 1975 under
* issue, no change in the status of the the securitiés lows, also to reguicte
exemption appears on the horizon. the activities of bond dealsrs, but did
' not extend its regulation to disclosure

Conservative aftitudes toward incurring

debt prevailed until ofter World War

. It when there was a major reversal in
views. By the late 1980s, an increasing
amount of busin':ss tfr‘:nsodiom m
through credit (the " fly now r”
approach). The end of jha/%
marked another change. Until then,

the ici had been
the lpumommurkdphce d |

extensive regulation by any federal
agency, such os the Securities and
Exchange Commission (SEC) which
establi regulation for other securi-
ties markets. In 1968, the Revenue
and Expenditure Control Act limited
the issuance of industrial development

ERIC

Full Tt Provided by ERIC.

or accounting rules of bond issuers
(olthough these are of continued inter-

" est and concern for the board). This -

board appears to have been estab-

- lished as a result of the 1975 New.

York City ““default scare,”” which awak-
enad the public fo the realization that
municipal bond issues, previously
considered riskless, were not.

Colleges and universities that issue
tax-exempt debt are also subject to
differing state legislation. Stewart and
Lyoh (1948) ¢ ed a survey, ons
part of which was on the early history

l‘ 3
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of the legal authority for the creation

~ of debt by state colleges and universi-
ties. There were very few issues befare
1920. Tox-exempt debt issued directly
by sfate-supported colleges and univer-
sifies expanded slowly in the 1920s,

as the states faced considerable litigo-
tion on the constitutionality of the |
issuances. Stewart and Lyon (1948, p.
vi) additionally commented that

. ...in the decade of the 1920s the

state legislatures often were reluctant
- to authorize directly-issued bonds

because, even though the bonds
were limited obligations payable
only from revenues, it was felt that
a moral obligation to pay could
not be escaped and that such spe-
cial debt in practice might endanger
the state’s general credit rating.

During the econemic depression of
the 1930s, the federal government’s
policy of subsidizing the construction
of public buildings as a means of
unemployment relief created a marked
dissimilarity between public and private
institutions. Private higher education
found it difficult to secure construction
funds and few institutions undertook
plan expansion without donor suppor?.
Public institutions, on the other hand,
recgived liberal federal grants ond .
. loans for new buildings (Russell,
1954).

By the 1940s, most of the legal contro-
versy in principle hod been resolved.
The results of the study by Stewart

ond Lyon (1948) showed that most
states constitutionolly prohibited state
institutions from issuing general-obliga-
tion bonds. Revenue bonds (limited-

" obligation debt) became the primary
debt finoncing tool for self-liquidating

ERICY

IToxt Provided by ERI

-educationa

projects, althqugh this tool wasqot
used fo a great extent. Yet Stewart
ond Lyorr also found that the issuance
of limited-obligation debt differed
widely throughout the states in re-
sponsé to the inferpretation of the
laws. A variety of methods developed
whereby limited obligations could be
created—variety in the types of security
pledged and in the establishment $f
affilioted corporations and state au-
thorities to issue the debt. '

’ ’

Stewart and Lyon’s 1948 study ended
at the dawn, of the most significant
capital expansion in the history of
higher education—post-World War |

- 1o the late-1960s. But borrowing still
was not the generally practiced method

of financing capital plant (Millett,
1952). Private institutions generally
acquired their capital plant by gift
(through large individual gifts and/or
capital campaigns). Public colleges
and universities depended upon gov-
ernmental appropriations to meet
their plant requirements, especially for
!re;jan'fs, although auxiliary-
enterprise facilities (dormitories and

dining halls, athletic facilities, and

student unions) tended to be financed
by borrowing (Millett, 1952). The
expeciation had been that when new
plants were needed to replace obsoles-
cent facilities or to expand existing
facilities, these sameé sources could be
depended upon to provide the needed
funding. Russell (1954, p. 376) sums
up the debt-financing attitude of this

©oera:

A debt (incurred because full fund-
ind was not in hand before under-
taking new construction) is such a
menace to the future stability of the

8

“

3

-



4

\

I

-

institution that every effort should
be made to ovoid it.

Other federal monies become ovoilable
to higher education throughout the
1950s and into the:1960s. Congress
.approved large grants for scientific
equipment {for ‘‘the Space Race™).
Federally backed student-loan pro-

grams wera created fo improve more =

of the popuk:hon s access o institutions
~ with rising tuition. Many states also

- issued bonds as a way of guaranteeing
~loan certainty to eligible students hav-
ing difficulty obtaining loan funds
through commercial banks

LN
" By the end of the 1960s, however,
federal and state funding sources
began to dwindle and private gifts
were more difficult to obtain. Although
new-plan and plant-expansion con-
struction continued into the 1970s, it
did so at @ much lower level than in
the 1950s, primarily because student
demographic changes would not sup-
rt more new dormitories and feloted
mdmes Universities had to seek other
funding sources for renovations of
existing plants, student loans fo serve
the needs of the student population,
equipment replacement {especially
high technology equipment), and
more-costly new construction needs.
Reduced state, federal, and private
support of higher education signifi-
cantly affected the finoncing strategies
of many colleges and universities,
both public and private, especially
these in more fiscally strapped states. -
Debt finoncing took on new importance
for many institutions ot the same time
that the tax-exempt market as a whole
experienced heightened governmental
attention. N

'._TheEme

" money market, many

RN ‘m—] :

nsured Student Loan
Act of 1969 ve payments
to institutions rowding loans.
But arbitrage (the earning of excess

income from the investment of tax-
exempt debt proceeds legal |
limits} could have resulted, rendering

the reloted debt of the institution tax- ' -
able. The 1976 Tax Reform Act added
to Section 103(a) (the section that
exempts from taxation the interest
edarned on obligations of municipalities
or polifical subdmuons provided thot
"'qualified scholarship funding bonds’"
for student loans were also tax-exempt
(Internal Revenue Code Section
103(e)). in 1980, Congress reduced
the amount of the incentive payments
fo institutions ing student loans.
In addition, the recent Tox Reform Act
of 1984 has placed constraints on
institutions’ abili fies fo issue tax-exempt
debt by placing a state per-capita

limit on student-loan issues.and fimiting
industrial development bond issues.  *

The 1970s also marked the greation

of new not-for-profit corpordations,
foundations, and bondin o oriﬁes
to issue tax-exempt debt efit
of higher education msmuhons (bofh
private and public), with some of the
debt o state obligation and some a
legal liability of the institution. State
limitations“dn these entifies (especially
ceiling amounts) also may prove worris
some fo universities as these limits are
approached.

o TEEsT RatEs
ol
Al

When enﬁming the hi

the price of money (or interest):

3
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# The Federal Reserve Board’s federo
monetary policy, '

? Governmental fiscal policy through
taxation and spending policies and
.- federal debt management activities.

# Investor ex;;ecfaﬁons obout inﬂu‘fion.

# The term of the security. Short-term
rates fend to fluctuate much more
widely than long-term rates. Usually
long-term rates are higher than
short-term rates (upward-sloping-
yield curves). -(Public Securities Asso-

<iatign, 1982 and Moak, 1970.) But

there are times, such as in recent
rs, when long-term rates were
ower (downward-sloping-yield

curves). .

# Different grades of credit rating
(independgenf, though somewhat
subjective, measure of issue quality)
reflecting interest-rate variation.

# The geographical scope of the mer-
ket for the bonds, suggesting, for
example, that (1) o broader {or  /
naﬁonclL market invites more compe-
tition, which has been linked with o
lower inferest cost (see discussion
below); and (2) the association of
tax-exempt entities (such as o univer-

{ty) with other larger entities (such
as-state governments) may positively
‘or negoatively affect the interest .

charged to the borrower (Moak,
1970).

Also, the statutes of many states limit
the moximum interest rate that can be
paid on bonds issued by a state or
local government or political subdivi-
sion {Moak, 1970). These limits could
also affect the coupon rat&on any
particolor university issue. *

7

) ‘presen:-/vulue computations.

\

Historically, the average interest rote
charged to the borrower on an issue *
(net-interest cost) has been computed -
on the basis of simple interest, al-
though premiums and discounts paid
by the investors and other costs can ,
be included. A more ,ccculmteofnet-
interest cost'using. time-value of money
(present value) concepts has been .
advocated by Moak (1970), the Public
Securities Association {1982), and
others, and is relatively.sasy to com-
pute, but it has not yet been widely -
accepted. It is possible, though nqf
proven empirically, that in somenc%m-
ing situations, o different -

itive bi
‘ mhoice should be made-because

of the difference between'net-intergst
cost based on simple interest computa-
tions and interest cost based on ’

kY

In general, interest rates have been
extremely high since 1979, and, as.
noted by Magarrell (1981, p. 1), they~
“have put an important source of ‘
money out of reach for many colleges
and universities... For some colleges

- and universities, especially the smaller

ones, the rates are prohibitive.”” Some
institutions are constroined by exter-

- nally imposed interest-rate ceilings. In |

addition, smaller colleges and universi-
ties, like smaller local governments,

do not carry the same geographical
scope as larger entities for marketi

the debt. investors with less knowledge
abaut the issue are likely to discount *
the debt {especially if régional image
problems are extended to the issuer)
“unless the yield is appreciably above
that ot which funds can be invested in
superficiolly similar bonds’’ {Moak,
1970, p. 174). The volatile and high
interest rates in recent years have

10
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caysed many college and-university 4\(61?;'3?;’ is suggésted by Moak

jects to be postponed, and those

@ projects

that could ngt be postporidd have .
- been financed by taking advantage of
lower short-term borrowing rates with

the expectation of refinancing the
debt long-term at lower rates.

© T Fonui-sf TAX-EXEWPY DEBY
N

@ m.mm/ .
Tax-Exwt By -

Municipal Debt. The first.mupicipal .
revenue bond (a bond not backed by
the full faith and credit of the erganiza-
tion as are general obligation bogds)

was issued in 1897, However, these
bonds were not used heavily until
ofter World War §. Now, general-

, obligation bond and note issuances
_are declining, while revenue bonds
- and notes are being issued at an in-

1

14

creasing rate. The Public Securities
Association (1982, p. 16) states that
’in 1980, reveniie bonds-occounted

for 71% of oll new long-term municipal

issues.”” Some reasons given for the

shift toward the use of revenue bonds

“1. decrecud interest-rate differential

"

-~

6.

betweesn general obligation and
revenue bonds (usuo'lgo considered
riskier§ of the some basic quality,

creation of public authorities %
. 158Ut

bonds backed solely by
specific revenue stréoms,

the approaching legal limits on
general-obligation debt by state
and local governments,

comparative ease of authorizing ' _

revenue bonds since no voter -

approval is required, ond compefi- -

tive bidding may not be.required,

. effort by many publfic officials to -

apportion cost based on user
charges, not taxation, and

broadened concépts of publi;:
purpose. . -

As the use of revenue supported debt
has expanded, so, too, has there been
an expansion in the voriety of types -
of pledged collatetal used to support
the revenue issue. The table below
shows how issues may be secured.

Table 2.

Legal Coliateral

1. Net earned revenues of the project

2 MortrEage on
or other prope

tion, or excise tax
4. Special ossessments of fees

ERIC . 0

~

I
»

Type of Debt

‘N

Project revenue debt

nue-producing property 4
if allowed by?aw ‘ uﬁifed-obﬁ.galion debt
3. General property tax, legislative appropria- :

Limited-obligation debt
Limited-obligation debt’ .

4

»

N\

11 - 7



Rz Laose-ren'lol
an lndusfnol developmént bond

6. Futuse debt proceeds
. 7. lLease ormngemenfg

-

'

As additional security to the lender,

the borrower may bé required-to “‘set
.side’’ (pay to a trustée) o certairt
portion of the debt periodically (o
mandatory sinking m or debt-service
reserve requirement) (Sharpe, 1978).

.Creating bonding authorifies that
would Jeose facilities to an organization
{municipality, other political subdivi-
sion, or nonprofit institution) was

- started in Pennsylvania in 1933. Often,
the enfity receiving the benefits of the

‘bond issuance would be required to
make lease payments from specific
‘sources.

it has frequently been the case#hat
when the debt becomes due, it is refi-
nanced through the issuance of new
debt. However, another development
since 1946 is the use of advance re-
funding, where proceeds of issued
debt are placed in escrow pendin
‘ redemption of other debt on the ﬁgrst
call or prepayment dote. The interest
is not tax-exempt. Advance refundings
are ordinarily-used fo achieve interest
+ savings, eliminate restrictive bond -
covenants, reorganize the maturity
pattern, or consolidate debt. There
tend to be volatile movements of bo
refundings when municipal interest
rates are low {Moak, 1970). New
arbitrage regulations in the mid-1970s
slowed advance refundings to a trickle.
Howdver, falling municipal interesf -
rates, now lowesthan those in the lote
1970s and eorly 1980s, have sparked

“ -

payments by corpthons m

industrial development
bond °

Bond-anticipation noté
. Lease

renewed infergst in advance refundings

. (Public Securities Associotion, 1982).

" Colleges and Universities. Excapt

for state réstrictions against pledging ‘
ceriain property
collatéval. on revenue bonds and
colleges and universities issue sim
types of financial instruments. Stewaﬂ

or income streams as _

and Ii.g;n (1948) fdund that most states

constitution the issuance of
generul-o ligations debt. In addition,

“the borrowing practices of issuing
special obligations, or revenue bonds,

" were fwnd to differ widely throughout

the counfry" (p vi).

Until recently, an advuntage of !easmg ’

arrangements ovar directly-issued
bonds or notes was that rentul
ments under certain leases were o
able for reimbursement from the

low-

federal government under OMB Cu;cu- '

lar A-21, but principal and interest on - .

debt were not (Kaiser, 1981). The A-
21 rules hove been revised, however,
so that interest payments are now
reimbursable on any facility bought or
built with debt. For private’ colleges
apd universities, the lease-sublease
arrangement with an authority is lik

to be the most widely used method
security, but moy be supplemented or -
lm_?lc;ed by other cfollofsfai'ﬁ forms
inclu plo?os of s ¢ revenues,
co"ofe':gl funds using Pseeccurmes from
vnrestricted endowments, lefters of

credit, and other such forms of secumy e

12
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) "’By 'he end of-the 1960: dgf markef
ng became important as cmpetition
hmghMed for the investor’s dollar
(Moak, 1970). Therp are twod basic
‘ways fo market debt: private place-
ment (the borrower and a small num-
~ ber of investors negotiate directly,
‘with or without the advice of an ifves)-
&m brokerage firm, fo procure
lpwest interest rates possible); and
public placement, or competitive bid-
(o number of investors submif
sealed bids for the issue os consiructed
"by the borrower, again with or without
 the assistance of a financial advisor,
"and the bid with the lowast net-interest
. cost wins). Each hos advantages
duadvunfages and a, dlffaram
costs. .

A compohhve bid W0

an exterisive set of documents, some
legal, and some fo improve marketing
by providing information to potential ~

investors. If there”are ot least three or

feur bidders, o competitive bid can-

result in a.lower net-interest cost fo

the ba%ri:b‘@er (see Soranson,,] 977).
!

On-e other hand privately negofl-
ated sales need‘less sxtensive docu-
mentation, can be done relotively
quickly, and the agreement may be
amended with less difficulty thah in
competitive sale. However, private
acements tend fo result in 'h:gher
terest costs, since ‘‘competition’’ is
lcckxng (see, for example, Moak, 1970
: ‘for further discession). Severol studies
have also examined the types of provi-
-sions that result from a private negotic-
ﬂon Privately-placed issues tend tor

T, ‘ § <!

" (see Smith ond Warner, 1

be nsluer Through pnvute placemenﬁ

borrowers are aljle to toilor pravisions
to meet the of leriders, increas- .
ing" the probability of securing the

funids. Lenders are willing fo accept -~
Somewhat unusual features because

.. thoy "usually’ obtain fairdy close control -

through stricter monitoring provisions
ngm Leftwich,
983; and Shapiro and Wolf, 1972).
These increased restrictions tend to be
more qosﬂy to the borrower., .

The chorce of method de-
pends o t conditions, size of :
the issue, novelty (of the type of instru-
ment, credit rating, frequenty of oﬂ&
ings, and legal consttaints, la _
municipal issues (usually greater fhcn
$25 million) tend to be bid compefi-
ﬁvaly since the size of the debt requires
recter number of investors. in
u dition, general-obligation debt is '
often required by law to be sold via ¥
competitive bids. If the economy has
created situations where typical tax-
exempt debt-investors do not have a
large amount of funds for investment
purposes, the demand for the debt
will be low, making competitive bidding
more diffic ,

The perceived riskiness of any- parhcu-
lar issue also influences the borrower’s
choice in marketing the debt: New
instruments, lower credit rotings, non-
national {and therefore not well known)
borrowers, and less-frequent borrowm )
{locking o debt history) increase

ceived risk, which decreases the bor-
rower’s ablhfy to use compefitive
bidding. Revenue bonds, E{?er than
.general-obligotion bonds because*
specific revenues are pledged) tend to
be sold via negotiation. Given these
constraints, it is eosy to see why negoti-

13 f ?



assessment of the financial condmon
of tHe borrower.

_ Credit Rotings. Credn mﬂngs ofe
considered independent measures of
debt qudlity. The two major rating
agencies are Moody’s and Stand rd Ny
& Poor’s. The Public Securities As

tion (1982) notes that *’because of
the large number of different issues in
the marketplace, bond ratings_often
play-a greater role in thesmunicipal
“securities market than in the cor
morket’” (p. 40). In 1980, 77.7% of
pew long-term municipal issues were ¥
,rufgd) {Public Securmes Assaciation,
19282

Becouse of the increased imfaorfance

afodsc.l:ze’hemosfoommonin‘ ofmdﬂmhngsfwfhomnrhmbiﬁfy
the tox pt debt market, of municipal issues, a number of. stud- -
. Moak (1970) suggests that ies have been conducted fo examine
bidding is on the rise. y,m.eﬁadofcmd&mﬁngsmetm
oo - est cost, how changes in affect
' interest rates, the Mcﬁvomd ity of
N . d‘m e-
o huamen Asswnances / 23?&,. ability fo predict credit  +
| " ratings (to rafings decision).
Tox mpt debt has Peterson (19 hundgscon- .
'éﬂ wn::f:’ u’oﬁon x:eming ( First, an increcs-
'hcm corporate debt, suggesting ing bonma are being
investors mllseekmdep«\dwm 'mfedmgiﬂmugh,fhemﬁmsmuﬂb.
ments of the issuer’s olfility fo vae - -purchased. Second, lower-roted invest-
the debt. There are thiee types of ment: securities are o
. assUrances now sought by - mdmmwm@
lenders: (1) audited lohfdh- continues, ‘still, about 10% of the
ments, (2) credit rotings, and (3) bond . * dollor volume and 35% of the number
defoult it insurance. of issues themselves are not rated. "
Thus, the small unrated bondl confinues '
lndopoudom Audits. Potential-lenders 1o constitute a substantial part of the
are requesting audited financiol state-  market’ (p. 48). - ,
ments as a condition for consideration :
of Iendm% (Public Securities Associo- Within the category of revenue bonds .
tion, 1982). The auditor’s opinion on " are college housing bonds, college
the fairness of the finoncial stafements  shlpnt-loan bonds, and tax-exempt
reinfoxces or discounts the lenders’

hospital revenve bonds (many lc
colleges and universities ?
tals). Tho issuonce of fuxo@lbm ebt
by Is has_increased ma Iy
within the past de. Developing -

, credit rofm?s for hospitals is much

more co as are the debt agree-
ments an pmwsmns, due to inherent
complexities relating to cost-account-
ing, third-party reimbursement, and

- market position. -

insurance Against Default. Another
tool qvailable for reducing the level of
risk associoted with o parhculor debt
issue is bond default insurance. in
1971, the American Murnicipal Bond
Aswrance Corporation (AMBAC), o
wholly owned subsidiary of MGIC. . -
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Investment Corport:hom- was formed
to write noncancellable i tmumnc/e_‘
policies covering interest.and pﬂuc»pa!
péyments on new mumcspdl bond
issues. The objective is fo obtain a
lower net-interest cost for the issuer

by i improving 3 the security. (However,

issuer pays insurance, which
increases the cost of the debt.) Ston-
. dard & Poor’s assigns a AA rating fo new
. insured municipal issues. In 1974,

the Municipal Bond Insurance Assocno-
tion (MBIA), a pool of five insurers
who share the risk, was established
also to insure municipal bonds. Stand-
ard & Poor’s has detided to assign o
AAA rofing to issues insured by MBIA
(Sokaloff and Motthews, 1979).
Moody’s on the other hand, ignores
~ the insurance feature when rating
«issues {Public Securities Association,
1982). There do not appear to be any
publicly available statistics on the
number of or types of tox-exempt
} issuers pu:chasmg defoult msurcnce“‘v

There are mony actors involved in
the issuance of tax-exempt debt:

Emuﬁn Officers and Gmmlng
Bdards, who develop and approve
Yrafts of boord resolutions stating
the amount needed and basic provi-
sions fo be included in the ogree-
ment. As the sale opproaches, the
board approves the ﬁnol resolution
to issue debt.

Advisors/Underwriters/Pur-
chasers, employed by some institu-

tions as financiol advisors -

¢ The Glass-Steagall Act of 1933 prohib-

"ited commercua banks from underwrit-
\‘l

’ vu

- 15,

—

ing and trading in municipal revenve
bonds and corporate securities. How-
ever, the federal bonkmg:uthorify

- now ollows commerciol banks to under-
write housing and education revenue
bonds, about 40% of oll revenue '
bands issued (Public Securities Associa-+ -~
tion, 1982). A study by Rogowski .
(1980) suggested that permitting com-
mercial banks to underwrite college,
bonds has caused more competition
’more bids) that hos led to materially
ower issuer borrowing costs. -

As the profits of commercial banks
ond property insurance companies’ .
, 50, tbo, does their participation -
tax-exempt debt market. Hen-
darshoﬂ and Koch (1977) report that,
in the 1960s, commerclal banks (wh;ch
z:afa' short- to medium-term securities
r hquidity purposes) absorbed 68%
of the net increase in tax-exempt secu-
rmes In the early 1970s, this fell to
41% while property insurance compan-
ies (which r longer-term securities)
and individuals increased their relative -
shares. By fhe mid-1970s, commercial
banks’ participation fell to 18% with
property insurance at 15% and individ-
uals ot 65%% Individuals’ investment
in tax-exempt debt; on the other hand,
‘is sensitive to interest-rate movements:
" The higher the individual’s merginol
‘ tax rafe, the more attractive are tax-
exempt securities, but demand can
also be induced by raising tax-exempt
interest rates.

" Governmental Agencies. Under

current SEC regulations, tox-exempt
bonds are subject to disclosure require-
ments for cqppleteness and materiality.
In uda'mon, many state institutions
must receive approval from the state
government before issuing debt, or at

1
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- leastfiotify the govecnment of their @ coutENt oF ix-Exnt
" infent foﬂ&!. Also, the state govern- ' '.u" * ?‘
) ment usually maintains clgse supervi- T R -
sion (but ot arm’s length) over state I
*  bonding authorities that educational

institutions may use fo obtain fax- A vori o§ documents usually com-
'+, exempt debt financing. prise @ issue, The n'omf:; bond
: L agreement. is in most cases the primary
legal document and has many sections,

Lawyers, who are involved in several - describing the debt instrument and
different greas of the bond transaction. d,ﬁn;ng"gw restrictions placed on the
Bond counsel, hired by the issuer, borrower. ) R ‘
determines whether ornot the interest . -

on bonds will be tox-exempt. The * '

involvement of bond counsel has . ; ,
broadened considefably over the past . @ Tii 18 gwany ., - ¢
twenty years in response to an increase o : ‘

iQ‘ the variety and complexity of legal Hisforica"y',ﬁ al-obligation debt ,
istues. Lowyers are often hired by ~ hps carried longer terms to maturity

investment banking firms to assure (30 years or more) while revenve -
that there is full discosure on the part  debt has been shorter in nature, often
- of the issver. The university’s legal matching the ex life of the pro-

counsel ossures that the bond transac-  ject. However, shifts began to ogcur *
tions are in the best interest of the - after World War H. There wu?ﬁ '
university, especially when dealing heavy preponderance of general-
with bonds for educational facilities. obligation issues with maturities of 25
Th® lender oatrustee of the bonds years or Jess, and major revenue bond
may also hire an atforney to guarantee issues had longer maturities.
the validity and proper handling of all
transactions. . Shorter-term debt (ranging from one

' ' to ten years in moturity) n grow-

_ , ing ot a faster rategin the 1960s, espe-
Other Actors. At a point priof to cially with the issuance of bond -
selling the debt, Moody’s and Standard anticipation notes and term loans of

*& Poor’s roting agencies'may be con-  commercial banks. Moak (1970) sug-
tacted for o credit rating; bond-defoult  gests several reasons for such a precipi-

insurance ogencies may also be in- fous rise. State and local governments
volved if such o provision is fo be tend to use short- term interim financ-
included; and auditors, usually certified ing when there is: .

public accountants, are required by

" potential investors or nre suggested ‘ ,
g: underwriters and financiol advisors 1. the need to meet financing costs
to perform an oudit and render an in the preliminary phases of the
opinion on the fairness of the finoncial project, ,
inforpation, which will improve the s 2. lack of certainty as to the ulfi :

» marketability of the issue. total cost of the project,/ -

Q
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'3.an existing m;rkef condition thot
makes it inadvisable to use per-
manent financing immediately,

4. temporary ungvailability of
needed b. capacity
{within the debt limit),

5. o necessity for refunding out-

* stonding bonds to eliminate un-

Ly —

Most munitipal debt included the-
prepayment or call feature in the
1970s, a period of relatively high and
volatile rates (Public Securities Associa-
tion, 1982). Stewart and Lyon (1948)
also found similar conditions in their
study of state college and yniversity
debt prior to 1946. The call feature
was included in debt agreements

throughout the 1930s 1o 1946 when ) .

duly restrictive covenants,
money rates reached an oll-time low. .

- 6. uncerfainty as to the time ot

which construction will commence,

7. the need to determiné the exact
size of financial commitment
+ from other governments or per-

sons, .
8. the poodling of costs of a number
of smaller projects,

9. a need to carry projects unfil
completion of permanent financ-
ing, 7

10. revenue growth that has not kept
up with expenditure growth, thus
creating working capital short-;
ages. With o few exceptions,
colleges and universities have
faced similar finodcing problems.

.
o CALL 08 ParavamNT Promnsans

The privilege of calling bonds (redeem-
ing them prior to maturity} or prepay-
ing notes becomes hi‘g ly valuable to
borrowers in terms of interest sovings
-as the trend in interest rates chdnges.
That is, the callability feature is most
desirable to the issuer when interest-
rates appear to be high and volatile.
The cost of this benefit to the issuer is
o higher initial interest rate, since the
lender’s potential for capital gains is
fimited and future rates {returns) on
invésted proceeds may be lower.

IToxt Provided by ERI

. ~

. Thera are many kinds of financial

restrictions,. ranging from requirements
to supply audited financial reports to
requirements to maintain specific bal-
ance-sheef*ratios to avoid default.

Audits. The Public Securities Associa-
tion (1982) states that independent
financiol audits are becoming more
common among larger tox-exampt
issuers. This growth in the use of audits
to improve reliability on the financiol
information appears o be at two
levels. The request by lenders for au-
dited statements as a condition for
consideration of lending has been
discussed. In addition, more debt
agreements appear to require that
audited financial data be submitted to
the lenders on a timely basis until the *
debt is repaid. The provision is becom-
ing more specific as to when reports
are to be submitted, to whom, what is
to be audited, by whom, and what
otfer assurances are to be included.

Debt Service . The most
useful financiol f8%o included in lim-
ited-obligation debt agreements is

17 13.



~

‘
-

o

]

debt-service coverage ( net - § development and use of reserve
revenues/total debt service for self- funds for repair, replacement and
liquidating projects, pledged gross maintenance of the facility,
revenues/maximum or average debt . o

service for debt backed by other # establishment of accounts on the

nue streams, and other variations] ¥ books of the issuex and ot the trustee
(Moak, 1970). A provision that the bonk to control project funds and

issuer maintain refrospectiveland/or - meet other restrictions.
prospective net revenues available for
- debt service equal to, for example, ¥ restrictions prohibiting the sale of
1.50 or 2.0Q times the presenf and - the prpject or a percentage of its
prospective debt-service has been assefs until the debt is repaid. '
- required by lenders or underwriters to v
- ‘enhance the aftractiveness of the debt.  § descriptions on the allocation of
Coverage restrictions increase the project revenues or the investment .
margin of safety to lenders. Often, of debt proceeds (Moak, 1970 ond
the coverage restriction is included s, Public Securities Assaciation, 1982).
a pl'e’rzzgime to the issuaonce of uddfi-
tiono t. A coverage restriction o -
2.00 for colleges and universities and ~ © IPERENS RESTRETIONS
" 1.25 for hospitals has become com- v
mpn, with some variation around Lenders also can place restrictions on
these values. . the borrowing institution that limit
: ' op;raﬁng alternatives. 'For col‘!ﬂages
and universities, several examples
Defoult Provisions and Remedies. [0 T 0 e on the
An issuer can go into default under infena f odequate rates
two ¢onditions: failure to pay principal maimienance of adequate rates (e.g.,

. S tuition or housing) and asset insuronce
and interest when due and violation el A A .
of a provision, such as not meeting o fire, fiability, or %usmess inferruption),

. i i 2) reduirements that additional studies
requirement o maintain a specified such as project feasability studies)
\yorkmg-cu?:tu‘! ratio. Both fh:wcondt- can be undertoken as o condition for
I;%'Z?eﬁi'hiix;‘i'ﬁe'm’v"a, Sond.  borrowing, (3) provisions on the main-
ard in the industry and are typically tenance of accredffo_hon status, and
included in debt agreements. ,(4) covalnanféur’eg;lrmg ”fhelyborrower
; o supply up quarterly reports
' (such as specific financial data) to the
Other Financial Restrictions. Several  lenders. As is the case with fina
other common finoncial covenants of restrictions, lenders wi?, fer;'d to l vire
debt agreements are: operating restrictions that have lowe
monitoring costs. '
# limits on the issuance of additional
bonds, such as the requirement to .

issue debt of equal standing (pari o TR ComsmniTions

passu) or subordinate to the current

issue. A few other features concerning debt

18 ,
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add to the complexity of the debt- . Study of Financidl Insfitutions at
financing decision: the patterns for New York University, 1977. ’

repaying principal on the debt (serial ernal Service i -

or term), the bond denomination (in lmkmnso! '~!“u°4 v ";'gg’"]’;o:"
the past $1,000, now often $5,000), 4~ 4nq sm)%wngm ¥D. C.: Au-
registration of the bond as fo princi 1* shor. 1983. . -
and interest (as of January 1984, all . ’R B Th S
tax-exempt bonds are to be fully regis- Kaiser, 4B e Acquisition Deobt Bui o
tered), and the documents thot are ings and Equipment by A
'yp‘cu“y ruql"rod' (‘uch as ﬂmdobh" Vie‘WpOi'nf Of OMB GNU!OI‘ A’21 .
boord resolutions, agreements with. . Journal of the Society of Research '
various parties, credit ratings, defoult Administrators, Spring 1981, 7 {4), ~

. I

insurance, official statements, and 17-19.
various certifications). . Leftwich, R. Accounting Information in -

- Private Markets: Evidence from

‘ ‘ x Pri lmgenwmmena B.]'gl;s v
® . ' nting Review, Januory ’ .
Somazy 58(1), 2342. |

Significant structural changes in higher . Libby, P. Debt Financing ot Major Re-
education and the financial environ- search Universities {Unpublished
ment have led to an increase in the doctoral dissertation). The University

magnitude and complexity of university of Michigan, 1984.

debt finoncing. This poper discussed . .

the changes that have occurred in the M“BS:"T&:*:’ gl;‘el’g,eg:ifld?m“ 'l;’ush

key dimensions of university debt fi- up Costs at Mo Eol! o
nancing: institutional dimensions, debt C?wnkle of Hi Ed?;‘;;'on .
morket conditions, and form and con- October 7, 1981, 23 (6), 1 6 " *

tent variables. An undgrstanding of ) b T BN AR .
these changes should &llow the various Millett, J. D. Financing Higher Educa- :
actors in the process (executive officers,  tion in the United States. New
governing board, bond counsel, and - York, N.Y.: Columbia University

many others) to understand better the Press, 1952. )

modern environment and prepare for Moak, L. L. Administration of Local

f\m:re changes: Government Debt. Chicago, IL: -
Municipol Finarice Officers Associa-
tion, 1970. .

o Imussaarmyy : Mussa, M. L., and Kormendi, R. C.

The Taxation of Mupjcipal Bonds—
An Economic Appraisal. Washington,

He"ders‘;‘c’"' P-h., Koch, T. An Empiri- D. C.: American Enterprise Institute

cal Analysis of the Market for Tax- . < ~

Exempt Securities: Estimates and for Public ﬁo'm Research, 1979.

Forecosts (Monograph Series in _ Peterson, J. E. The Rating .Game (Re-

Finance and Economics—1977-4). port of the Twentieth Century Fund ;

New York, N.Y.: Center for the Task Force on Municipal Bond Credit .
Q
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'Duriv;g the post two decades a

&roduo! shift has taken place in the

nding pattern of public higher
educotian in this country. Traditionol
support from federal, state and local
government has come into strong
competition with other social pro-
grams for finite financiol resources.
The federal government has consider-
ably narrowed ifs responsibilities to
* higher education atthe same time that
stote and local governments have
been limiting their levels of support.
The effect in the maojority of instances
has been adecrease in the percentage
of tetal resources allocated to higher
education. - .
In response to this evolving pattern,
our institutigns, in many instances,
have taken remedial octions in three
major areas; student fees, general
expenditures, and “outside” income.
It has been argued that student-fee
increases during this period either
have already or are now beginning to
limit access to higher education. (Such
adverse effect on enroliments may

rd

very well have been {masked,”
garﬁculorly in the past several years,
y increased enrollment pressures -
that characteristically take place
during periods of eéconomic reces-
sion.) In any event, this source of
institutional funding will be limited-as
competition for a declining numberof
high school graduates during the
ond early 90’s becomes more acute.

Reductions in expenditures hgve been

.a way oY life during the pdst several
years af many universities and’ -

colleges. The expenditures cut most
severely have been those for equip-
ment and plant ingintenance. The
purchase of new, state-of-the-art
equipment, books and other materials
has been either deferred or ?reoﬂy
reduced, and equipment replacement
programs have been se¥aside.

‘Needed maintenance and facility

updating have also been the targets of
severe cuts, at o time of accumulated
and urgent needs for energy modifico-
tion, systems upgrading {including
telecommunications angd computers),

21
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_fociliiy accessibility, and potential
liobilities for our asbestos heritage.

With reference to outside income;
institutions have un fo increose °
their fund-raising efforts and huvee
developed o far better understandin

. of cash management than they had o
decade ago. Colleges today have for
morg sopoi?sﬁcmion in- managing
institutional investments. In addition,
there have been a number of financial
initiatives between higher education
instifutions and the private sector,
particularly in the high-technology
arec. These “beachhead” activities
should prove mosthelpful (in the lang -
run) in developing a strong ond
broadened relationship between -
educotion qnd business.

Institutions are becoming more aware

of the importance of outside income.
To take fullest advantage of oppor-
tunities available to generate such
ihcome, however, they must be
knowledgeable about tax laws,
financing instruments, partnerships, -

- ~

‘however, have brought dramatic
changes in debt financing, which offer
substantial’ opportunities for all
institutions of higher education, public
as well as private. New financiol
approaches enable institutions and
investors to toke the fullest advan

of this circumstancs. In the following
sections severol of these approaches
will bé diseussed. Before turning to
that discussion, a brief description of”
the economic environment might be
helpful. The simplest way to do this is -
through the use of the yield curve.

-
.
-

This curve compares the rate of
interest with the maturity of the
outstanding debt. Typically the yield
cuive is upward-sloping, meaning thot
«the interest rate rises as the maturity
of the debt instrument increases. The

angle of slope is in directresponseto * -

and other possibMities available to ¢ > ; Spons S
investors” expectations of inflation as , * .-

them. This will involve a substantial

commitment of time and effort and will
directly offect the future stability of
state systems of higher education.

-

1y
© DT Fuancas ’

€

Just as we have had to'learn how to
live with “expensive” energy irf the
past decade, so will we be forced to
deal with expensive money in the
futuge. Existing and new tax laws,

time passes. A femporary aberration
isinfrequently encountered where the
opposite situation is true, (that is, when
shorter maturities command higher
yields than long-term paper). This is
called an “inverted yield curve.” In the.
past two decades, the entire yield
curve has, on the average, shifted
vpward due in large part fo inflatio-
nary expeciations. And as this shift
takes place, while the ratio between
short-term debt and long-term debt
remains approximately the same, the

actual dollor differences becomavery - - -

considerable due fo the compounding
effect of higher interest rates.
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Inthe normal yield curves experiencéd
well into the 1960’s, yield on a 30-year

tax-exempt debt might have been as

low as 3% or on d one-year debt,
1.5%. Assuming thot the 30-year debt

" . sote presently is 12%, the one-yeor

debt rate would be about 685, or four
times what it was only a shorttime ago.

When the cost of debt is examined on
'the basis of $1 million of debt being
paid off over a 30-year period, atthe
earlier rates of 3% as opposed to
1.5%, the interest costs would be
$524,000 compared to $245,000.
Taking the same debt and pay-out
period and using present rates, ot 12%
the cost would ge $2,713,000 and ot
6%, $1,168,000! The point of this  *
illustration is thot with the earlier rates
the difference in cosf of inferest,
comparing 0 30-yeor and 1-year debt,
is comparatively modest, less than

- $300,000. By contrast, in contempo-
rory circumstances the difference in
costs would.be $1.5 ntillion. This
illustrates the extreme importanc¢e of

the difference befween short-tefmand -

long-term interest rates in taday’s
market. ‘

Obviously this illustration is over-
simplistic, but it makes the point. The
challenge is to capture short-term
interest rates with ds much long-term
fipancing stability as possible. This is
known as moving down on the yield
curve.

There are a number of approaches to
achieve “the best of both worlds”:
long-term financing with short-term
interest rotes. To understand these
approaches, some of the financial
jargon should be explained.

Q

. any portion

- bonds early, either wi

. , s
At the time bonds are issued, condi-
tions relatipg to their redemption are
also esfubﬂgsed One such common
feature is the condition under which
the issuer may take back the bonds or .
ereof — the “call” -
provision. Call provisions are for the
convenience of the issuer rather than
the buyer, and thus the value of the
bonds is normally reduced to some
extent when call provisions qre
included as a condition of issuance.
Likewise, interest-rate costs are
increased by such provisions. Call
provisions are used when the issuer
wanfs 16 reserve the right to retire
other bor-
rowed funds that might be obtained in
the future ot lower interest rotes, or
with unexpected revenues. On the
other hond the buyer’s right o redaem
the bonds before final maturity — or
to “put” the bond back to the issuer
— is @ new and growing feature being
incorporated into certain bod issues.

Puts are clearly to the advantage ofj
the buyer and typically involve alower
interest rate. An important variable in
put provisions, of course, is the period
of time during which they may be
exercised, which con vary from daily
to annually or. longer. The shorter the
period of time that the pup can be °
exercised, the greater the‘&ﬁz;?:o the
buyer. This odded flexibility ispaid for
through lower interest yields. A
30-year bend with a one-month pu
should parallel the yield behovior of

o one-month fixed-rate note. With «

such put provisions, if the yield-cusve
trend is upward, then the bond holders
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will want their yields to reflect such
increases. If interest rates are fixed,

+ then the holders typically will put?wir
bonds back to the issuer at the first
available opportunity. if the yield-

~ curve trend is downward, the issuer
will certainly consider calling the
bonds and reissuing them ot a lower

rate if possible. To counteract either -

of these actions, put bond rates usually
are estoblished with a floating interest
- rate locked to some index that trocks
the market. Normally such indices are
within a range to allow for some
~ accommodation of short-term fluctua-
‘e’nns in the morket demandatthe time
issver must re-enter the market to.
re-sell any bonds which have been
putl. The issuer has o choice in using
debt: either pay higher rates with
longer maturities or lower variable -
rates with shorter selected maturities.

¢

-

The ability to issue debt is a direct
function of the credit-worthiness of the
issuer. The tradiNonal way to deter-
\ mine the quality of o bond issue is its
rating. While there are o number. of
. firms that offer a rating service to
issuers, Standard and Poor’s Corpora-
" tion and Moody’'s Investors Services,
inc. are the two most frequently used.
Occasionally, an underwriter can
place debt without a rating, typically

for a well-known issuer with minimal .

apparent risk, and when the sale is
— - open only o o few sophisticated -~ ~
buyers. -

i

- §
“ - : -

The issuer and the underwriter go fo

greagt effort to achieve as higha ~°

g as'possible for. the issuer. This
strategy enables them to market the
debt with the lowest possible inferest
rates. This process con be very -
demanding and time-consuming, i
depending a} the circumstances ond
history of the organization being
rated. The factors examined by the
rating ogencieg canvary fromtime to,
time oand among organizations.
However, usually, the following items
will be examined in rating a college
or universify:

# Quality of Service — The rating °
agencies normally look to the same
statistics that o prospective st¥dent
mi%hf examine, such as the number
of Ph.D.’s as a percentage of the
total faculty, the number pf books in
the library, and the percentage of
applicants accepted and the
condition of the physical plant.

» Costs — Tuition ard room-and-
board costs in relation to other
universities will be examined and
related to the quality of service .
factors.

# Trends and Prospects — The rating
agencies are well aware of th
demographic trends. There are
statistics showing over a 30%
decrease in the traditional college-
age population by 1994. The
aFencies will be concerned with the
pians an institution has to position
itself -for the future.

The prudent use of debt to improve
facilities can improve a rating in the
fong run, by strengthening the
variables used by rating agencies.
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Typically, a university will pledge a
in portion of its "business”

e fo the bondholders. For  *
, dormitor&fees will oﬂenforbe
v seurce of repayment tor o
dormitory-debt issue, with dining-hall
revenue used to secure o rissue.

Jhe rating agency will assess the

reliability of the revenues pledged.

&

—
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A new strategy is to purchase insur-
ance fo ?uorontee the payment of
principal and interest to the holders of
abond issue. When the issuer acquires
insurance, the national rating agen-
cies, upon request, will normally
assign their highest rating, AAA,
assuring a favorable market and rate.
A question,must be answered before
buying such insurance: “I4 the
expendifure cost-effective?” Will the
issuer at least make up the cost of the
insurance through the difference in the
selling price (interest rate} of the
bonds? This, of course, depends ]
among other things on the current
market, the finoncial strength of'h\e
issuer as reflected in its rating without
the “credit enhancement” provided by
the insurance, ond the cost of the

insurance. The rates for such insurance -

may vary from os little as 5to 10 basic
points {0.05% to 0.10%) o severoal
percent. The costto the issuer of bonds
rated from AAA to unrated bonds also
can vary tremendously.

While there are several insurance
companies and other firms now

IToxt Provided by ERI

[r—_

speciqlizing in this kind of insurance,
banks continue to be a major source
of bond insurance through their letters

- of credit. (In recent yeors there is .

arowing interest by foreign banks in
is market.) In such instances the
rating of a issue backad by o
bank lettef of credit uaronteeing
timely repayment of inferest and
g;incnpal assumes the’rating of that”
nk. (Presently there arg only two
AAA banks in this country as rated by
tS,ieacndord o?nfﬁe PMWW,
ause y stiffer
standards b€ing adopted by the rating
ies, the’?nfferences in selling
pride between AAA and AA bonds is

cu y slight.)

There are o number of insorance
rograms ovailable through or
g.oﬁed by the federal government, its
agencies and federally 8acked
agencies (for example, Federal

. Housing Administration, Farmers’

Home Administration, Veterans’
Administration and The Ngtionol
Consumer Cooperative Bank).
Eligibility for this ifdurance depends
upon the purpose of the debt and the
type of issuer.

-~

By investing in secure instruments at
higher rates thon those obtained at the
time of initial borrowing, and with no
expenses, a profit should be assured.
This is called “positive arbitrage.”

r tax-exempt organizations such os

r
¢
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universities and colleges to offset ,
some of the costs of issuing debt
through pesitive arbitrage. These are
provided either by law or by adminis-

* trative regulations. For example,
money raised by debt incurred to
construct facilities must bé spent within
three years of the borrowing. Iif on
institution borrows the total amount of
funds needed fo construgt a facility .
before starting toBuild it, it can invest
these funds in secure taxable instru-
ments, for exomple, treasury bills.
Returns on this invéstment can accrue -
to the institution while construction
goes on.

Another appraeach isto issue sufficient
debt toféstoblish a fully funded.
debt-service reserve. Under Internol -
. Revenue\Service regulations, up to
+15% of the issued debt moy be
invested for the entire term of the debt
at a ttxable rate. Positive arbitrage
opportunities should be fully exercised
under the rules of the IRS. !

oux-mmm

Tax-exempt commercial paper i§ a
financing instrument whose use has
grown tremendously in the past ten
years. This instrument is identical to
commercial paper except thot its
issuers enjoy a tax-exempt status. The
maturity of the paper can vary froma
week to 270 days, but normally the
paper is issued for 30, 60 or 90 days.
There are three New York brokerage
firms thot make major markels in this -
paper, and perhaps ten others that

trade init. This paper is purchased by
corporations, money-market funds,

and other funds that need short-term
tax-exempt investments.

A major difference between this
instrument and demand notes (instru-
ments ot loans that may be redeemed.
at any time) is that the same. quality
per traditionally sells for about 50
g:sis points less than demand notes,
and the paper must be reissued a
number of times during each year of
a dekyt program. By the same token,

\

the portion of demand notes that are

put also’ would have to be reissued.
i?ch year. The annual charﬁe for
rdissuing the paper is typically thef
same regardless of the number of
times it must be done in any given year.
A clear advantage in flexibility is
gained by frei::enﬂy reissuins’ the
poper. Through this strategy the
amount of outstanding debt con be
‘adjusted readily upward or down-
ward, depending uponhhe needs of
the programs. Shifts can also be made
in lengths of maturities upon reissue,
to take advantage of short-term
inversions in the yield curves of the
various maturity periods.

© VARIABLE-RATE DEMAID NoTx

-

Variable-rate notes can be issued with

puis of o fixed br variable duration
and with specified maturities to obtain
low interest rates for short-term
instruments. The yields are “locked”
to some specific morket index. A good
index will minimize the risk for the
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notes that will be put when market

yields increase. If notes are put, the
issuer will then have fo re-enter the
market ond sell the notes
fully competitive market price. Costs
fo
a foctor fo be considered when

again of'd)

} .
master indenture agreement, with
rovisions 10 enable the issuer fo move

om the variable-rate to the fixed-rate
bond. A number of conditions con be

. defined to determine when this shift is

e underwriter ahd the issuer are “permitied and whether the shift is

automatic, tied to o market index or

en?oging frequently in this activity. * triggered atthe discretion of the issuer.
Holde . “ .

rs of lurge blocks of such notes . .

are in a positipn to negotiate the yields
fo some extent when they think the
current yields do not accurately reflect
the morket. This mokes the selection
of an appropriate market index and
its judicious application most impor-
font. 1 ) ‘

~

o drtiest.adk Swos
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When variable-rote debts are issued,

"interest rates may rise and increase

the cost of the program. Vehicles are

_ “available, however, to hedge against

® Lov Faress

.

Avariable-rate demand bond that has
o seven-day put and a long-term
maturity of 50 to 10 or more years is
commonly called a “low floater.” This
instrument is a way of avoiding
high-interest, fixed-rate, long-term
financing. The issuer is financed at a
considerably lower rate of interest
than the current long-term fixed-rote.

market and may establish conditions

of borrowing that permit convertin
this instrument to a fixed rate, should
that market proye superior.

© VARABLE- I3 FIXE-RATE Boms

Elements of o floater and fixed-rate
bond issue can be combined into one

Q

such increases. One approach is fo fix
the interest rate through an interest-
fate swap. In such a transaction each
of two parties agrees fo exchange
{(swap) the interest payments due on
its own debtfor the interest payments
duehon ,thebfmher’ s delb:; :l:')“h Bc;o
exchange of principal debt.

matching parties with differing
relative financing odvantages in
differentmarkets, including European.
markets, the effective borrowing costs
for each con be reduced.

'A second strategy may be used fo
capitalize on the rate advantage of
floating-rate instruments without
incusring the risks associated with
variable rates. Institutions can enter
into agreements with agencies such as
commercial banks, which hove access
to fixed-rote funds byt which would
prefertoborrowata ing rate. By
developing an excho greement,

the issuer can realize a lower fixed-
rate cost of funds than the rote

23
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avoilable in the traditional ﬁjqu.-mhl

. market. At the some time, the issuer
" avoids the variable-interest-rate risk

assogioted with the short-term market.

-
CERTIFICATES OF PARTICIENON
. 4 -

t
!

A debf-issuance program, develoged

« fo accommodate Californio lows .
limiting the type and amount of debt

the state could undertake, is now
'l;'eing used oa; fairly broad mlh;i in.
is eountry. program is ca
“Certificates of Paﬁic:pa:?on. " One of
its important fectures is that the debt
is considered off-book since it is
basically a lease-purchase. The
“debt” is issued in the form of -
certificates by a trustee, generglly a
bank, through an underwriter, The
certificates entitle the holder to the

“ return of inferest and principal over

the period specified. In case of
default, the certificate holder is
awarded an appropridgte portion of
the p;openy for which the debt wos
issued. 3

The funds raised through the sale of

- the certificotes are made availableto

the issuer by the trustee for the
purpose set-forth in the certificate
program. The issuer gains ownership
of the purchased asset unless there is

" a default. The time length of the i

certificates varies according to their
purpose. These progroms are a
convenient way of acquiring much-
needed equipment, or buildings
where statutory . limitations preclude
debt-financing. While this is not

/ ' .

consi o?ioinst theussuer,
when 'hai% s ::doncesore.

reviewed the ouistanding payments
ceriainly merit a fooinote in any .
finonciol stotement, .. . -

'S
* -

- :
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With the advent of puts, “liquidity
insurance™ may be desirable. if a -
bond holder elects to put a bond, the
unterwriter must then enter the market

to sell the bond again. When dealing . |
commercial paper, '

with tax-exempt
. the underwriter.must continue o

market new paper. When the under- e

wrifer enters the market either to- -
“roll-over” or replace bonds, notes,

A orpogr,ﬂ!emo etability of the issue
may

temporarily or permanentl
3::\& The insurer must step in and take
s tha issue in this circbmstonce. How-
ever, if this situation is protracted, the
interest rate to the issuer is usuglly
increased beyond the prime rate until

the problem is resolved. With instru- .

ments such as low floaters and
tox-exempt commercial paper,
liquidity insurance is an important part
of insuring and rating the issue.

LI .
‘ 1
« -
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in reviewing existing or new debt
financing, o “presenkvalve” consider-
- ation bacomes criti important.
Present value simply\provides a way

28. .
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to.compare “apples to apples” when
making decisions on present and
future dollars. For example, suppose
" an institution is considering investing
in a new felecommunications system
thot will cost $5 million in today’s
dollars. It has the funds to buy the
, system and must decide whether to
ﬁ;z for the system now and avoid
re pricesncreases, or fo invest the
$5 million and rent the necessary
equipment. It also must decide _
whether probable increases in remtal
costs make it desirable to issue debt
. (or certificates of participation) for $5
. million and buy rﬁ: , assuming
the interest paid for the $5 million debt
is less of an expenditure than the
anticipated retyrn on ifs investment of
the $5 million it has in hand, In this
porticular illustration, using the
Treasury Bill rotes for the cost-
escalator and current interest rates for
tax-exempt debt, the issuance of debt
for the purchase of such systems is
quite financially afiractive, and is an
outright savings over cash purchase.
Itis extremely importantin making any
groiedion of cost that present value
e an infegral part of any calculation.

* L 4
.
o Rsrascromam, DEASES
Am Bussyms Pay ,
|
,

fo T

*
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With the advent of bxpensive rnon"ey,

institutions with debt outstanding, -
ould %

regardless of when issued,
reexamine such debt on a frequent
basis. Certainly fixed-interest debt
issued in the early 1980s should be

Q
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scrutipized. Outstonding debt,
because of restrictive conditions, may
be ‘advantageously paid off or
reissued (the bonds "defeased”),
particulorly if new debt is needed. If
there is ouistanding debt, new debt

. -would be subordinated to it. The

difference in the cost of interest
between a.subordinated angd an
unsubordinated issue may be more

* than enough to make up for the loss .

of a'lowsr interest rate on an earlier
issue. ’
/

“Sinking funds” are revenues set -
oside for anticipated expenses. These
reserves can accumulate, and they
sometimes represent an afiractive

. financiol opportunity for an institution.

This may be especially true os debt
issues their maturity. if fully
in ot the current taxable yields,

there may be sufficient present value
in the (eserve to pay off the remaining
debt on schedule, eliminating addi-
tional future debt-service payments. In.
some situations, institutions actually
might derive additional revenue from

sinking funds. .y

A number of considerations should be
kept in mind when examining debt -
structure. Certainly one factorto
consider is the present and future cost’
of debt to the institution. Changin
circumstances of the market os wélFaf
new opportunities through tax law /
revisions and varigus inferpretations,
may create substantial financial
benefits to an institition that restruc- -
tures”debt or issues odditional debt.

‘Greater flexibility irthe administration

of debt may be anofher reason to
reissue existing kond o«

25
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ebt maturities are also an important
consideration. Short-term and
mid-term financing, longer maturities
with short-ferm variable rates, and
various other roms may be mixed
togethersintin effort to stabilize
fluctuating interest rates. Often in the
post, instifutions have acquired the
major portion of their equi ¢
through long-term 30- to 40-year
new-byilding financing. Long before
these 'were poid off, however,
most of th¢ equipment has kither worn
. out or -become technologicolly
obsolete. Institufions should seek
alternative arrangements for financing
equipment required for any facility
consiruction, expansion, or renova-
tion. By finoncing the equipment
bosed on a more recsonable life
expectancy, reduced interest rates

- wnay be obtained. Short-term fipancing
may be arranged either as a separate
debt program, as c component bf the

facility barrowing program, or -
ot

vipment /’(‘v

through o state poo
funds made available v

r preor-
ranged debt conditions.

}

QMII
CousTaocTIoN Beasevane

Instutions may gain finoncial
- advantages by creating’ debt previ-
ously treated as internal foans. Annual
renovations are an example of such
&otenﬁut capitalization. Although
nds for renovation moy b available
at the beginning of a fiscol year, it may
be possibleto issue one-year Revenue
Anticipation Notes (RAN) ot tox-

» i .

L4

exempt rates. Institutions then can*"

" invest the local money that would have
been used for renovation in prudent
taxable instruments for the yeat, a

. positive arbitrage strategy that yields

additional income.

o bBmewunns

L

Endowments can provide a vehicle for
additional institutional financial
opportunities, with due affention 10 IRS
regulations ggverning the use of
tax-exempt contributions. #t is difficult
o generalize about this use of
endowments because of the numerous
legal factors involved, but certainly
rsuch fonds can coniribute to ossess-
ments of an institution’s credit-worthi-
ness.. ’

-

© ISTITUNoN-PRIMRTE
\mm
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Many institutions are presently
examining areas of joint financial
interest with private enterprise,
particularly in the highstechnology
fields. While there are a number of
academic issues that complicate such’
parinerships, the potential benefits of
jbining together a taxable enterprise
and o fax-exempt entity justify the
examination of such arrangements.
Syndication is an example of cooper-
ation between institutions and private
enterprise.

30°
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With certain projects, it is advantage-
. oustosellto limited portners a portion
of the equity, or ownership, ofa. -
. project. Typical would be a for-profit
roject, with both tax benefits on the
tand a residual value or appreci-
ation ot the conclusion of the project.
Syndicgfion is a good vehicle to -
consider when institutions wont fo
develop forsprofit ventures, wish to
limit their capital input, and have.no
need for the tax benefits involved. The
university would assume the role of
mrol partner and solicit capital
limited partners. The limited
ariners receive the majority of
nefits” from the parinership in its'
early years, including fax advantages
from fheﬂ' investments. Once the
limited partners hove received cosh
disiribuﬁons equal to the sum of their
capital contributions, the benefits and
ownership of the development ar
divided equally between the W
and general partners. This stricture
treats all parties fairly and, ot the same
time, creates incentives for the general
partner to perform.all of its respon-
sibilities in an efficient and timely
manner. In additidbn, the structure
rafises the maximum amount of equity
permitted under law, while rewgading
the general portner with a hi
percentage of the residual value of the
development.

Syndication &‘on attractive means of
financing office buildings, elderly
housing, multifamily housing, hotels,
condominiums, golt courses and other
real estate pro;ec?s An institution

)

should be cognizant of any limitations
under its thorter before undenokmg a

for-profit project. % i

The intent of the preceding presenta-
tion is to emphasize fo those responsi-
ble for financing colleges and
Umversmes the importance of effective

. Traditional debst,
f' ncmcn:g waos:based on low inferest
rotes and undertaken in spite of o hast ™
of legal constraints. Today, mshtu«
tional debt-financing may provide
opporiunities fo make money. The
information presented is introductory
ondis i ed to alert financial
planners to the range of possible
funding sources.

As government sources of support
become more limited, state overr}-
ments should be encourag

change outmoded legal restncﬂons on
institutional finonces in liev of
increased appropriations. indeed,
governments might even assist
institutions in gaining access to debt
instrunents. The insuring of debt also
would assist our institutions. The'net
effect of such actiong would be on
additional financial subsidy to higher
education, assuming institutional
administrators and state higher
education planners ore knowledge-
able enough to take the fullest
advantage of such actions.

B b
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The current state of the nation has
brought into sharp focus the need for
colleges and universities to develop

the American higher education
community. )

While there are ways institutions can

protect and enhance their existing

sources of financic! support, to ensure
survival and growth, institutions must
learn to identify new sources of financ-

sources of financial support beyond . . :

those tradifionally relied upon. The . ngeahnﬂi;y of ”se&;;mptuef;;gs,ﬂ:h{?hm
long-standing triad of private philan- o monly used in the for-profit and
thropy, government subsidy and stu- parts of the nonprofit sectors, have

dent tuition is no longer sufficient to
ensure institutional stability, viability
and vitality. Institutions must compete
for their fair shares of an increasingly

subdivided economic pie, while shifting

public policies and changing demo™
graphics instigate new and unantici-
pated pressures. bg.w only are
particulor insfitutiohs threatened, but
entire categories of schools face ques-
tionable futures. Perhaps most impor-
tant, students who, until the mid-1980s,
were reasonably assured of both ac-
cess and choice may find themselves
sharpl{ cirdumscribed on both counts,
depending upon how much of the
deficit reduction burden is imposed on

) ‘ 32

only recently been recognized for
their.value to higher education.

Colleges and universities benefit fram
provisions of federal and state law
that exempt them from most forms of
taxation. Equally impdrtant, the tax
laws afford significant tox benefits to.
g}n institution’s donors. Digcussion in

e following poges reveals how insfitu-
fions can capitalize upon their prefer-

tax status beyond the distomary

licitation of olumni and philanthropic

ving, exomine the costs o the instity-
tion of that tax stotus, and explores
ways to recover those costs through
alternative financing mechanisms.

29
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Every one of the tax-based financing
zw T&' ond opﬁomw in
ng poges upon
specific,provisions of federal, and in
some cases state, law. Because of the
volatile nature of the law in this area,

these_examples should be considered

in the context of state law in effect of

this writing. Changes in the low would
require changes in the.examples. Any
of these approoches should be sub-
jected to thorough review by qyglified
!egof and accounting personnel: The
involvement of such counsel will assure
thot all aspects of current low are
ascertained, and that the interests of

. the institution and the public are ade-
Guately protected.

o MATL Joms k.
TaAx Exnenm .

Traditionally, the tox-exempt status of
colleges and universities has been
used as a way to encourage individ-
vals, corporations and foundations to
‘contribute to their support. In the
case of individuals and corporations,
tax-exempt status under Section 501(c)
3) of the Internal Revenue Code of-
ords a charitable deduction in the
amount of the contribution from their
gross income, in effect making the
government a partner in the donation.
For a foundation, the rule is somewhat
different: since like the institution it is
already tax-exempt, the benefit of-
forded through the tax laws is the
requirement that foundation support
con only (with certain very limited
exceptions, such as scholorships and
fellowships) go to entities exempt under
Section 501{c){3). This restriction chan-

Q

" nels large amounts of funds to collegés

and other similarly tax-exempt entities.

But these traditional uses of the tax
exemption do not exhaust of the possi-
bilities. Changes in the tax laws and

'in general, economic conditionss, have

=%

enerated other fgfm::;;::mnities fo use
31030 provisions grecter good
of an institution. Those who must man+
:ge the finoncing of higher education,
e

ther from within the institution or . .

external to i#, should understand these

“mechanisms.

o Limbsm

The alternative financing approach
most commonly used by colleges-gnd
universifies has historicolly

exempt bond issue. Based upon fi-
tutional printiples, the law has long
recognized that income derived from
financial obligations of the states and
their instrumentalities is not subject to
federal tax. Thus, when states sither
issue directly or authorize the issuance
of bonds to support colleges and uni-
versities, independent as well as public,

‘the inferest rate necessary to secure o

market for these instruments is substan-
tially less than that for securities whose
interest is taxable.

Traditionally, most bonded debt to
support higher education activities
has been in the form of general obliga-
tion bonds that put the full faith and
credit of the state behind the obliga-
tion, In this mechanism, used to build
most public institutions, the state was
obliged to pay the interest and ulti-
mately the principal of the bonds in
the same way as the state might fi-
nance an office building or a bridge.
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The general obligation bond represents
just what its name implies: o general
obligation on the resources of the
state to pay the interest and repay the
rincipal when due. A problem sur-
ces because state has o de-
fined debt limit which establishes the *
maximum omount of money the state
can borrow and have outstanding at
any given point in time. As capital
construction has become more ond
. more expensive, the ability of the
states fo issue more general obligation
bonds has become constricted.

The revenue bond partially surmounts
* this problem. Most commonly used to
finance highways and bridges, where
user feed in the form of tolls can pro-
vide for the payment of interest and
the ultimate repayment of the principal
of the bonds, this approach also has
been used by colleges and universities
to finance auxiliory facilities, such os
parking structures and sports com-
plexes. The income of the facility con-
structed with the proceeds of the sale
of the bond is pledged to service the
bond obligation, thus avoiding the
need for the state to appropriate funds
out of the general treasury for this
purpose. While some higher education
revenue bonds a cked also by the
full-faith-and-credit of the state (that

is, if the pledged revenue is insufficient
to pay the interest or repay the bonds
the stote is obliged to make up the
difference) increasingly these bonds
have been backed only by the re-
sources of the facility built with its
proceeds.

Revenue bonds are not appropriate
when the facility to be constructed
with bond proceeds has no indepen-
_ dent, definable income-producing _

—

capagcity. Thus, a library or instructional
building cannot be funded with o
revenue bond, since the building itself
does not generate identifioble revenue
(os compared, for example, to o park-
ing garage which can be expected to
generate a very specific amount of
revenue during its useful life).

T‘we‘soluﬁon is the issuance of bonds
by the state {or an instrument of the
state; guch as a city, county or ublic
authority), that do not ﬁncnciur
obligate the state. These bonds have
become a new force in financing
higher education, especially for the
independent institution that hos lacked
access fo interest rates and bond pro-
ceeds available to rub!ic ipstitutions.
So-called municipal or authority bonds
are issvued by the state or its instrumen-
tality (for example, o Higher Education
Assistonce Amhorxz), on behalf of
one or more identified institutions. The
institutions receive the proceeds of the
bonds, and they have the obligation

to pay the inferest and ultimately to _
repay the principal. Whether anyone
will buy such bonds, and at what risk
to the purchaser {which fn turn signifi-
contly affects the interest rate), de-
pends upon the financial capacity of
the institution on whose behalf the

. bonds are issued and whether there

are other guarantees of performance
(payment of interest and principol
when due). The use of the exempt
bond issue opens entirely new financ-
ing options for colleges and universi-
ties, particularly those in the
independent sector.

The major difficulty with this approach
is the need to demonstrate enough
financial strength to convince the two

3.4 3
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national bond rating organizations
{Moody’s and Standord Poor) to issue
a-Nigh rating to the insfitution’s bonds.
The impact of the decisions of the
rating agencies, which are private
organizations, is enormous: o friple-A
roted bond will carry an interest rate
significantly lower than that of a_less
well-rated issue, and indeed the latter
moy not be marketable ot any, price.
While some institutions can t the
rigorous standords imposed by the
rating orgonizations, many ise
respectable institutions would berex-
cluded from this source of capital
were they to be required to rely solely
on their own financial stofus. Institu-
tions need a way to bolster their status
that is sofisfactory to the rating
without inflating the cost of the issue.

Forturrately, colleges and universities
that wish to take advantage of this
source of financing can use several
approoches. One techniquiis to guar-
antee that first claim on the revenues .
of the instijution (g:imori tuition) will
be to service the bonds. However,
because of state laws thot predude
putting bondholders ahead of payroll
obligations in the distribution of institu-
tional income, such protection alone
may not be deemed sufficient.

Another approach is to purchase com-
mercially available bond insurance.

; This is simply an insurance policy that °
guarantees the payment of the bond
obligations in the event the institution
defaults. Such insurance is usually
avoilable ot a cost of one or two per-
cent of the total amount financed,
and will generally assure a marketable
bond issue. A few states have estab-
lished public bond insurance to proyide
this service to eligible entities ot o -

<
>
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reduced cost, and in some states the
government itself acts as a guarantor
of last resort,

. An institution can also enter into a

relationship with a locadl financial insti-
tution (usually a savings and loan

association) for an  of loans
ond certificotes of it. In such an
arrangement, the col borrows an

amount equal to the bond-issue and
then redeposits the loan proceeds
with the financial institution in the
form of certificates of deposit held by
a frustee. for the benefit of the bond-
holdess. As long as the institution is
able to service the bonds, the loon
and counterbalancing deposit remains
untouched, but if the college ults
the amount on deposit is avoilable to
tect the bondholders, with the
nancial institution having a lien
dgainst the assets of the college. The
actual cost is the interest difference
between the loan from the financial
institution and the interest earned on
the certificates of deposit. Generally, |
that amount is about one percent,
which may be less costly than commer-
ciolly obtained bond insurance. Be-
cause the bondholders are protected
by the trusjee-held certificates of de-
posit, the bo ecome far more
marketable, and the interest.on the
bond issue may be reduced beléw the
interest coit of the loan-deposit ar-
rangement. : .

long-term bond issues can finance .-
new construction, or enable the institu-
tion to refinance existing capital debt.
An important attribute of this method

is the ability of institutions to sell bonds
to alumni and friends ot o special -
discount, still further improving their
cost-effectiveness.
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In the past, the only limitation on the
use of the municipal bond approach
was the prudence of the issui
and the ability of the ultimate borrow-
ers to service the debt. However, the
enormous growth in the use of this
form of tax-free investment ultimately
coused the Congress to rebel, with
predictable resuits. Under the provi-
sions of the 1984 Deficit Reduction
Act, each state §limited in the volume
of non-taxable financing it may issue,
with the amount based upon a formula
that tokes into account population
and economic strength. Many states,
rticularly those smaller ones that
ﬁgw foung hard to obtain new indus-
try through the use of low-cost financ-
ing, have found themselves at or near
their bond issue cap.

However, this limitation has less impact
on higher education financing that
might first be apparent. The provision
capping state-bonded debt also ex-
cludes certain types of bond issues
from the debt limitation. Chief among
these is debt issued for supporting
higher education. Therefore, bonds
issued to support construction of a
new facility or for acquiring needed
equipment ore not only outside the
tederally imposed cap, but because of
restrictions on the rest of the market,
may actuolly achieve some favor as
the only relatively unrestricted invest-
ments. (Wbile postsecondary construc-
tion ond equipment replacement uses
are outside of the cap, the financing
of sjudent loan programs was explicitly

ut within it. This was intended to
reduce abuse in postsecondary loan
programs, but it has also restricted
occess fo financing other than the
public till)

Q

o B. Famruiy Ftacans

agency A variation of capital bond financing

is the use of short-term tax-exempt
securities to fund the acquisition of
equipment needed for the operation
of the college or university. Most insti-
tutions include the cost of equipment

in their operating budgets, and many

resort to commercial leasing to reduce
the impact of acquiring costly items,

. particularly computers. The problem
with this approach is that such leasing
con be very costly; most commercial
leases are priced ot the prime interest
rate plus at least one or two points.
While o single institution could use
bonds such as those described above
to borrow for its equipment needs ot
an exempt rate of return, the annual
equipment needs of all save the largest
universities are not extensive enoug
to generate the normal $2-3 million
necessary for a successful financing,
issue. bar smoller offerings, the fixed
costs Yend to vitiate the economic
advant of this approoch. .

The solution is for a group of institu-
tions o joiff together to secure the
issue of pooled-equipment bonds.
Using the techniques described above
for capital bonds, the schools enter
into an agreement with a public au-
thority to authorize the issue of an
aggregotd omount of bonds, based
upome otal annual needs of the
cooperating institutions. (Because of-
nuances of state law, it is preferable
to @stablish such a pooled fund among
institutions located in the same state.)
Once the bonds are issued, each
school is entitled to draw against the
proceeds to purchase the desired
equipment, which is of course owned
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entirely by that institution. At present,
the interest rate on such securities
ranges from about 6% to 8%, far
below the cost of commercial leasing. -
Such bonds moy be marketed publicly,
to alumni nﬁ'gaﬁ'iands of the college,
or placed privately. Several investment
bo:vkers now specialize in such issues.

-

o & Ammnae

The cost of capital honds-and short-
term securities can be further reduced
through the process of arbitrage, the
reinvestment of the proceeds of o

bond issue between the time the bonds
are sold and the time the proceeds

are actually needed for the project.
Although the IRS has imposed fime
limits on such arbitrage activities and
Congress has further restricted their
use, the available time period is still
‘long enough, particularly when applied
to poolad equipment bonds, to sub-
stontially rﬁ:ce the effective cost to
the institutions. Arbitrage also can be

* used successfully in short-term financ-
ing, especially when coupled witha
sophisticated cash management system.

o b CouTamynions ¢ SCENTIC EowPMEN

Historicolly, persons or corporations
wishing to contribute to the college of
their choice could only get the benefit
of a standord charitable deduction of
the current value of the donation (u
to certain limits), regardless of whether
they contributed cash or equipment.
In response to the need to encourage
the re-equipping of American colleges
and universities with up-to-dote scien-
tific equipment, the 1981 Economic

Recovery Act provides o special incen-
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. tive for monufacturers to donate cer-

tain equipment. The technical
explanation of the benefit is somewhat

‘complex; the essential result is that, .
for substanticlly the same net cost to

the donor the college can get signifi- .
cantly more benefit.: But the technique
is permitted only under certoin condi-
tions: the equipment must be for scien-
fific use, it must be used by the
institution f:hr-whl or wmh !
training in the ical or biologica
xiencnegsforofleostBO%oﬂhzgﬁme,
it must be manufactured by the donor,
it must have been built within two-
yeors of the transfer, the institution
must be the first user, and the-institu-
fion must to restrict the use of
the equi in acdordance with the
limitations of the tax law. The Deficit
Reduction Act originoﬂgewould have
nefits

eliminated the special
through this program. H ~Con-
gress decided to continue it onlo year-

to-year basis. lts future beyond the

current calendor year remains in some

doubt.

o E Tax Cacar rom onTRaCT BestAnca

As part of the current nationdl interest
in stimulating basic and opplied re-

.search in Americon industry, Congress

has possed an dment to the tax
lows that, for the first time, gives indus-
tries o tax credit for incremental re-
search expenditures. Since the details
are compiex, only the broad strokes

of the program ure outlined here. In
addition to being eligible for o credit

* for work done in the firm’s own loboro-

tories, research carried out under

contract with a college or university is
expressly included under the law and
can provide the commercial firm with
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- @ very_sigoificant tax benefit. This can  fits from deducting depreciation from
8ncourage commercial entities to take  gross income to reduce the net income
better advantage of the capabilities of . upon which taxes are calculated. Thus,

nearby institutions, and provide an while depreciation serves a valuable .
economic stimulus to industry-college  dccounting purpose for all organiza-
joint ventures. Research and Develop- tions, in reflecting on their balance
ment Limited Partnerships (discus sheaty an allocation for replacement

below) in which the institution (and in ~  of capital facilities, it serves theaddi-
some cases the state) is o parficipant,  tional purpose for taxpaying entifies
may obtain the benefits ofpri\is provi-  of reducing their net taxable income.
sion through research support contracts - .
entered into with the institution proper. Colleges and universities, because
Note, however, that the credit is not they pay no taxes on their exempt

ovailable for research outside of the activities, cannot take advontiage of
hard sciences, and remaigs in some this deduction. However, this does not
jeopardy es a lesmhan-fgally favored prevent the property from depreciating
tax expenditure. ot the some rate or requiring replace-

ment on the some schedule as
held by a taxpayer. Billions of dollars
of tax benefits are lost because institu-

© Pant L Rrcovenms T Costs tions have been unable to reap the
R 2 28, DR value of the depreciation allowonce.

However, an interesting characteristic
of certain tax benefits, including depre-
ciation, is that they can be sold. By

It is an enduring truth that what the opplying the appropriate alternative

government gives it may also toke financing techniques, this tax benefit
away. Certainly, in affording colleges  can be turned to the advantage of

and universities exemption g'o‘m taxa-  the institution. However, recent changes
tion the government has granted them  in the tax laws have sharply curtail

a very substantial benefit. But the the degree to which depreciation and
removol of most tax liability also re- similar tax benefits may be traded

moves access to certain benefits of the  between parties to a transaction, and
tax law.- Most notable among these is  the individual transaction Jnust be
the deduction allowed for the deprecia- closely scrutinized to determine ifs tax N
tion of capital facilities, both buildings‘k consequences.

~d equipment. Depreciation is in-
tended to allow the taxpayer to recover
a portion of the original cost of the © A T Sali-Leassmack
facility in the course of its statutorily -
defined useful life by reducing taxable  In recent years, o considerable number
income by on amount equal to the of tax-exempt organizations, including
annual depreciation. While nonprofit  public agencies, have discovered a
and for-profit entities may treat depre-  stroightforward way fo recover this

. ciation in the same manner on their value: the tax-exempt entity sells its

J/ books, only the taxpaying entity bene-  building or equipment to an entity

o ‘ .
| ‘ 35

38




« .y

that con\tTm thg depreciation deduc-
tion, usually a limited partnership
especially established for this purpose.
.The limited partnership then leases
the building or equipment back to the
tax-exempt organizotion for the latter’s
exclusive and sole use,Jusually with a
provision in the lease for the resale of
the property back fo the exempt enfity
at the e&.o the lease term. This has
been o effective way to transform
the previously lost depreciation benefit
into significant financial goin for the
tax exempt entity. Since the limited -
partnership can use the depreciation
allowed on the property as a tax shel-
ter for itSpartners, the thx exempt
entity provides the partnership with
the full depreciation benefit deduction
by selling the building. The partnership
returns a portion of the value of that
benefit to tiehstitution in the form of
reduced lease costs. Thus, o building
may be sold to the limited partnership
7 910 million, but the discounted
value the college will have to pay out
in lease costs over the fifteen years of
the lease might be only $9 million.
The $1 million difference is the col-
lege’s share of the no-longerdormont
depreciation. A further benefit can be
derived from leveraged-ledse projects,
where the limited partners put up only
a small portion of the cash, with the
rest coming from financing obtained
by the partnership. Unlike the tax-
exempt institution, the limited partner-
ship con deduct the interest cost for
the financing, providing further deduc-
tions, the benefit of which can be ’
shared with the institution.. ‘

A primary advantage of this technique
is the transformation of o fixed osset
intorcash. The proceeds of investing
income from the sale of a campus

39

- there is no advantage in incl

 building can assure meeting the lease

payments while at the same time creat-
ing a dramatic improvement in the -
cash position of the insfitution. Sale-
leaseback arrangements, particulorly
when coupled with significant leverag-
ing, can be especially attractive for
alumni and friends of the institution: a
donor who might be expected to make
a $5,000 cash donation might well be -
willing to put up ten times that amount
to participate in a limited partnership
acquiring a building from his or her
alma mater on a sale-leaseback. ..

It should be noted that throughout
this discussion we have talked about
the safe of buildings, without ever
mentioning the land upon which they
sit. Becouse land is not depreciable,
ing it
in a sale-leaseback arrangement.
indeed, there are significant arguments
for keeping the ownership of the land
in the institution’s name. First, in a
few states only land that is owned by
an educational institution as well as
used for educational purposes is ex-
empt from property taxes. A sale-
leaseback that subjects the property
to local taxation would vitiate the

volue of the new- found,depreciation

and other tox benefits! Second, by -~
keeping title to the land, the institution
can ensure that the owner- lessor of
the building does nothing to it that is
contrary to the interests of the institu-
tion. Thus, when the institution sells a
building, it also enters into a lease
with the new owner to allow the lofter
to use the institution’s lond: that lease
can contain provisions stricly limiting
the use of the land—and the buildings
upon it—in accordance with the wishes

of the institution. If the owner of the
7.3
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building should subsequently go bank-
rupt or otherwise change hands, the
ownership of the land upon which the
building sits will protect the interests
of the institution. Third, by keeping
fitle to the lond, the institution rétains
on its books its most substantial permo-
nent assef, an item of consequence to
donors, creditors and accreditors alike.

Sale-leaseback arrangements have
been every bit as atfractive to public
institutions as to other tax-exempt
organizations. Indeed, many local
governments are using this same device
to raise cash and decrease costs. In a
rowing number of communities, even
ity Hall has been sold to partnerships
that in turn lease it back to the city
for its usel Public colleges have been
able to take advantage of the same
benefits, and most states now aliow
such arrangements. (Such o sale-lease-
back not only adds to the institution’s
finances, but is oftractive to the state
os a way to reduce pressure on the
tax-generated budget.) However,
sale-leasebacks of ekisting property
have been sharply curtailed by the
1984 tox revisions. The considerable
benefits that flowed to investors have
been shorply curtailed by provisions
that eliminate access to accelerated
depreciation and otherwise make such
arrangements rather less economicolly
oftractive that hos been the case in
the recent past. This does not mean,
however, that sale-leasebacks are not
a viable way of helping to finance on
institution. They remain a useful
weapon in the alternative financing
arsenal, albeit with a somewhat re-
duced striking force. The key is whether
the property sold and fhenereasdd
back had previously been used fox the

purposes of the exempt organization.

Q

‘- . new construction, which o

-zation.
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If this was the case, then the new
restrictions apply. However, sale-lease-

arrangements are also useful for
Void many
of the limitations imposed on such
transactions where the property was
originally in use by the exempt organi-
; use of tax-exempt honds
to finance,a major portion of the cost
of construction can be coupled with o
sale-leaseback to improve the economic
viability of a project. The institution
may also be able to.link such ap-
proaches with otivér forms of govern-
ment assistance, such as Urban
Development Action Grants {U ),
which con significontly decrease the
effective cost of the project. (UDAGs
customarily provide from ten to twenty
percent of the project cost, with an
interest rate, over a thirty-year life, of
about three percent:)

o b Dmapnmanes A Bsroae - .
Pascomnon Tax Cosmys

In addition to the economic value of
the depreciation allowance; past sale-.
leaseback arrangements have captured
the newly enocted Rehabilitation and
Preservation tox credits. In this cose,

a recurring institutional problem can
become an asset: an old building in
need of rehabilitation becomes more
attractive as the target of a sole-lease-
bock arrangement. When a limited
partnership, perhaps made up of
alumni and friends, purchases the .
property from the college and rehabili-
totes it, it can benefit from the rehabili-
tation tax credit as well as the
depreciation deduction and the deduc-
tion for interest costs. The older the
building the better, as the rehabilitation
tax credit increases with the-age of

' 37..
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" costs for ‘‘certi

. tax c

the structure: the credit for a building
30 to 39 years old is 15%, rising to
20% for buildings over 40 years o

age, and to o full 25% of rehabilitation’
historic structures.”

The building mustibe at least thirty
years old, ot least three quarters of

: thebmldmg s external wallg must be
retained, and the rehabilitation must

be “substamtial.”’ mreh;b*ﬁnahon
are aval op r prop-
ihdustrial

for comiercial or i

erly u

. purposes {which would include college

operations), preservation credits can
be uiedfor otm:hgible structure.

However, like the tax advanteges
arising out of sole;hfeasebocks of pre-
omhng riy, the.new tax provi-
mﬁm the economic advantages
urmn out of this progrom (althoug
not, as was feared, eliminate
them) .

\
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The 1981 Economic Recovery Act also
encouraged investment in energy-
saving equipment by providing yet.
artother special tax credit. Structuring
a mechanism fo make this tox advaen-
tage of benefit to a college resembles
the standard sale-leaseback. In this
case, however, the college contracts -
with a for-profit entity, usually a limited
partnership consisting of o generdl
partner in the energy business and o
number of limited partner investors fo
provide new energy-saving equipment
or the upgrading or nehabnhtahon of
exutmg equipment. Once the e

ment is fully depreciated, it con

either donated or sold to the institu-
tion. In.the former case, the partner-
ship gets a charitable deduction on

EKC

wll Toxt Provided by ERIC
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top of other tax benefits. Qualified
jpment includesfsolar, wind.or

hyioelectnc facilities, recycling equip-

merit, and equipment used for “alter-

nafive energy sources.”” So far, this

tox boneﬁt remains generally available.

) I.M.!“ll
mm .

Whale col!eges and universities differ -
trom for-proﬁf o omzahons in many

significant ways, Iso share many

attributes. fhese is the

for capital to adyance résearch

ties, and the cqpobilny fto exploit das-

coveries to benefit the institution and ' .

enable i#to better carry out its mission.

- In the , the cost of research activi-
fies, W whether basic or applied, was
usually defrayed through a conibina-
tion {govemmenf grants and con-

tracts as well as philanthropic support.
The latter often included gifts from
industries that might ultimately benefit
from the fruits of the research, but

- without any restrictions th would

limit the use of any di ries to the
donor. Indeed, a flimitation of that
sort would change the nature of the

“gift ond preclude the donor from de-

ducting its value as charitable contri-
bution.

As the economics of higher education
and industry have shifted, it is becom-
ing increasingly apparent that the
traditional means of financing institu-
tion-based research are no longer
adequate to the rapidly changing
technologies and particularly to the
need for more sophisticated {and
costly) equipment fo carry out thot
research. Institutions are also recogniz-
ing that in many fields, such as elec-

11
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tronics and biotechnology, their * . ‘tions in the nature of the economy, N
discoveries need fo get info the market the tax laws and the chorodw_el of

very quickly or bé superseded by ~  scientific research. .
further advances. x hudm's” of 3 ;
patent profection o leisurely recov-  , . . L
of . jod _ An aftractive technique that is being
ienrymo m’ ho::shhu:"o discovery promoted by the U. S Deparhnem of
. to market in to obtain a brief. C°n ml:dmﬂ esfabhshlmt?fpfl ' ,
before the discovery is rendered Partnerships. Through this device, the. - .
obsolete.  * institution and one or more private
. of coll et a(:mcheﬁemm'm oo
i L in uct ré-
I‘:A?:%’ pr:'ds:::smoﬁvm d?_"d segrch effort, investors seeking a share
rectly taking advantage of the: major offhevduefobedmlopgd, or both),
o pﬁfibuh of our economic system: the mﬁﬁ:‘hﬁ:"ﬁom ; 1] gﬂfgo;n .
~ ability to sell o share of ownership os “ partnership is """ﬂ"r'm“" by the private

a means of ing capital funds. -
American bum on the'

" principle thot passive participation
through investment is the way to oc-
quire a copital base. Obviously, o
college canhot sell stock or take in
partners in return for a share ofifs '
profits (assuming for a moment that
such o thing as profits could exist in
the context of an entire institution).

The tax lows expressly forbid an entity
exempt from taxation ginder Internal
Revenue Code 50|(c)(5; from distribut-
ing-income {or profifs) fo anyone,
except in direct recompense for goods
or services. Thus, an institution can
pay interest for the use of\someone
else’s money, but it cannot sell stock
and pay out dividends derived from
its get income. : :

This limitation makes it more difficult
to raise capital to fund the heavy -

front-end costs of research. Forfunafel*,
there are ways through which o college

or university can acquire such funds
outside of the traditional routes of
govelynent largesse and private phi-
lanthropy, routes enhanced by evolu-

Q . ) ‘ .~
Lo

-

. ing the avoilability o
technology without the need to exhoust

parfies, with the institufion as the gen-
eral (or managing) partner. The limited

with the institution for the canduct of
oppropriate R&D acfivities, with the
contract expressly providing for o )
shdring of the value generated by the
research. This value moy be in the
form of royalfies on inventions, the
sharing of rights of use; or exclusivity
orrangements. ‘The limited partnership.

" uses its capitpl to purchase equipment

which it then leases to the institution

portnecship then enters into o contract -

to carry out its R&D rrogram, enhanc

state-of-the-art

scarce institutional funds. The payment
for the lease can be a share of the

" income generated by the discoveries,

or a right of first commercial exploita-
tion. limited partnership can do-
nate the equipment 1o the institution
at'the end of the lease term, affording
itself a tax advantage and of course

further benefiting the institution. ’

A similar configuration can be accom-
plished through the creation of o sub-
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" commercially mark
- The creation of o R&D Yimited pariner-

inventions.

ship is one type of joint venture)The
joint venturers shore the costs, risks

and potential profits in accordance

with o contractuol agreement: for
example, the commerciol partner moy -
agree fo provide the capital fo acquire,
necessary equipment and facilities in
return for a right of first commercial
exploitation, with the institution receiv-

ing an agreed-upon royuhl or percent-

age of the profits from suc -

exploitation. A graphic tation

of some of the types of relationshi

gossible through these vehicles will be
und at the end of this discussion.

In entering upon any of these relatiop- )
ships, it is important to be cognizant
not only of their tax and economic
consequences, but also the potential
for conflict with federal {and to a

lesser extent, state) antitrust laws.
While the fedeiol government has
recently sought fo encourage R&D

. efforts that in previous years might

have been unacceptable to the Anti-
trust Division of the Department of

Justice, it is still important to review °
the proposed relationship with great

‘core 1o avoid the unexpected, and

potentially costly, antitrust problem.

" 43
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- complicate the planning and implemen-

>

sidiary for-profit R&D corporation, On the other hand, the traditional

although ot present the tax laws favor  reluctance. of business to enter into

the limited partership form. in either  such relationships because of the risk

case, the benefits. of deductibility of of antitrust violations has been less-

interest costs, R&D and other of invest-  ened by this change in government

ment tax credits, as well as the ability  attitudes, which opens new opportuni- +

to raise private capital without recourse ties for institution-industry cooperation.

to charitable funds, provide further The several semiconductor research

advantages to this form of venture. centers established ot major universities *
by a consortium of semiconductor :

it is also possible for an insfitution o firms demonsiratey how for this.industry

enfer info a joint venture with a for-  * has advanced in&:e«oming its fear

profit entity to develop and-exploit of automatic anifitrust sonctions. How- -

ever, the recent Supreme Court decision
{Donovan V. San Antonio Metropolitan
Transit Authority) raises the spectre of
the extension of the coverage of the
antifrust laws to the states, an outcome
that could adversely affect the use of
this vehicle. .

-l

In today’s highly competitive environ-
ment, colleges and universities can no
longer afford to rely on traditiongl -
means of génerating revenue dnd
acquiring capital funds. Current eco-'

“nomi¢ conditions cah be turned to the

advantage of those institutions knowl-
edgeable in the ways of the financial
marketplace and willing to venture
into alternative financing. While these
opproaches must be entered into with .
care, foresight and considerable pro-
fessional guidance, expert advice and
dye caution can minimize risks and

efthance benefits. The changes in the
tax tode that have been successively
wrought in 1981 ond 1984, ond that
are likely to occur during the tenure

of the 99th Congress, substantially /
tation ef tax-based alternative financ-

ing strategies. But those changes do



not obviate the opportunity fo fake They do, howaver, t the use of
. of the tax laws to improve  considerable care in the design and
the financiol situation of both public mecuhonofonystmtegminfhis
. cndpmtepomacondoryumﬁfuﬁom orena.

’ /\.“ B
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EVALUATING TIE ALTERNATIVES

Larvow J. Sweer &

Treasurer-and Associate Vice President

Virginia Polytechnic Institute .
and State University =

Those involved in allocating fiscal
resources at the state level are hearing
increasing concern from the campuses
about the state of equipment in our
institutions of higher education. Most
faculty members and administrators
would agree that the shortoge and
obsolescence of research dhd
instructional equipment are among
the more pressing problems focing
higher educatior today. Regrettably,
we are confronted with this problem
at a time when few colleges and
universities are provided the addi-
tional fiscal resources to address it.
This paper presents an overview of
this problem, describes the experience
of Virginia Tech, and develops a
strategy for addressing the problem
through innovative financing
techniques. '

A 1980 stydy conducted by the
National Science Foundation found
that the equipment in the laboratories
and classrooms of colleges ond
universities was opproximately twice
the age of comparable equipment it

Qo |

industry. This means that higher
education institutions are fraining
students on equipment that is fre- ~
quently obsolete. Upon entering
commercial research laboratories or
manufacturing operations, graduates
must be refroinefl‘?efore they arg able
to contribute appropriately o the
enterprises in which.they are engaged.
Perhaps more important, the coniribu-
tion of higher education to national
research and development initiotives.
is constrained. For example, new
research initiatives often are not
undertaken or are underiaken under
less-than-optimal conditions, because
institutions lack stote-of-the art
laboratory equipment.

if this_serious national problem is
aliowed to continue, it is likely that the

--United States will find itself in @

predicament similar fo that of the late
1950s when the launching of Sputnik
- jolted the country out of its compla-

- cency. Obsolete and insufficient

scientific equipment in our coll
and universities is jeopardizing*the
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country’s relative position in inferna-
tionol trade, defen%and in the world
sconomic sysiem. ,

. What can ourcolleges and universities

doto addressthis problem? When we

. at Virginio Tech examined this

problem, we concluded that, despite
increased recognition of equipment
needs in the appropriations process,
self-help was the only way we were
go!i”ng,to nllake immediate mg h
substantial progress. Even
legislative ondogderol appropriations
have continued to grow, the rate of
vih has greatly slowed ond the
xed experises of operating an

-

- ingtitution of higher education

(salaries, employee benefits, and .
utility costs) constitute a large portion
of an institution’s budget. Adminis-
trators who get down to the bottom
line of the budget and ptto find
new monies for equipmant frequently
find very little to go around.

:
1}. e STwY: ATl |

At Virgi:}’rech, we assembled a

small grodp within the university
administedtion to chart a course of
action that would enable us to
upgrade the equipment in our
laboratories and classrooms. Early in
our deliberations we realized that we
did not possess within the university all
the expertjse necessary to determine
the most gconomical and efficient
ways & address the squipment
problem. First, we discovered that any
discussion of financing equipment

Q
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| very quickly focuses on tox low.’ We

do not have, and | suspect that very
few institutions do, experts in tax law
who understond the implications of
investment tax credits, s:flef;leos&ock
armngomems, or any e other
financing schemes thot we read about
from time to time. Second, we found
that any kind of deficit financing
involv:fs cggnplox fgkc’h:nfvoi: ::;nsidero-
tions of arbitrage low, which governs
the extent on':!rggndiﬁons under which
money can be borrowed at a tax-
sxempf interest rate and reinvested for
a period of time at a higher interest
rate. We did not have anyone on our
staff trained in this orea. Third, we had -
been approached by donors and
entrépreneurs wanting fo enter info
lease-gift arrangements in which the
University would lease equipment and
facilities tor a cerfain number of years |
before it would be acquired as agift.
We had no way of really determining
whether the economic cost-benefit of
those arro would be o plus
or a minus for the institution. We
concluded very quickly that we
needed help.

To obtain this help, we issued a
Request for Proposal to employ o
financiol consulting firm. We sent RFPs
to investment banks, bond counsel
firms, financial consultants and “big
eight” accounting firms. After réview-
ing the responses, we selected Peat,
Marwick, and Mitchell’s higher
education gbnsultant practice in New
York. We gelected an accounting firm
rather thén a financial consultant, o
investment bank, or bond counsel
because we wanted a firm thot couid
bring together expertise in real estate,
taxation, financiol analysis, and:
higher education.



As soon as we selecled Peat, Marwick

e Mw""':,ga"“" Dy osking e

n. We n i

:ol questions: Whor;?s itthot we
needio o? What are our university’s
particular needs? What do we really
want o find out about financing
equipment and related focilities?
Defining the plan ot an
helpsdaﬁnewhoﬂhedtudytsgmngto
cost. -

Becuuse cost is alwoys o fucter,
consider faking thess everol steps fo”
mcmm;ze it.

First, use mfemol stoff as much os
) poss;ble In the eorly stages of the
study, much information ip be
ossembled, but it is not recessary to
pay consultants fo pull together
information that staff members
already havg collected and/or

, compiled.

Second, set o timetable and insist thot
it be met. if the timetable is not met,
the study can become interminable
and very expensive.

Third, focus the study on your institu-
tion: forgef obout the rest of the world
for a minute and think about what you
really need to know. =

‘
. Fourth, put fogether a small mana
ment grouE o oversee the study.
~ group mightbe composed of a semor
Znonciu! staff member, o stoff
member from institutional reseorch
“and staff members from the legal
counsel’s office and the academic
affairs office.

Q

s —]

At Virginia Tech, we identified four
components for our equipment

ﬁnoncmgsmdy First, we put together
a genergl overview of the universify

that addressed the following ques-
tions: What is the corporate structure .

“of the university? What are the

umversny-mlafed corporations (such
alumni gssocibtions
mndutms ahd ahlefic gesociotions iotions)
can pate in a finonci
vemurﬂmiorefhebe tsandthe
liabilities of setting -profit
subsidiary of o ahon or of the
institution itself$ What kind of
parinership arrangements can be put
together with alumni, or investors, and
are they desirable? ‘What are the
various means of debt fingncing?
Most insitutions are well acquainted
with issuing revenue bonds, usually for
the dorm and dining systems. They are
not as well acquainted with issuing
industrial development bonds or
fax-exempt comme 1ol paper.

b3

Studies should examine the various
fi {g vehicles available in the
marketpace, such as lease financing,
the tax-exempt municipal lease,
sale-leaseback arrangements, and
shared savings contracts. The study
should also examine appropriations
from the state and federal government,
gifts and gronts, equipment grant
programs, and loon programs.
Indirect cost recoveries also shovid be
viewed as a possible financing
vehicle. Consider methods of captur-
ing indirect cost recoveries from
research confrocts and using those
monies to finance equipment. Look at

@
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private sector hmdmg ond corpomfa mloo:;ed ol‘so Tl?' the mulobnlﬂy of

equipment gifts t collateral. Thisis a imporiant

' xﬂdemﬂon :g:l;b& ﬁvn:nrycmg

\Mony institutions are engaged in ause many issues require

capital funds campaigns. Such - collgteral. ‘

mwmofferoddmonowomniﬁes .

to address equipment n

rumber of mnnuiocmrm of scientific - ‘ |

- m‘ have programs through @ Seumses OF DisY CelLETRAL

equipment can be obtained ot :

greatly reduced or no costs. Make Possible sourcesg of collateral include

*  certain that manufacturer’s develop-  guxiliary reserve funds and unre-
mon!ofﬁ:esurefullyawmofyour stricted endowment funds. Remember
institution’s. needs and corporate and  that the use-of qudlifying. funds as
government equipment programs. collateral permits the institution o

- \ beneﬁtﬁ'omthofundsmm::r.

' , First, the funds, by serving as collat-

‘ s ~ eral, will allow the insfitution to v
o TESY: P2 borrow . Second, the coliateral,

oxcept in ihe event of defouh is
untouched. it costs nothing tousethese

. funds as collateral.
The second part of the study was what
we called a?infemal sc:z. The The last and perhaps most important
internal scan looks at the overall part of the internal scanis a look ata
organizational structure of the POY -back schedule for any debt that
university, programmotic develop- IV be incurred.
ments and plans of the various
coll pﬁyslcul plant resources,

and the university’s master plan. We |

took o very careful look at the ©® RLAmES rs Dot Sras

financial conditign of the institution. )

This was particularly importantfor us, ,(e!membe'rfhai debtservice represents
because as we progressed in the future expense to the institution. Be
study, debt issuers and donors asked very careful ecrly in the study to

ys for detailed financial information.  identify your potential fo pay back the
We looked at the university’s longierm-/ money you borrow without putting the

debt and corefuily ossessed the - inglitution in a position where you
university’s ability to undertake oﬂ?agefhe future. Also, work outon
additional debt. We looked ot lsase  obsolescence schedule of the equip-
commitments, an often overlooked ment you are going to fingnce.

fingncial habcmy We found that no ~  Nothing could be any less polatable . ,
one had ever before pulled together  than o have. o piece of obsolete

all of the university's F inancial , equipmentthatstill has threeyears of
commitments. debt service remaining. Never borrow
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’ money for a period longer than the
expected Iifeoﬂhempmem.

© TE Srwy. fanr 3 '

-

TheihirdporLoﬂhoMymcoﬂed
an external scan. This was a part in
which consultants played a large role.
We locked of economic
trends, including inflation rates, -
inferest-rate forecosts, and the -
tax-exemp! debt morket, We did a -
thorough analysis of federal tax -
provisions, We examined the implica-
tions of various, financing arrange-

- ments to unrelated business income,
investment tax crediis, accelerated
depreﬂc‘i::ion, and other considera-
tions require o very thorough
understanding of federal and state tax
codes. We !o;ﬂked at sﬂtgeowde
prqvisions relating fo the acquisition
of real property and equipment by the
institution — such things as the ‘s
public procurement act, the indusstriol
development bond.act, the institution’s

authorily fo incur debt under the siate

code, and the stote laws and regulo-
tions pertaining fo facility construction.

All of these things vory from state to

state. Private insfitutions are ore step
ahead because they do not have to be
concerned with a number of gov-
ernmental considerations that can
hinder innovating financing arron
ments. Because we did haveto obtain
approvals from state government, we
thought it important to have a-
. respected national accounting firm
standing behind us before we sentour,
. proposals to the state government.
Q

. good

o TE ST M4

The fourth and final part of the study
was an evalualion of financing
scenarios, the specific financing_

arrangementsanddeals wewantedto

look at. Again, outside help served us
well. We looked at-various building-

acquisition plons and vorious equip-
quisifion plans with a viewto  * -

the bottom-line cost of what we
the polifical risk imyolved in doing it,
ond the ability of the institution to
control the ongoing contract.

© Goxvasiime Fesne
JAN—

An mﬂimnmusi be very careful in »
- ony financing arrangement not fo lose

control — ifs ability to ma the
.properly or equipment once it is
acquired. As o result of these concemns,
gou may decide fo eliminate several
nonci arrangements thot look

rwise. .

.
-~

This study took us about three months
to complete. We then met with Peat,
Marwick and Mitchell to see what
conclusions we might draw. Several
were apparent:

49
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# First, we learned that ocquiring found that very exacting standards
equipment was a much less complex must be met by funds intended for -
task thon acqui S:ihyslcol : " use as collateral. Tax counsel is o
facilities. We deci must in these considerations.

\ with equipment financinglffirst ond -
lay aside facility projects Yor the ¢ Fourth, we discovered as a part of

present. . the equipment issue, we could also
) g reﬁnancemeexwhng facility debt
¢ Second, we found thot purchase we carried ata rnrghm?eresimm—-
Jarrangements appearead profemb!e adebt we incurred about iwo years
to lease arrangements for several  earlier when inferest rates were
reasons. Perhaps the most surprising . much higher. -
was that leasel and lease-

contracts frequently proved more . And last, we concluded that the most
costly pver time thon debt-financed ~ cost-efficient way fo finance the
- purchtses. The federal tax legisla- - equipment would be through
tion' thot lease and sale- . university-issued tox-exempt
I arrapgements is very variable-rate demand notes.
unsettied right now
considering severol bills to corred The decisionto issue debtin the name
rceived obus‘sﬂmi haveresulted  of the university was made offer

om some.of the more exofic exammmg options for issving the debt
sale-leaseback deals. Third, the rough a state o?:vcvcy such as a
purchase arrangement seemed best higher education tacilities authority.

to us because ye did not have to  This option, though discarded ofter
grun’ o securify interest in the preliminary conversations with state
equnpmem We would not hava to  officials, remoins o vehicle to be .

”ﬁ upwiththeequipmentandgo  explored in the future. Use of a state

ck fo the leasing company every level authority fo issue debt could

time we wanted fo sell, trade, or permn o consohdm‘ed equipment
relocate an item. ’ﬁamogotherfor several
mshhmons within a state. it may also
$ Third, wefoundthatitwasbetterto  avoid the need for individual institu-

use the university itself as the debt fions to collateralize equipment debt.

issuer rather than a university- Many institutions, particularly smaller

related corporation such os alumni  or newer ones, will not have sufficient

association, foundation, etc. This is qualifying fundsto serve as collateral.

o 'matter than undoubtedly will vary

from state to state. In Virginia,

charitable organizations cannot - .

issue tax-exempt debt, nor does it g SECURNS THE FRANCES

appear they con issue industrial

revenve bonds. Thisis nottrueinoll | '

states. Butin Virginia, the university y

itself could reclize savings by We proceeded immediately to

issuing tax-exempt debt. We also  prepare another Request for Proposal,

A Y
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which we sent to investment banking

" firms and the large banks in Virginia.
The RFP asked for p Is fo
finonce up to $11,000 worth of

- equipment and $2,000,000 in facility

[ s
When institutions put debt-
financing RFPs, ore several

offices in the institution thaf likely will
A become involved — the Purchasing
Depariment, Finance Office, and -
Legal Counsel. This is porficularly true
for public institutions.
From the proposals we received:

® Wefound, first, thot the markej wos
_ very good for higher-education °
debt. We received 14 responses o
our RFP, from large national -
investment banks fo banks in our

_ & Second, we found that some debt
underwriters lacked knowledge of
the iaws and regulations governing
tax-exempt debt issued by institu-

 tionsyof higher education. This
suggests that one has to be very
careful in ossessi:g the level o? :
expertise of the lender you select to
issue your debt. = - -7

-
.

#® Third, we found that some tough
negotiation is required to structure
that debt in such a way that the
institution’s use of its colloteral is not
impaired.

# Fourth, we learned that mojor
. municipal debt underwriters tend to
have lower rates but higher fees.
Conversely, regional banks tend to
~ have higher rates and lower fees.’
»  Careful analysis is requiredo
determine the most cost-effective

Fi

f

arrangement. Our consultant was of
reat assistance in coming fo a
-line cost among the various
proposals received.

The manner in which we structured the -
debt issue — using fox-exempt,
variable-rate demand notes —
permitied us o borrow at less than
50% of the prime rate, This innovative
debt structure is fairly new in the public
goM market but is cei;:in otfo‘;e used
y an increasing num olleges
and ypiversities. The variable rate on
these notes makes them essentiallyan -
overmnight money-market investment.
The incorporation of provisions into
the notes so the investor can “put the
note back” on seven-days notice
rotects the investor from unfavorable
re interest rates, the resulting
in a lower inlerest rate to the issuer.
Thei ion of call provisions in
these notes permif8 the university fo
call them back at any time, should it
wish to pay off all or a portion of the
indebtedness prior to maturity.. -

'We built into the notes a liquidity

feature, or line of credit, whereby the
Bank must hold the notes at a stoted
interest rote if they are “put back” and
cannot be remarketed. We were able
to work into the terms with the bank
an intterest-rate cap, which would
protect against lorgé upturns in
interest rates; and an option to convert
a portion of the debt to a fixed rate
should inferest rates decline to an
ottractive level. - ,

We also provided an option under

.which' the university can reborrow up

to the moximum amount of the note ot
any time during the five-year note's
term. This permits the institution fo pay
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off a portion of the indebtedness as  because we demonstrated that we
funds become available and then were able to do something innovative
‘reborrow the funds os other equipment  to help ourselves. ¢

' needs aré addressed. o o b
: . - Perhaps of greatest importance has
- Although usin variable-rate debtis  been an expanded view of what is
an offractive option, the institution possible in"a time of fiscal constraint.
must exercise caution o itself As o result of informotion and :
from future interest rate tluctuations. expertise gained in this project, the
Incorporation of the provisions just - universily has moved to address other
-discussed can provide a sufficient equipment and facility needs through
comfort level while still obtaining for riicipation in corporate progroms
the institution the substantial interest m equipment acquisition, the
savings. . _ > creation of an auxiliary enferprise fo
- - manage the purchase and lease-pur-
Inretrospectyitis dlear thatinnovative  chase of personal computers by
financing for equi t ond facilities ‘studenls, and the issuance of the
has had a substontiol and positive  state’s first variable-rate revenue
impact on the University. We have bond to finance a warehouse facility
been able to bring about significont  and stulent housing. it is clear that
improyement in the quality and other initiatives, utilizing other
quantity of our laboratory, computing, - techniques, will be required in the
‘and instructional equipment that we  years chead. Those universities which
otherwise would nothave had. Faculty’  effectively organize fo take advantage

morale hos been enhanced. The of the opportunity for innovation can
perception of the university by state : face the future with increased confi-
government and the corporate dence. | 4

community also hos been enhanced

[}]
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Gosseu K. Davxs

Director :

State Council of Higher Education in Virginia

. The vitality of higher education in the
1990s and beyond is jeopardized by
many of the same problems faced by
the national economy in general and
maior industries in particular. Well-
established companies that have not
kept up with new technology and
changing morket demands have lost
out to companies whose equipment
ond methods are designed for the
contemporary market. Industries thot
have failed to invest in the future have

& been displaced.

Higher education, as a national enter-
prise, could find itself in the same
circumstances. The great expansion of
postsecondary education in the 20
yeors following World War 11 has left
many institutions with educational
equipment that was acquired during
the building boom and is now obsolete.

In April 1984, the National Science’
Foundation, in a study of equipment

Q

in engineering, computer andyphysical
sciences, concluded that a one-
fourth of the equipment in use in 1982
was obsolefe.e%\e oggregate purchase
price of the su research equip-
ment in these three disciplines at a
sample’of institutions was $904 million.
As NSF expgnds the study to encom-
pass agricultural, biological, environ-
mental and medical progroms, the
extent of the problem will be better
understood. Even without generalizing
the NSF finding to other academic
disciplines or to other sectors beyond
this sample of doctoral institutions, we
can see that the magnitude of the
national problem is enormous.

An earlier NSF study, conducted in
1980, found that educational‘institu-
tions were using obsolete equipment
to train students for careers in research
laboratories and manufacturing indus-
tries, where state-of-the-art equipment
is in place. The study showed that
clossroom and laboratory equipment
in universities was about twice the

age of comparable equipment in pri-
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vate indusiry. in the past five years, equipment has broadened to
mpcdtochno!og&cc{d@wl—“’ more ic ines as new
opment has exacerbated postsecon- applications are possible
ry equipment even more. by improved instrumentation. A
Foravunetyofmos;:sdn;:::mmm- ‘ who;wiﬂ\ skills
tions are u unpre- unless aging ional equip- '
pared fo deal ment is confinvously replaced.
obsolete or aging equipmm'mmﬁo- . ® .dy '
e ~ “e. Only the to'9°",, ond m:'f'é?'
. . institutions
a. Educuﬂonoleqmpam:t’;f:'noa; and odmin; o
~ the cost of capital projects. Plan- N gfmngea;;uchwshmhrm A
. is focused on the expected ™ financing emnhaleqmpmenf.
| life of the buildings and &

. dmnmmfmfh'?r the Subse-
v o equipment.
quent acquisitions of equipment " T m/ w- _
for educational and general pro- . «
rams come from the operating -
dgets of the institutions in years [ In V'rgmuo, a recent study of equip-
when funding leyels permit discre- (_ ment inventories in educational and

fionary allocations for educational ~ general ms resulted if the con-
equipment, clusion the movable equipment -
' - inventory of the state’s public ¢
b. Educational institutions do not and universities Was worth about $600 .
depreciote capital investments million. The educational equipment is

and do not accumulate operati estimated fo be obout one-half of the
reserves fo replace worn-out m:? total inventory, or $300 million. The
obsolete educational equipment.  average useful life of educational
Management decisions that reduce.  equipment is abouf seven years.
operating costs are not rewarded :
by making the savings ovailable There are three cspects of mdnfammg g

for other uses, but ordinarily a satisfactory inventory of educationa
result in yeor~end reversions and equipment: mplaa worn-out equip-
budget reductions. ment,
. ' , and acquiring equi
c. Yeors of budgetary.constraint and but
increases in mandotory costs- mated that the first af thess can be
have diverted funds away from handled throug
the acquisition of educational b appropr
equipment. . mately 8% of the re
(s of the in i
d. Demand-for adequate educational onnually”

<«
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Oveicoming accumuloted equipment  of cash for very short riods of fime.
obsolescence in Virginia’s colleges Pooled efforts also the over-

S TG0 o siion, ' iy of mriaiog o s

a ithon. In ition, on uity of ma sma

annual appropriation of about bne- issues, and offer research, manufactur-

xvemh of the replacement volie of ing and mveshnefm compmse's a -
e educational equipment inventory  broader range of institutiono

(over. $40 million) would thencelorth - ~ship possibilities. Smaller and Iess

be required to replace equipment as it  wealthy institutions can participate

becomes ebsolete. These sums because they need not have substontial

blyexzeedfhescopeofuregu cash reserves of their own. All institu-

appmpnahon ., + ftions benefit from eliminoting the origi-
nation cost of the debt instrument. S

Acquiring needed equnpmenf to rempdy
deficiencies could cost as much aos| One of the most.important advantages
*$100 million more. The Virginia Council of collective efforts to acquire equip- -
of Highér Education estimates that the _ment financing is the Gpportunity to
academic computing equipment defi- reinvest large cash balances for the
ciency is about $43 million and that penodprioﬂooch:olpcymomior
ineering rom equipment is - *  dslivered equ t or payment of
deficient by $20 million to $30 million.  debt service. me;rocped: of Yaily —
. & Again, these amounts pro bably exceed cash management can be used to '
the scope of regular appropriations, *- reduce the size of the loan or to ac-
especiolly when they.ore in addition . ‘quire more equipment, or could accrue
to appropriations for norma! equrp- .1 to the managing state authority for
“'ment replacement. - - reinvestment until thei_}r::xf ocqt'nsmon
- « ' Project is arranged re are lifita-
‘ S ,ahomonthen??mrags.mfaund period
o CourcTvt Errears IEDD) of myas?ment of bond sale proceeds,
.. . -butthe advantage is not cutweighed
: Q ¥ :I e mfrrchons The combination
earn

Institutions need funding mechanisms ’ and equity from donated

to support educational equipment .~ Tuhds ° equ:pment tould, over o

replacement, both in times of rapid *° g‘erlod of time, leagto o self-sustammg
- change ond of relatively stable enroll- nd for higher education equipment

ment. Technological advances will acquisition, An jssuing authority could
continug to accelerate-the pace ot hold title to the education equipment
-which equipment becomes obsolete ond lease the equipment fo the institu-

" Jond to increase the need fof regulor,  tions participating in the pool (the -
infusions of equipment funds for techni- Participants would vary from one
cal educational programs. issue 1g anpther). Alternatively, the
oufho;ﬂy could sell the equipment'to ..

instituNens, with poyments spread

Collgctive efforts to occ?ulre equipment”  over the equipmient’s average useful
thro the issuance o débt have the life. The legse or purchase payments

potential to generate large amounts by the institigions to the authority

\)‘( . . -
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" would consfifute a first lien on the * - toke advantage of market vdemand
- operating budget appropriations of ond interest-rate dynamics fo achieve
‘ the institution. the lowest possible eqmpmem-acqurw
' . _ fion costs.

| YheAuihotwywiﬂeusefhoequipmm‘
, ® Tt Ferest) IvEER EBDocsnen 1o the parficipating mstitutions. end
_mhml the!mepoymennwfﬂbosupponed ,

byearmcrhd?pmpﬂm
‘over the term of each lease. The Av-

In accordance with this. ruhonde ;
Yirginc's Council of Higher Educafion . sauy resarees moeroerm s emcen

conduded?hoftheduhscoﬁcwmng ble federol tax regulations, in the

-

.

and universities needed such normal manag

mechanism 1o permit sound planning pmceedio:nr:ie ﬁ?:m ofhef?;ubr:x

for financing both replacement ond  including tax-advantaged dondfions.
"WOQWP'N"'» : Theh;:gomywvﬂuko‘m,c!m:im

, " tion, letters of credit, bond insurance
wn V'nrgmm s eqmpment problem illustrates gnd other credit enhancements i they

: the speed with which equipment is. are cost efféctive. The Authority will

oufdofed It ddes not in’ any way indi- become self-sustaining over ﬁme

Pt a1 bt

ston s. In r instance,
* legislature added §15 miion to e n horch 1985, ”‘,:‘,f.':’,%‘"‘,?,f"’c;‘:':l,r '

i g g

h;gher education budget for equi 1985, qnd indicat
. me"?i lnn1‘985 it added ano#wr§5 *  strong support r creating :: H'tcgh::’
. mithon. These sums were over an Education t Auth th
above regular appropriations for 1986 ms::m pmen ority in the

| ‘ :qu:pmenf purchase,o?m do not .

. keep pace with rote of escence, ¢
nor do they provide the means to ® Wiy S m ) 7
overcome equipment deficiencies. ‘ {
The Virginia Council of Higher Educa-  The question that remains ? Why is
tion has proposed that a Higher Edu-  this a stote issue, rather thdn an institu-
cation Equiprient Aufhonfy created fional one? There are several reasons.
fo sell an ongoing series. of pooled- . ‘

- equipment bond issues and tb manage  # First, "mgnifude of the funding

their proceeds. The proceeds of the ‘ problems threatening higher educa- .
issues will support institutional equip- tion is such that ohly a coordinated . -
ment requirements selected by the’ . state strategy will ensure solutions.

Council of Higher Education. The :

term and frequency of the issues will  # Second, while well-endowed institu-
depend upon'the specific needs of the  _tions can issue debt to finance fixed
institutions participating in each jssue. and movable capital needs, the

The size and timing of the issues will great majority of colleges and univer-

4
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sities do not have this capabilify.
State programs like a Higher Educo-
tion Equipment Authority would

allow all state-supported institutions

to participate. We then are left with

possibly only one group of institutions

that cannot take advantoge of debt

issuonce ond favorable tox lows: the

unendowed private colleges ond
universities. This is a matfer of con-
cern, too, and Virginia is examining
ways in which these institutions can
be included without obligation to
the Commonwecith. ‘

# Third, all but the wealthiest universi-
ties will find ongoing debt issues teo
expensive unless there is a wehicle

# Finally, the

HB:

such as an eq.uipmenf authority. The
cost of going to the market to issue
bonds is vergul;rqh for‘ individual
institutions, a pooled-equipment
issue can reduce costs morkog?y and
make an issue feasible.

can assure both the
investors that the
is a prudent, fiscally
nsible fo meet the noeds
of higher education when funds are
limited. In oddition, states can pro-
vide or develop expert technical
assistance on legal ond finoncial-
matters, which is otherwise avoiloble

general public
issuance of

. to colleges and universities only a

higher prices.

o7
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Note: The structure deicribed in the
following pages was designed within
the context of a particular institu-

tional frameyvork. It is therefore only
exemplary for other m(::tmom ond.
should not be instituted wi _

advice of counsel.

Copyright 1984 Dow, Lohnes & Albert-
son, 1255 23rd Street, N.W., Washing- -
ton, D. C. 20037
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o L Ovninsar A Coomant

This chort roprasenfs the mlahonshops
between the various entities. Within
the dashed rectangle are the existing .
university structures: the university

itself, the research foundohbm.nd the
university foundation. The university
and the research foundation are statu-

torily linked; hence the dotted connec-
tion.

The Foundation is the sole stockholder
of a new for-profit entity, the university

99

,
hedith sciences research and develop-
ment corporation, and appoints ifs

entire board of directors. TheR&D

‘corporaﬂonudﬂmugmlpanmr

or majority stockholder in one or more
for-profit co-pattners or minority share-
holders in a Venture. Passive investors
are limited partners or prdefmd
equity) stocmdden t
financing provides copncl Tho re-
search ond development corporation
also controls o venture capital hind,
whose purpose is fo provide o vehicle
for financing fhe start up costs of the
ventures.
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the hmnymgm'hﬂmml‘ho
ngr:?t add, 'hoR&Da’“u
as any # moy fo corpo-
rdbnwhkhmwmmﬂnm
with ol the limitations, fo the appropri-
ate venfure. Thewnhmmyﬁcm
the rights fo a primary commercial
participant or to other commercial - -
hhw:brmnmﬁdexplmhhop,
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- @ L Row o Vovem CAPAL shows venturs capital flowing to the
o venture capital fund, which capitalizes
A ' cmfumestabhshedbythek&D
_ This chart describes the flow of re- . corporation. Contributed funds m
sources that would accompany the = al used by the.university fou z:-
establishment of a venture capital fion Jo provide start up funds that the
mechanism. Two alternative routes are R & D corporation would uie to cap:-
shown. The line from passive investors  talize new ventures.
« .
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o I Fiow oF MeVESTMENT
Mcans (Wesms CAMTAD

This chart describes-the flow of funds:

arising -out of the implementation of o
Venture. Working capital {investment

income) flows to the venture from the
primary commerciol participont, pas-

sive invesfors and debt financing. The
venture in turn contracts with the uni-

. wersity for the conduct of

ressarch, within existing guideli

such activities, including ﬂ\e puymem

of appropriate indirect costs. The ven-
ture also uses the working capital to

A

acquire the instrumentation and facili-
ties necessary to carry out the research
that will be performed by university
researchers under the sponsored re-
ssarch . Administrative
support for the venture is provided by
the R & D corporation and the R & D
corporation may in turn contract with
the university foundation for manoge- .
ment services, The venture may also
contract with other outside sources for
supplies and services not available

through the univenity. '

(The venture capital fund and the
donor ard omitted from this chart for
the soke of simplicity.)

\
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- cial participant and any

' “ m

This chart represents the flow of funds
when a venture is successful in the
commercial exploitation of a discovery.
The venture receives royuities and
license fees from the primary commer-
other commer-
cmlsmmstsfowhomﬂhoslxenwd

the development. It services the interest
" and principal of any debt it hos in-
" curred, repays {and in all probability

’buysouf)ihepmuwmwm rdums
theventurocarﬁ

_venture capital fu (whrchmfum
uses these funds to o other
ventures established by the R&D
corporation), and distributes remaining’
profits to either the R& D ration
or 1o the research foundation, depend-
mguponthetermsoﬂhenmholnghﬁ
assignment. The flow of profits to the
R & D corporation may be in the form

67
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Aruitoxt provided by Eic:

of dividends or distributions, it moybe
on a royalty basis, or both, while the
payments to the research foundation
would be in the ofnoydﬁos The
primary

aolso receive income mtheproﬁh
either as dividends or
based on ifs inifial i

contributions {fo
liability) and dividends. The
would either pass the profits di
to the university or fo the

Profts could also be distributed 1o
oy ocies ond sererman
ith university policies and agreements
entered info between the researchers :
and the R & D corporation, foundaﬁon .
or the university.

-
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