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Foreword

Colleges and universities face a markedly different
environment today than they did in the past. Uncertain
enrollment levels and limited fiscal resources, already
major constraints for a number of public institutions, at
times are compounded by stringent state controls and
regulations that further hamper an Institution's ability to
respond effectively to problems.

To address this issue, the Education Commission of
the States, NACUBO, and the Institute for Public Policy
Studies at Vanderbilt University, under a grant from the
Fund for the improvement of Postsecondary Education
(FIPH), conducted a study on initiating improvements
and cost savings in public colleges and universities. As
its part of the study, NACUE30 focused specifically on how
state budgetary and regulatory procedures can be modi-
fied to give institutions the flexibility to respond approp-
riately to the challenge of maintaining quality even when
faced with a declining financial base. (The complete study,
titled Quality and Flexibility In higher Education: A
Resource Catalog of Innovative State fiscal Practices, will
be available when published from the Education Com-
mission of the States, Suite 300, 1860 Lincoln Street,
Denver, Colorado 80295)

Case studies on six states are presented and include
both state and institutional perspectives. Although the
case studies deal only with public institutions, other col-
leges and universities may find it useful to consider how
the budgetary process can serve as a vehicle for institu-
tional flexibility and Increased management effectiveness
rather than as an obstacle to them.

We appreciate the cooperation of the institutions and
the state officials who participated In the study.

Robert L Crrr
Executive Vice President
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Overview

During periods of fiscal stress, colleges and universi-
ties are frequently forced to make major programmatic
and administrative decisions under severe time and
political pressures. The ability of public institutions to
respond effectively to funding reductions or to improve
management processes is often hampered by state con-
trols and regulations. Recently, administrators at public
institutions have requested Increased flexibility so they
can respond effectively to challenges. Stale executives,
legislators, and _ gency staff, however, are often unsure
of the benefits of permitting institutions more autonomy,
and they are apprehensive over the prospect of
decreased accountability to the state.

The purpose of this monograph is to examine the
experience of several states that have created incentives
for the effective management of higher education or that
have eliminated disincentives. first, the effect of state
budgetary controls and regulations on institutional opera-
tions is examined. Second, methods used to determine
levels of state support and to allocate state funds are
addressed.

Effect of State Budgetary Controls
and Regulations

State governments and public colleges and universi-
ties share two common goals. The first is the establish-
ment and maintenance of high-quality academic and
support programs that meet diverse state needs for
instruction, research, and public service. The second is
the effective provision of these services. Proponents of
strong central contfol of higher education argue tnat
these goals can best be achieved through detailed
budgetary and accounting procedures or through com-
prehensive state regulation of institutional operations.
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Proponents of institutional flexibIlity argue that controls
and regulations often hinder the efficient use of
resources.

Frequently cited examples of restrictive stale controls
and regulations include:

1. Restrictions of institutional authority to reallocate
funds among expenditure categories during the fis-
cal year

2. Cumbersome state regulations governing institu-
tional operations such as purchasing, personnel,
and capital construction.

3. Regulations concerning retention and management
of local revenues such as tuition and fees.

4. Reversion of unexpended fund balances.
5. Pre-audits of institutional operations.

IllustraVons of how the centralized controls noted above
can hamper institutional flexibility are presented below.

1. Restrictions of authority to reallocate funds. institu-
tions confronted with revenue reductions need the flexi-
bility to move funds among various units In order to
avoid major-dislocations in programs and services: In
Idaho the state legislature has changed the appropriation
process for institutions governed by the Idaho Board of
Regents/Trustees from a detailed line-item appropriation
by number of full-time-equivalent (fTE) positions and
standard expenditures class (such as personnel service,
operating expense, and capital outlay) to a lump-sum
appropriation. According to administrators at the Univer-
sity of Idaho, these changes have allowed the institution
flexibility to evaluate alternatives for improving opera-
tions and helped it respond to major reductions In state
support.

Similar changes have occurred in various other states.
Flexibility granted public institutions In Colorado, for
example, has enabled the University of Colorado to real-
locate funds, meet high-priority needs, and rernd to



revenue shortfalls. In North Dakota, there are three main
divisions in the budget: salaries and wages; operating
expenses; and equipment. Institutions are now permitted
to shift funds from one division category to another.
Increased flexibility in transferring funds among budget
I,ne items and reductions in the number of line Items
have also occurred In Connecticut, Massachusetts, and
Maryland.

2. Cumbersome regulations. Detailed state regula-
tions and central control of functions like purchasing and
capital construction can also impair institutional flexibility.
Before t1B 622 passed in Kentucky, for example, all pro-
curement for higher education, including capital con-
struction, was directed and controlled by state govern-
ment. Costly administrative structures on each campus
had "pushing paper" through the state bureaucracy as
their primary responsibility. tIB 622 (which is discussed
in greater detail later in the monograph) now allows pub-
lic institutions to determine the best value for their
money. With responsibility for its own purchasing, the
University of Kentucky estimates that it will save approx-
imately $500,000 per year. The university estimates sav-
ing approximately $995,000 in capital construction as a
result of shortening the procurement process. The Uni-
versity of Wisconsin System also Improved efficiency
when it Was given the authority for general purchasing,
printing, computer acquisitions, telecommunications, and
employee classifications.'

3. Management of local revenues. Allowing Institutions
greater flexibility in managing local revenues can also
save money. In 1981, for example, an experimental fund

1 Management Flexibility and State Regulation in nigher Education, a

Southern Regional education Board Study edited by James A. Mingle
(1985)
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established at the University of Connecticut gave the
university authority to set its own tuition rates and to
retain tuition revenue. The main benefits the university
expects from the fund are: (1) interest Income from tui-
tion revenue; (2) exemption of tuition revenue from re-
scissions of general fund appropriations; (3) potential
additional revenue from higher tuition; and (4) autonomy
regarding the expenditure of tuition funds. The ability to
control this source of local revenue has given the univer-
sity a certain degree of fiscal stability and autonomy.

As noted in another section, each governing board in
Colorado has been granted authority to set tuition policy
(within general state guidelines) and to retain, expend, or
roll forward all cash revenues generated within its institu-
tion. The effect has been a noticeable increase in the
revenues generated by tuition and an additional
$300,000-$500,000 in interest income per annum,
depending on interest rate levels, from accelerated tui-
tion collections. The selective management of tuition
structures at the general campuses of the University of
Colorado has provided the lowest average rates of
increase for full-time resident undergraduates among the
state's public universities. Specifically, the university has
mitigated the impact of tuition IncreaSes on resident
undergraduate students through the use of larger-than-
average differential tuition Increases for nonresident
undergraduates, graduate students, and students in pro-
fessional schools.

4. Reversion of unexpended fund balances. In some
states, such as Maryland and North Carolina, state funds
not expended by the end of the fiscal year revert to the
state treasury. As a result, institutions tend to expend or
encumber all state funds before the close of the fiscal
year. Such expenditures often do not reflect the best use
of state resources.

11



The management of local revenues by the University
of Idaho illustrates the arfisntages of permitting institu-
tions to retain unexpendec funds. All state tax revenue
funds not expended by the end of the fiscal year revert
to the state treasury in Idaho. This is not the case for
local funds, that is, income from student fees, land grant
endowment, and revenue from sales and services. These
funds are not deposited In the state treasury and are
managed entirely by the university. The result has been
a significant reduction in year-end purchases, and the
carrying forward of small balances has partially compen-
sated for budget reductions. In sorne instances, carry-
forward balances have been combined with the previous
year's reserves and then used to acquire equipment, for
example, or pay faculty conference expenses that would
not have been covered by a single year's allocation.

5. Pre audit of operations versus postaudit. As noted
earlier in this monograph, many institutional representa-
tives think that detailed procedural accountability should
be replaced by accountability for results. In Kentucky, the
state department of finance has replaced pre-audits with
postaudits. According to an official in the state depart-
ment of finance, this has allowed the department to
focus more on policy issues than on routine paperwork.

More flexible management of resources is often
coupled with increased accountability for the use of
these resources. Kentucky's NB 622, which increases
management flexibility, also requires governing boards
to make annual reports to the Kentucky Council on
Higher Education in a format that meets requirements of
a uniform financial reporting system. Colleges and
universities must also employ a qualified public account-
ing firm to conduct an annual financial audit to show
compliance with t1E3 622. The secretary of finance may
prescribe the minimum scope of this audit. Even though

1 rl
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postaudits have become more detailed, institutional
representatives find the new system preferable to the
old.

Increased flexibility is frequently contingent on the
ability of institutions to be accountable for expenditures.
In Connecticut, the douse Appropriations Committee first
sponsored a tuition fund bill in 1981, but concluded that,
at that time, only the University of Connecticut had
accounting procedures sophisticated enough to insure
proper management.

Incentives and Disincentives in the
State Budgetary Process

The process through which institutions receive state
funding can influence institutional behavior. If funding is
based on enrollment-driven formulas, for example, insti-
tutions have an incentive to increase enrollment. f3ut if
the state sets guidelines governing enrollment pro-
grams, services, or costs, there is an incentive to be
concerned with factors other than enrollment.

Some states use an incremental approach to funding.
Others use a detailed formula to determine funding for
such areas as instruction, libraries, or capital construc-
tion. Massachusetts has switched from a budget
adjusted mostly for inflation to one based on a formula.
Specific parts of the formulaan enrollment sactor, for
example, and parity adjustments for equipment and
repairare meant to address the problems of historical
inequities and insufficient accountability. Also, recently
established new expenditure categories allow institutions
to help determine priorities and request funding. In
Florida there has been a de-emphasis on enrollment-
based funding and an emphasis on program-based fund-
ing. Executive and legislative leaders want to know
whether funds appropriated to specific programs are
indeed used for those programs. The Florida PThecond-
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ary Education Planr,ing Commission has been directed to
coordinaie the program review activities of community
colleges a -id the university system. The use of program-
based funding is being explored in Connecticut. Following
a divisive battle over an incremental formula for alloca-
tions, Nentucky has recently developed a new fcnnula
that ties hudget. decisions more closely to institutional
missions.

Restrictions on the manner in which funds are
expended can also provide incer.tives and disincenZives.
In its FY 1983-85 appropriation for community colleges,
the Washington legislature restricted the expenditure of
5tate funds:

Average basic direct instructional resources per com-
parable cost student shall not be less that $1,400 per
academic year averaged for the biennium. Faculty full-
time-equivalent entitlements for direct instructional
purposes shall not be less than 3,657 FTC's per year
and shall not fall below the overall student-to-faculty
ratio as calculated in the governor's budget request.

This lansoage helps define a new funding method that
stresses quality through the maintenance of student-
faculty ratios rather than growth as measured in full-time-
equivalent students. This has eliminated, or at least
severely reduced, the tendency to "do whatever 15
necessary" to accommodate student demands, which
had results such as diluting the student-faculty ratio,
reducing the percentage of full-time facultyrand reducing
support services. In this regard, it should be noted that
although enrollment totals were established for the
community college system, the legislature was con-
cerned that enrollment distribution among institutions be
accomplished to accommodate differences In growth
potential in specific areas of the state.

14
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Following are descriptions of how particular states are
creating incentives for effective management in nigher
education or removing disincentives. Sources of addi-
tional Information are also listed. Readers should be
aware that the applicability of particular incentives and
disincentives to their instiaition or state depends on
current state structures and financing procedures.

15



Appropriation Controls: Idaho

The Problem

Within a relatively short period of time, major eco-
nomic changes caused a severe drain on Idaho's general
funds Budget difficulties began in November 1978 when
voters approved an Initiative manda'_Ing the legislature to
limit property taxes to 1% of the mariset value of
assessed property. and to limit future ;x1ju-',erients for
tnflation to 5% any one year. The elfect was to reduce
significantly io ai seopoft for public schools (as well as
for city and county dovey,lcients). Obligated by legirla-
tive mandate to maintain Its level ci support for public
'3chcols, the legislature elected to offset tie 1055 or
prop.:,r:y tax support by 5,ri:iting state reveries rather
than by increasing them. The obviws result was that the
portion of state reve_Jes sup: orting public sohocls rose
and the portior. for higher education (as well as for some
other state services) dropped d:(Jrna:_tcally A major pri-
son up ising and the ei uption of Mount 5t. Helens
entailed major cost outlays. These difficulties were com-
pounded by the recession starting in ti late 1970s
which, unlike previous recessions, h ;1 ajar repercus-
sions in Idaho.

During this period the state struggled support its
agencies and institutions. Appropria.:ions tell short or
inflationary growth. State revenues failed to reach even
the conservative projections of the legislature, forcing
the governor to hold hack appropriated funds hi order to
maintain the balanced budget required by the state con-
stitution. Since the governor was reluctant to hold back
appropriations for public schools, other state-supported
services carried the burde sof Idaho's financial problems.

Impetus to Change

The decline in state support made It extremely difficult
for the four public colleges and universities to continue

16
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to provide high-quality programs and services. To help
institutions respond to these severe financial conditions,
the state legislature granted them greater flexibility in
reallocating funds. A mechanism for implementation
already existed in the form of a decleration of legislative
intent and according to a staff member at the Idaho
Board of Regents/Trustees, the legislature realized the
difficulties of dividing up an appropriations pie that had
shrunk comAderabiy.

The Change
The major change was ..he switch from a line-item

appropriation by number of full-time-equivalent (FTE)
positions and by standard expenditures class (such as
personnel services, operating evenses, and capital out-
lay) to a lump-sum, single appropriation to the Board of
Regents/Trustees for the four public Institutions. The
board in turn allocated a lump sum to each institution.

Appropriations for special programs i..xe not part of the
lump sums. Programs like the Agricultural Research and
Extension 5ervlces and the Washington-Alaska-Montana-
Idaho (WAMI) regional medical education program con-
tinue to be funded by separate appropriations. Since
moving funds between standard expenditures classes In
t1.ese areas or between these areas and general educa-
tion was not possible, personnel cuts In special programs
were sometimes the only way of complying with budget
reductions. During FY1980, for example, the personnel
budget of the Agricultural Research and Extension Serv-
ices Unit was cut by $290,000. Administrative staff sup-
port was reduced and farm-work staff positions were cut
at several off -campus research and extension centers.

In the general education area, however, which was not
subject to line-Item appropriation, the university could
transfer funds among units so that the burden of reduc-
tions would not fall on any single unit. for example, sup-

17
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port for positions could be shifted to other funding
sources, thus preventing (although sometimes only
temporarily) personnel reductions.

The Board of Regents/Trustees also changed its prac-
tice of using the previous year's percentage as a basis
for distributing funds to institutions. Ir an attempt to
define and achieve equity among institutions, the board
initiated cost and equity analyses using Information
Exchange Procedures (IEP) previously developed by the
National Center for higher Education Management Sys-
tem (NCHEM5). The ICP Is a set of standard definitions
and procedures for gathering information (about disci-
plines and degree programs, outcomes of instructional
programs, and general institutional characteristics)
developed to facilitate Information exchange and com-
parison. According to a board staff member, the use of
cost analysis as a basis for distributing funds was pre-
mised on the theory that students at different state insti-
tutions should have equalized instructional costs if In
comparable programs.

fiestilts of the Change

Although all four public institutions in Idaho tried to
make use of their new flexibility, results are perhaps
most readily apparent at the University of Idaho, the
state's land-grant institution. Aided by dear institutional
priorities (for example, program evaluations versus per-
sonnel performance evaluations as an approach to per-
sonnel reductions), the University of Idaho tried to take
maximum advantage of budgetary flexibility to:

Respond quickly to sudden cutbacks.
Evaluate alternatives and develop long-term
approaches to financial problems.
Reallocate resources to priority areas to preserve
the Institution's role and mission.

18
ti
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For example, the university was able to use a variety of
short-term responses to mid-year budget cutbacks,
including: freezing vacant positions and using salary sav-
ings as a one-time fund source; committing university
operating contingency reserves to offset general account
losses; and deferring expenses for capital equipment
purchases, facilities maintenance, and improvement
programsagain to offset general account reductions.

The university, by evaluating alternatives, was able to
marry out more long-term solutions to financial problems.
For example, it comprehensively reviewed major admin-
istrative procedures and business practices. These
"papferflow workshops" resulted In a move toward paper-
less transactions, thus Increasing staff productivity. The

university received a 11ACUB04.1.5. Steel Foundation Cost
Reduction Incentive Award for one of its electronic man-
agement systems.

With reallocated resources, faculty development pro-
grams retrained faculty in low-enrollment areas for pro-
grams where student demand was increasing, thus defin-
ing the priority that the university gave to academic
programs. early in planning for the first required budget
cutbacks, the university president mandated a $2 reduc-
tion in nonacademic areas for each $1 reduced in aca-

demic areas.
Because flexibility was viewed as a vital response to

financial stress, the university extended it to Its various
colleges and the departments within them. While per-
manent personnel positions were still controlled by the
university administration, all support budget allocations
(such as funds for hourly employee ,,vages, travel, office
and instructional expenses, and equipment) weri dis-
tributed in a lump sum; colleges and departments,
required only to submit annual budget plans, could
decide how to assign their allocation. They could modify
these plans during the year by moving funds from one

19
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budget category to another via on-line transaction and
without university administration review and approval.

Other institutions also have tried to take advantage of
budgetary flexibility to mitigate fiscal stress. One admin-
istrator at Boise State University tells how the university
decided to reduce physical plant expenditures by
$75,000. To avoid being short-staffed, the university held
cuts in personnel costs to only $20,000 of the $75,000.
In contrast to this was a no-choice situation, when the
governor mandated a four-day week for seven weeks for
all state agencies. This created serious morale problems
and .che university would have preferred other courses of
action.

Individual institutions have displayed mixed reactions
to new procedures for distributing funds to institutions
based on cost and equity studies. Boise State, which had
grown rapidly during the 1970s, received a number of
equity adjustments beginning in FY 1981. Since then,
noise had received progressive increments of $100
$200 thousand per year, the FY 1981 adjustment was
$200 thousand and the FY 1984 adjustment Is in the
$500-$600 thousand range. But, according to a Boise
administrator, such adjustments become a political prob-
lem when there is no infusion of new funds because one
institution's gain Is another's loss. The University of Idaho
views the equity analysis itself as a disadvantage. One
source observed that because the university is the
state's land grant as well as major research institution,
costs are higher than at other state institutions with dif-
ferent roles and missions, and the equity analysis may
not fully consider this difference.

Summary
having the flexibility to allocate funds internally within

generally prescribed priority areas motivated the Univer-
sity of Idaho and other public institutions to continue

20
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their best efforts to r ,vide the educational programs
and services ess' to instttutio.nal role and mission. If,
in addition to r' ,iding how best to cope with severe

c, the university (as well as other instI-
to comply with prespecified and detailed

by '..1r...lary procedures, it might not have been able to
,reserve its long-term viability. As it was, the lump-sum

appropriation method enabled it, in a somewhat limited
fashion, to reallocate 5Larce resources effectively.

for further information:

David McNinney
Financial Vice President
University of Idaho
Moscow, Idaho 83843
208/885-6174

Jerry Wallace
Budget Director
University of Idaho
Moscow, Idaho 83843
208/885-7044

Asa M. fluyle
Vice President for Financial Affairs and Bursar
Boise State University
1910 University Drive
Boise, Idaho 83725
208/385-1200

on Turner
Budget Director
Boise State University
1910 University Drive
Boise, Idaho 83725
208/ 585-1200
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(Formerly Chief Fiscal Officer,

State Board of Education)
Administrator
Division of Support Services
Department of health and Welfare
State health Mail
Boise, Idaho 83720
208/334-4022

Keith Hasse !oust
Budget Officer
Idaho State University
Box 8219
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Regulatory Disincentives: Kentucky

The Problem

Higher education in Kentucky was part of a highly cen-
tralized state governance structure which, in 1936, went
through a comprehensive reorganization. The reorganiza-
tion greatly reduced the number of governmental units
and provided for a strong finance department In a
"strong governor" state. It established centralized
accounting and procurement functions. The 1936 reor-
ganization was not originally intended to encompass
state colleges and universities, but state appropriations
to higher education institutions were kept in the state
treasury, and payment documents against these appro-
priations were paid through a centralized accounting sys-
tem, During the ensuing decades, the state institutions
became more deeply mired in bureaucracy.

Centralized state procedures duplicated institutional
activities and fostered the inefficient use of time and
financial resources. By the mid-1970s, for example, all
procurement for higher education, including capital pro-
jects, was controlled by the state department of finance.
Almost all university funds, including student fees, were
accounted for centrally. This centralized processing
caused seemingly interminable delays, and purchased
goods and services did not always yield the best value
for the money. Added cost inefficiencies arose also at
the campus level, where administrative units had the
primary responsibility of "pushing paper" through the
state bureaucracy.

Impetus to Change
Toward the end of 1980, Kentucky experienced short-

falls in state general fund receipts. The constitutional
requirement for a balanced budget led to cutbacks of
$44 million for higher education, which reduced the
planned funding for the 1980-82 biennium from $594
million to about $350 million. 23
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The election of Governor John Y. Brown in 1979 fur-
thered the likelihood of changes in state budgetary prac-
tices. Brown, a businessman by profession, used his
economic development theme of 'Kentucky, the state
that's run like a business" to move toward making deci-
sions on merit rather than politics.

tie commissioned an external assessment of man-
agement practices and funding levels at colleges and
universities. The consultants, Price Waterhouse & Co.
and MGT of America, Inc, concluded that state rules and
regulations as well as bureaucratic procedures, costly for
higher education, posed the biggest obstacles to sound
management. The report noted that purchasing rules and
regulations, for example, split purchasing activities
between the state purchasing office and the institutions.
Duplication also occurred in the payroll process for insti-
tutional employees and in the accounting and auditing
departments. The report findings triggered bill 115 622 to
separate state colleges and universities from the central-
ized state administrative apparatus. With unanimous
support of the Institutions, the "Universities Management
Bill" passed in March 1982. Thus, Kentucky's public col-
leges were freed from most of the costly oversight of
their business affairs by the department of finance and
other state agencies.

The Change

The Universities Management Bill was a landmark stat-
ute; it reversed 40 years of state centralization and the
steady growth of bureaucratic procedures that governed
Kentucky's eight universities and thirteen community
colleges. It gave Institutions considerable flexibility in
business management by providing for changes in pur-
chasing, capital construction, real estate acquisition and
sale, accounting and auditing, and payroll operation.

24
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Purchasing. All purchasing is now done at the campus
level, in accordance with the state's Model Procurement
Code Institutions are no longer required to purchase
items from state central stores and are using their own
stores more effectively. Some institutions have formed
consortiums with other state institutions for cooperative
purchasing, which 15 even more cost-effective.

Capital construction. Prior to NB 622, the state
government selected and employed architects for capital
projects on university campuses, and it was frequently
alleged that selection criteria sometimes included fac-
tors other than professional competence. Moreover,
institutions were not satisfied with the supervision exer-
cised over contractors and consultants, who were
accountable to the state department of finance rather
than to the institutions. Under ti5 622, state universities
may now select and contract with architects and other
consultants and advertise construction projects and
award contracts, using the Model Procurement Code.
These new procedures have substantially reduced the
time between project authorization and project comple-
tion and have therefore achieved related cost savings.
Management effectiveness and efficiencythat is, Issues
of quality and associated costshave become primary
concerns of the institutions.

Accounting and auditing. Payments are no longer
made through the state government. Although certain
state appropriations must be maintained centrally for
investment purposes, funds are transferred daily to each
institution to cover the previous day's checks. All accrual-
based accounting is now done at the campus level.

tfi 622 also requires colleges and universities to
employ a qualified accounting firm annually to conduct a
thorough audit that addresses both finances and the
institution's compliance with 113 622, with the state
secretary of finance prescribing the minimum scope of
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such an audit. Accountability for state funds has also
shifted from a pre- to postaudit, enabling the state to
focus on policy issues rather than on compliance with
detailed procedures.

Payroll. Under the new law, all payroll checks are writ-
ten at each campus by the university treasurer, rather
than by the state treasurer.

Affiliated corporations and foundations. rti 622 autho-
rized colleges and universities to have affiliated corpora-
tions and foundations. An affiliated corporation is a corpo-
rate entity, not a public agency, over which an Institution
exercises control by providing substantial assistance and
appointing its board of directors,

institutional option. Institutions have the flexibility to
select all or any number of the provisions of h 622.
Their selections have been based on the benefits
derived from implementation and their capability to carry
out the bill's provisions. To avoid the charge that this bill
would cost the taxpayers more, institutions did not want
responsibilities that could not be managed with existing
resources (such as manpower, expertise, space, and
equipment) They chose to move deliberately and to
make certain that the delegated functions were managed
professionally, Some institutions, such as the University
of Kentucky and the University of Louisville, chose all
provisions of hEi 622 because they had the necessary
staff to perform the newly delegated functions. Other
institutions, mainly regional, chose only some of the
options, declining mainly the provision for capital con-
struction because of lack of staff (that is, planners, archi-
tects, draftspersons, and construLtion supervisors), Ken-
tucky State University did not exercise any of the MB 62Z
options, One of the reasons was to avoid duplication of
functions, such as purchasing, already performed in
Frankfort, where both the Council on higher education
and Kentucky State University are located.
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Results of the Change

The effect of NB 622 on Kentucky higher education
administration has been two-fold. First, the administration
of higher education has become more decentralized.
Accountability for institutional operations has shifted
from the state department of finance to institutional
governing boards With flexibility to manage their own
affairs, institutions have increased efficiency in several
ways. The option of determining the best value for the
money, in terms of services rendered or goods pur-
chased, has enabled them to reduce costs for them-
selves and for the state. Ellr.iinating duplicated proce-
dures has decreased paperwork and streamlined the
bureaucracy.

Further, an official in the state department of finance
noted that the change from pre- to postaudit allows the
department to focus on policy rather than paperwork The
department's efforts in establishing the minimum scope
of the audit exemplifies how institutional and state offi-
cials can work together to insure accountability for state
funds.

Second, the cooperation among the institutions during
the passage of t1 622 has caused a number of legisla-
tors and statE officials to reassess their views on how
well institutions can manage their own operations and
their willingness to work with the Kentucky Council on
Higher Education to improve the management of higher
education.

Institutions have assumed responsibility for insuring
that the provisions of 115 622 are implemented consis-
tently. After the bill passed, an interinstitutional commit-
tee and five subcommittees were established to:
(1) gain full und- -landing of the bill, (2) suggest means
for carrying out its provisions, and (3) identify com-
pliance standards.
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Changes in state budgetary provisions as specified by
NB 622 produced Immediate cost s3vings, for example,
the standard markup on Items sold in state central stores
is 9%, freedom to purchase items elsewhere has
enabled the University of Kentucky to save $90 thousand
on estimated yearly purchases of $1 million. The univer-
sity has also been able to award price contracts through
its own store operations for such items as computers
and chemicals at a savings of $100 thousand per year.
Yearly saving: of about $500 thousand are projected by
the university, without any tradeoffs and In some co: : s
with improved product quality.

The greatest savings from ?1 622 have been in capital
construction. When construction was handled by the
department of finance, it took 15 months to select an
architect, do the bidding, and award a contract. The Uni-
versity of Kentucky has reduced the time to seven
months. From July 1982 to March 1983, the university
awarded $7 million In contracts with cost savings of
about $445 thousand, due primarily to shortened com-
pletion periods.

Summary

In the final analysis, the changes in Kentucky's state
budgetary provisions have given the governing boards of
institutions greater flexibility to manage their finances
according to perceived needs and priorities. 13y transfer-
ring virtually full responsibility and accountability to the
governing boards, Kentucky has not only Increased cost
effectiveness, It has considerably improved management
effectiveness as well.

how valuable Kentucky's experience might be for
other states depends on the degree to which higher
education In these states is centralized. States with sim-
ilar systems can, like Kentucky, examine the costs of
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state activities that duplicate institutional functions, such
as purchasing and capital construction, and possibly
make a good case for decentralizing.

For further Information:

Jack C. Blanton
Vice Chancellor for Administration
110 Administration Bldg.
University of Kentucky
Lexington, Kentucky 40506-0032
606/257-5701

Edward A. Carter
Associate Vice President for Planning and Budget
206 Administration Bldg.
University of Kentucky
Lexington, Kentucky 40506-0032
606/257-5701

James 0. King
Vice President for Administration
102 Administration Bldg.
University of Kentucky
Lexington, Kentucky 40506-0032
606/257-1701

29



A D. Albright
President Emeritus
Northern Kentucky Un erstty
University Drive
highland heights, Kentucky 41075
606/572-5100

George Fiu5chell
Assistant Vice Chancellor for Administration
110 Administration Bldg.
University of Kentucky
Lexington, Kentucky 40506 -0052
606/257-1842
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incentives To Management Flexibility
Through Deregulation: Maryland

The Problem
Until recently, public four-year institutions in the state

of Maryland were subject to extensive controls by state
agencies. According to a 1985 crtidy by James Mingle,
these c Jntrols were substantial, relative to other states.
Mary' rd is a "stung governor" state, and the Depart-
ment of Budget and Fiscal Planning (O PP) is an influen-
tial controlling state agency over higher education. The
governor is empowered by the constitution to direct the
format and level of detail for the budget. Four-year public
institutions were required to submit budget requests for
both object and subobject levels of expenditure along
with extensive supporting documentation. As was true for

alt state agencies, institutions requests for funds over
and above the Maximum Agency Request Ceitinc (MARC)
for state general funds, a request ceiling Imposed by the
governor, needed to be presented separately ard stood
slight zhance of being approved. The MARC concerns
aPPreriations, not expenditures, and reflects a lack of
fiexibc:ty in the financing process rather than manage-
ment 3uthonty.

As part of the appropriation process, institutional
budget requests undergo extensive review by the DBFP,

the State Board of Higher education (5811E), and the
legislature, although the 55t1e has limitee authority to
make recommendations and the explicit role of the
General Assembly is limited to budget reduction and
approval. According to the Mingle study, state-level con-
trols aiso evolved from the growing competition between
legislative and executive budget offices staffs. As legisla-

tive staffs expanded, they offered an analytical capability
that ..vas comparable to that of the executive budget
office. and the resulting competition in turn led to
increased control over state agencies, including the pub-
lic four-year institutions. One state official presented a dif-
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ferent view, sawn -It there was no competition
between the two sturi J and that DBFP was the controlling
agency.

The extensive scope of required budget detail was
further complicated by the fact that nigher education
budgets are reviewed by two state agencies that use dif-
ferent approaches to budgeting. For example, annual
inflation allowances in DBFP budget calculations are
moderated by availability of revenues, whereas corres-
ponding recommendations determined by 513t1E, which
has the authority to review, consolidate, and recommend
budgets, include actual standard inflation measures.
5BME recommendations reflect desirable levels of fund-
ing using established formula guidelines. The 5B,HE uses
these formula guidelines to review budgets. The DBFP
engages in line item and a more incremental review. The
data requirements of the two approaches are somewhat
different and, according to one official, conclusions are
hard to compare and reconcile.

Appropriations for general, special, and federal funds
were determined by program level at the start of the fis-
cal year, and all income sources, including dedicated
funds, were factored in the budget. Available federal and
special funds as well as private gifts were used as offset-
ting amounts to general funds, a practice that was a dis-
incentive to the raising of such funds. According to a staff
member of the governor's office, however, there was no
evidence that donated funds had not been used for their
specified purposes.

Extensive state controls went beyond budget prepara-
tion and submission into actual budget execution. To
transfer funds between programs or between budgeted
objects of expenditure, college and university boards
needed to have budget amendments approved by DBFP
The same was true for position transfers, which required
Miff' approval. State controls were further reflected in
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the reversion of all unexpended and unencumbered
funds at the end of the fiscal year, and in the manage-
ment of investments by the state treasurer, with Interest
income from such funds accruing to the general treasury.
State procurement laws defined further limits to expendi-
tures for the procurement of services, commodities,
supplies, construction, and information-processing
equipment

historically, the exception to substantial controls has
been the University of Maryland which had considerably
greater budgetary flexibility as a result of the "University
of Maryland Autonomy Act" passed in 1952. however,
this statutory independence was eroded through the
years and the university had limited autonomy in most
matters relating to the budget process.

Impetus To Change

In 1981 and 1982, higher education officials, institu-
tional governing boards in particular, expressed the need
for broader management authority. in their view, exten-
sive state budgetary controls over public institutions pro-
vided little incentive for rational and effective manage-
ment and hampered institutional flexibility In responding
to changing needs and priorities. Furthermore, having to
adhere to numerous stipulations on budget preparation,
submission, and implementation allowed little opportun-
ity to focus on more important policy and program
issues. Appropriate attention to these issues was neces-
sary if Maryland's public institutions were to remain corn-
petitive with private institutions as well as with peer Insti-
tutions in other states.

In arguing for change, the higher education sector
maintained also that its operations are more complex
than those of other state agencies and therefore require
more management and budgetary flexibility. extensive
state controls, in their V 21A', ignored governing boards'
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authority and the existence of Internal controls. Further-
more, such controls spawned al tother disincentive to
good management: specific accountability for final deci-
sions was hard to determine.

Despite these concerns about the adverse effects of
overregulation, no agreement was reached on how best
to restructure the financing process. however, regardless
of the approach, there was consensus on the need for
greater flexibility in order to improve managerial effec-
tiveness. According to some state officials, this impetus
for change was reinforced by staff changes at DBFP.
There was a perception that newly appointed budget ana-
lysts were more receptive to compromise and dialogue.
Others were of the opinion that the more important fac-
tor was the direction provided to staff by the secretary of
budget and the governor.

in spring 1983, the governor appointed a task force to
study flexibility for higher education. The 15-member
panel was chaired by the Lt. governor and included state
senators and delegates, members of governing boards,
and the chairman of 58tIE. The panel met 11 times over
a 10-month period and sought Input from all concerned
parties, including D6FP. The panel will continue to meet
until January, 1985.

The Changes

As a result of its deliberations, the task force estab-
lished three goals.

1. To allow broader discretion to institutional governing
boards in using budgeted funds;

2. To provide incentives for external fundraising and
sponsored research; and

5. To adopt more streamlined budget submission,
appropriction, and execution processes.

To fulfill these goals, the task force recommended new
legislation (5.13. 960 and 5.5.957) that has recently
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been Signed by the governor and made effective July 1,
1984. The legislative provisions and the changes they
are intended to effect are discussed below,

5.8.96©: Legislative Provisions on Budgetary Flexibility

This bill:
1. Allows the transfer of funds among objects of

expenditure and programs of up to 5% of a seg-
ment's or institution's appropriated funds without
submitting budget amendments for approval
(budget amendments were submitted for the
record).

2. Allows institutions to transfer positions among pro-
grams without prior approval by the Department of
Personnel and/or D8FP, on condition that the total
number of positions does not exceed the total
number authorized.

5, Allows the carryover of unexpended special and
federal funds from one fiscal year to the next.

4. Credits to each institution's account in the state
treasury interest income derived from the institu-
tion's special funds (tuition and fees and room and
board). This change will become effective during FY
1986,

5, Provides that private gifts received by institutions
shall be used in accordance with donors' wishes and
shall not be used as a substitute for state general
funds.

Implication of 5.8. 960 on the Management of Public
Colleges and Universities

AS a result of 5.13. 960, the management of public four-
year institutions can become more effective in the follow-
ing ways:
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Transfers of Funds and Positions within Specified Lim-
its, without DBFP Approval. This change is intended to
provide institutional administrators with the management
flexibility to transfer financial resources and personnel to
priority program areas. Previously, DE3FP approval was
required for all such transfers and hampered prompt
redeployment of resources according to changing needs.

Carryover of Special and Federal Funds. As mentioned
previously, unexpended funds, with a few exceptions,
reverted to the state treasury at the end of the fiscal
year. Under this arrangement, there was no incentive to
build up reserve or contingency funds. As a conse-
quence, this led to the common practice at the end of
the fiscal year of spending or encumbering all such
funds. To avoid reversion, some units would try to spend
up to their budget limits and submitted requisitions up to
the maximum allowed by the budget. As the fiscal year
drew to a close, purchasing decisions often were deter-
mined by what could be obtained quickly, conveniently,
and for the amount dictated by budget balancing. The
ability to carry forward special and federal fund balances
is intended to provide institutions with the incentive to
use such funds more efficiently, for example, by making
only needed and cost-effective purchases and building
up reserves for contingencies or for other purposes.

Crediting interest to the Institution. The previous prac-
tice of crediting interest income attributable to special
funds (tuition and fee revenues) to the state treasury
account was a disincentive to the prompt collection of
tuition and fees This change should spur institutions to
collect these funds more promptly because of the pros,
pect of added revenue that will be treated a.;
tionary fund without offset of general funds.

It was also thought that allowing institutions to retain
interest income on gifts and grants, which are competi-
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tively solicited and won, would be an added incentive for
fundraising.

Using gifts According to Donors' Wishes. Since all
sources of Income were Included in c 3mpus budgets,
private gift and grant Income could be used to offset
general fund support, a disincentive to aggressive fund-
raising. This particular provision of 5.B. 960 was
included to encourage Institutions in their fundraising
efforts,

Treatment of Overhead Cost Recovery on Federal
Grants. Another change pertains to the treatment of
overhead costs related to federal grant projects. The
practice at the University of Maryland was to use most of
the overhead from research grants as an offset to
general funds In formulating the budget. While this
generated savings in general funds, it was a disincentive
for researchers to compete for grants. There is a pro-
posal to allow institutions to keep one half of funds
obtained for overhead costs on federal grants for general
research purposes of the institution, with the other half
used to offset the state appropriation. The plan is to
phase in this change. In FY 1986, institutions will be
allowcid to keep 25% of overhead costs. In FY 1987, they
will be allowed to keep 50% of such costs. The task force
has recommended that a memorandum of agreement be
drawn up stating that, by FY 1987, 50% of Indirect cost
recoveries from grants will be budgeted for the general
research purposes of institutions.

5.8. 957: Legislative Provisions on Computer Purchases

Recent legislation on institutional management 15
reflected also in another bill, 5.8. 957. Essentially, 5.3.
957 exempts computers used solely for academic and
research purposes from state purchasing requirements,
mainly DBPP review and approval. Previously computer
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purchases had been subject to the most burdensome of
procedures. For example, computer acquisition was sub-
ject to extensive prior reviews before approval, regard..
less of the purpose and size of purchase. It was not
uncommon for the original purpose of the computer pur-
chase (for example, to be used in support of a federal
research grant) to no longer be valid by the time it was
approved. Allowing institutions to purchase, without prior
approval, computers that will be used solely for academic
and research purposes was envisioned as an incentive
for the faculty to seek research grants and thereby
improve the academic standing of the institution as a
whole. According to one person interviewed, this change
was intended to make it easier for faculty to acquire
computers in a timely fashion to support research pro-
jects. Governing boards also maintained that faculty,
rather than budget analysts, were better qualified to
determine their software needs.

Other Proposed Changes

Additional changes are being considered, some of
which will increase even more the flexibility granted by
the new provisions. This is true particularly with regard to
the development and implementation of a more stream-
lined budget submission and appropriation process. To
accomplish this objective, the task force recommended
that

A committee cocha red by the Department of Budget
and Fiscal Planning and the State Board for higher Edu-
cation, and including finance officers for each govern-
ing board and legislative fiscal analysts, be charged to
determine a minimal number of budget programs for
possible use in the Fiscal Year 1986 budget process.

Accordingly, a Finance Advisory Committee began
meeting in January, 1984, In March, it submitted an inte-
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rim report and recommendations to the Lt. governor for
task force consideration. The Finance Advisory Commit-
tee has stressed the importance of consistency in
budget format and objects, and the need to reduce
unnecessary supporting details required from Maryland's
public four-year colleges and universities. Towards this
objective, the committee has made recommendations
on a reduced number of budget programs, as well as on
subprograms, definitions of expenditures, and supporting
details. These recommendations were implemented in
the n, 1986 budget submission.

The committee's recommendations are also designed
to promote conformance with generally accepted
accounting principles (GAAP) developed by the American
Institute of Certified Public Accountants and the National
Association of College and University Business Officers.
One change under consideration, to provide consistency
with GAAP, is the implementation of a completely
campus-based appropriation that would designate X
dollars as restricted funds and Y dollars as unrestricted
funds, with flexibility for institutions to move funds freely
within these general categories. Also under consideration
by the Finance Advisory Committee are budget
guidelines for the funding of four-year public colleges and
universities that will be accepted by both the governor
and the general assembly.

Results
it is still too early to assess the results of the changes

instituted to increase flexibility and improve
management effectiveness in Maryland. However, the fact
that decisions were based on suggestions from all major
parties concernedgoverning boards of affected institu-
tions, executive office and legislative staffs, and the State
Board of higher Educationis considered conducive to
the successful implementation of the changes.

39



33

According to one state official, the importance of the
changes, as viewed by the institutions, vanes by type of
institution. For example, for the University of Maryland,
the state's major research university, the most Important
aspect of the change would be the authority to use
donated funds according to donors' wishes and to revert
only 50% of indirect cost recoveries on federal grants.
The university has recently embarked on a major fund-
raising effort as part of a plan to remain competitive with
peer institutions and would stand to benefit from the
freedom to use donors' funds as appropriate. Flexibility in
computer purchases for academic and research pur-
poses is also very important to the university.

To state colleges and universities, the significant
changes are the authority to carry over unexpended spe-
cial and federal funds from one fiscal year to the next, to
transfer funds and positions, to retain the interest on
special funds, and to purchase, without NMI' approval,
computers used solely for academic and research pur-
poses. The most important outcome of such changes,
regardless of rank order to specific institutions, is that
Maryland's colleges and universities have the added flex-
ibility to improve management effectiveness.

For further information:

Lucie Lapovsky
Director of Finance and Facilities
Maryland State Board for higher Education
Jeffrey Building, 16 Francis 5zreet
Annapolis, MD 21401
501/269-2971
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Vice President for General Administration
Central Administration
University of Maryland
3300 Metzerott Road
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301/853-3625

Frank Schmidt lein
(formerly Assistant to the Chancellor)
Professor, Department of Education

Policy and Administration
College of Education
Benjamin Building
University of Maryland
College Park, MD 20742
301/454-5766

Jean Spencer
Executive Director
Board of Trustees for 5tate Universities and Colleges
16 Francis Street
Annapolis, MD 21401
301/269-3971

Sheila Tolliver
Executive Assistant for Education
Office of the Governor
State House
Annapolis, MD 21404
301/269-2377
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imimmoss..
Administration of Local Revenues:
Connecticut and Idaho

The PreNblem

Connecticut has extensive budgetary controls and lit-
tle flexibility in financial management. In public higher
education, most state appropriations lapse at the end of
the fiscal year and unexpended funds revert to the state.
Tuition fees, including raises and related interest, are
deposited in the state treasury and included in the
general fund appropriations. The number of full-time-
equivalent staff funded each year is controlled by the
executive branch, and the legislature is extensively
involved in decisions on appropriations and budgets for
higher education institutions. Funds are appropriated by
line item according to major functions, and savings In
one area cannot be used to offset increased costs in
another area.

From the perspective of higher education institutions,
the problem of extensive budgetary controls has been
compounded by statewide economic difficulties. Tight
state budgets and budget rescissions have occurred
yearly since 1980, in Connecticut a statute on rescission
allowed the governor to take away 1% to 5% of any
agency's state appropriations, but in practice this applied
only to appropriated funds and not to tuition revenues.

Impetus for Change

Funding reductions and extensive budgetary controls
led the University of Connecticut (UConn) to push for
more flexibility in financial management. UConn's major
argument was that since the state, being hard pressed
economically, could not give institutions additional funds,
it shoeld provide them with the flexibility to manage their
own financial affairs as they could reallocate funds to
meet the needs in critical areas. By having more control
over its funds, the UConn administration argued, it could
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better respond to fiscal stress and deal with difficulties
caused by Inflation and other economic problems. UConn
pressed specifically for changes in policies and proce-
dures for setting tuition and fees and managing the
revenues from them.

The Change

In 1981, due to lgislative initiatives sponsored by the
Board of higher education and UConn, an experimental
tuition fund was established at UConn, and the university
was given authority to set its own tuition rates and to
retain tuition revenues. The tuition fund was intended to
facilitate both the expenditure and transfer of funds.
When the fund was first proposed, other higher education
institutions (technical two-year colleges, comprehensive
community colleges, and the state university, with four
distinct campuses) resisted the idea because of concern
that tuition revenue would be used as o p.Irtial substitute
for state appropriations, and thus create more problems
than it would solve. Rather than seeking fiscal autonomy,
the two-year colleges and the four regional state univer-
sities gave priority to improving relations with the legisla-
tive and executive branches with the hope that this
would lead to more favorable consideration of requests
for funds. When the bill was first sponsored in 1981, the
legislature considered including all public higher educa-
tion institutions in the fund; however, the house Appro-
priations Committee, which sponsored the bill, thought
that at that time only UConn's accounting procedures
were sophisticated enough to insure proper
management.

UConn expected the tuition fund to: (1) provide Inter-
est income earned on tuition revenue deposits;
(2) exempt tuition revenue, as nonappropriated funds,
from rescissions of general fund appropriations;
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(3) produce revenue gains from tuition fee raises; and
(4) give it autonomy in expending tuition fees.

Under the new arrangement, the state appropriation
would be used to defray fixed costs, such as staff salaries
and fringe benefits, energy costs and utility bills, and
library expenses. UConn could use tuition income to pay
for variable cost Items (such as equipment purchases
and travel).

Results of the Change

Since the tuition fund was established in 1981, the uni-
versity has gained revenue from both interest income on
tuition deposits and tuition fee increases, tuition
revenues have not been rescinded, and UConn has man-
aged its own tuition revenue.

Parties both inside ard outside the university agree
that the greatest benefit is fiscal autonomy. The univer-
sity can spend tuition revenues for whatever educational
purposes it considers appropriate. The only stipulation is
that should actual tuition revenue exceed the budgeted
tuition revenue for any particular year by more than 2%,
excess revenue must be spent for student financial aid

The student financial aid program had benefited sub-
stantially from the tuition fund. for exampie, in 1982 the
university Board of Trustees approved tuition increases
because the federal government had cut back on sup-
port for student financial aid. Sixty percent of tuition
revenues during this year was used for student financial
aid, increasing the pool for such funds from $750 thou-
sand to $3.25 million. UConn 15 not allowed to fill vacan-
(lei without state approval. It avoided this requirement
by using part of the tuition raises to fund work-study jobs
for students on campus, thus providing assistance to
students and insuring that necessary servicea were
provided. 45
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Monetary benefits that accrue to Li Conn from the tui-
tion fund are not viewed similarly by all parties. Interest
income from tuition revenue, for example, could be
viewed as a gain in a zero-sum game: interest income to
the university is interest income denied the state.

xemption of tuition revenue from rescissions has had a
less clear impact. While each public agency or institution
struggles to minimize the impact on its programs when
budget cuts are imposed, cuts must be made some-
where. UConn's objective is to reduce the Impact of such
costs on the univc-rsity,

Because Connecticut tuition levels have been low,
state policy makers generally consider tuition increases
to be justified; many state legislators are sympathetic
toward tuition increases because they feel that the legis-
lature has not been able to fund public higher education
adequately.

Primary opposition to UConn's increased freedom to
decide on how tuition revenues are spent comes from
state auditors, who feel that such a move makes it more
difficult to link state appropriations to the educational
services that UConn provides. Major disagreement
revolves around the degree to which the state should
monitor managerial decisions on routine university
operations.

However, opposition from other colleges and universi-
ties to the tuition fund has not only disappeared but has
changed to support in view of the benefits from the tui-
tion fund that have accrued to UConn since 1981. In sev-
eral meetings with other institutions, tJConn staff have
recounted the university's experience with the tuition
fund and the advantages that have been derived from
increased fiscal autonomy and flexibility. As a result, dur-
ing the 1984 legislative session the state legislature
passed a bill granting tuition fund authority to other
institutions.
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Summary
The tuition fund at the University of Connecticut illus-

trates the benefits of giving institutions the flexibility to
manage their financial resources, particularly when such
resources are scarce. Despite dwindling state support,
UConn was able to avert the harmful effect3 of rescis-
sions. With autonomy to set tuition fees and to retain
such funds, UConn was able to generate new revenues,
allocate them to appropriate areas, and In the process
continue to provide Its constituents with needed pro-
grams and services

A Mote on Idaho

Like the University of Connecticut, the? University of
Idaho also illustrates the benefits of giving institutions
flexibility In the administration of local funds. flexibility is
even more important during times of financial stress.

The University of Idaho's state appropriation includes
funds from state tax revenues as well as income from
student fees, land-grant endowment, and local sales and

service revenues. These Incomes are managed locally by
the university rather than being deposited In the state
treasury, as is the case for the three other public institu-
tions. In the past, the university had communicated to its
colleges and departments that any funds not expended
by the end of the fiscal year would revert to the state
treasury. While this is true for the state tax revenue por-
tion of the total appropriation, the reversion does not

apply to local funds.
During a recent period of financial stress, the univer-

sity administration extended the "carry-forward" capabil-

ity to all colleges and departments. By carefully assigning
which sources of funds to use for payroll and other
expenses, the university controlled unobligated sources
at the end of the fiscal year and Insured that all 'tate tax
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revenues were spent. Since particular sources of appro-
priated funds being spent were not apparent to colleges
and departments, they were mainly concerned with con-
serving resources and getting the most out of their allo-
cation. As a result, they significantly reduced year-end
purchases, instead carrying forward small balances to
compensate partially for support budget reductions. In
some instances, these carry-forward balances were
combined with the previous year's reserves and then
used to purchase equipment or for faculty conference
expenses which otherwise could not have been covered
by any single year's allocation. To encourage good man-
agement of allocated support budget funds, the adminis-
tration did not use these modest carry-forward reserve
balances to offset loss of general account monies when
the budget was cut.

For further information:

Arthur Gillis
(formerly Vice President, finance and Administration at

the University of Connecticut)
Executive Vice President for finance and Administration
Brandeis University
Bernstein-Marcus 203
Waltham, Massachusetts 02254
617-647-2292

George Steinmetz
Staff Associate for Budget and Leases
Department of higher Education
Board of Governors
61 Woodland Street
Hartford, Connecticut 06105
203- 566 -4058 or 203-566-3911 48
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Budget Director
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Board of Governors
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David McKinney
Financial Vice President
University of Idaho
Moscow, Idaho 83843
208-885-6174

Jerry Wallace
Budget Director
University of Idaho
Moscow, Idaho 83843
208-885-7044

Reference Document
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The Budgetary Process: Massachusetts,
Washington, and Kentucky

The Problem: Massachusetts

The state budgetary process in Massachusetts has
traditionally been a highly political one for higher educe-
tie'l institutions. Prior to re 1983, each campus created
its own budget and sent it to the state legislature. This
process was frequently characterized by detailed bargain-
ing over budget line items. The political nature of the
budgetary process in turn led to some perceived inequi-
ties in funding among institutions. As a result, several
institutions argued that their funding levels were not
adequate to provide the programs and services required
by their constitutents (for example, sty idents and local
industries).

Impetus to Change

In an attempt to address the problems of politically
influenced budget decisions and perceived inequities and
Inefficiencies, the higher education sector was reorgan-
ized in FY 1981. A new governance structure, a unitary
state Board of Regents, was created and empowered
with a wide range of responsibilities. This new board insti-
tuted changes in both the budgetary process and the
budget itself.

The Change

In a major change in the budget submission process,
the Board of Regents began submitting a unitary budget
request for higher education in place of individual
budgets previously submitted by each campus. The uni-
tary budget, established by legislation and fully effective
in FY 1983, is based on campus budgets submitted to
and incrementally adjusted by the board. Decisions on
how funds will be spent within categories are made by
campuses. The primary reason for the shift to a unified
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budget was to depoliticize the budgetary process by min-
imizing, if not actually eliminating, intensive lobbying and
capitalizing on political ties. In addition, the unified budget
was designed as a mechanism for establishing a
resource data base, not feasible under the previous
process.

The basis for determining the campus budget was also
changed. In place of a budget that was adjusted mainly
for inflation and new programs, the board instituted a
formula budget model in FY 1983. To increase accounta-
bility, the formula budget specified clear criteria, priori-
ties, and rules for developing funding level requests.

Althouch the concept of the formula budget is in itself
not new, Pr lempts to correct past inefficiencies and ineq-
uities in tr,, Massachusetts model are worth noting. Pro-
visions focus on correcting historical inequities, the en-
rollment factor in funding adjustments, parity
adjustments in designated budget categories, and
budget prioritik 5.

Correcting historical inequities. One flaw in the El`
1985 formula budget model perpetuated certain histori-
cal inequities caused by the roll-forward of one-time
costs (such as costs for major equipment, emergency
repairs, and parking Its) into the base budget of an Insti-
tution. To correct problem, the legislature and the
budget subcommittee of the university president's coun-
cil modified the formula in ry 1984.

In the FY 1984 formula, one-time capital costs incurred
during the previous year were removed from the campus
budget base. although they- particular cost Inequities
had existed for years, adjustments were based only on
one-time costs for FY 1983, both for practical reasons
and because these costs were most easily identified.
Each campus V135 supplied with its ne 1984 adjusted
base by the Board of Regents.
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The enrollment factor In funding adjustments. The re
1984 budget adjusts funding on a marginal cost basis
that depends on variances from FY 1983 enrollment lev-
els specified in the Board of Regents' budget recom-
mendation. These enrollment levels were based on past
trends, as well as on anticipated increases due to new
programs or other factors such as stepped-up recruit-
ment efforts. Funds are added or subtracted to restore
the balance, depending on actual enrollment levels for
the year. If the variances do not exceed 1%, no adjust-
ments are made. The enrollment factor also helps cor-
rect historical inequities.

Parity alustments. The ry 1984 formula budget
model instituted parity adjustments for two specific
accounts: (1) equipment and (2) repairs, replacements,
and alterations. Minimum expenditure levels are set for
these two accounts and institutions cannot reduce these
levels without the board's approval. rarity adjustments
are clearly intended to reduce funding variances among
institutions by creating more objectively comparable
maintenance bases for future formula funding

In addition, these parity factors were established to
"specifically address in a targeted fashion past historical
practices that have created many of the current prob-
lems faced by institutions with an eye not only to cor-
recting them, but also to preventing them in the future."
The specific problem was deferred maintenance. One
university administrator noted that prior to the unitary
board and unitary budget, campus presidents often
shifted funds from accounts for equipment or accounts
for repairs, replacements, and alterations to accounts for
salaries for permanent positions or accounts for heat and
power, because they perceived these to be more critical
areas for funding. Thus, equipment and facilities main-
tenance was often deferred. Short -term decisions like
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these often led to long-term problems, as facilities dete-
riorated and equipment became inadequate or obsolete.
Setting minimum expenditure levels helped to deal with
the problem of deferred maintenance.

The establishment of budget priorities. When the uni-
tary budget was first instituted, the Board of Regents
tried to focus the budgeting process by identifying some
statewide priorities. Because there was not much consul-
tation with various campuses regarding priorities, at first
the board limited its priorities to instructional programs
within the context of statewide needs for skills. A staff
member of the board explained that it was somewhat dif-
ficult to get funds for a4:,,,:tles (such as plant operation
end maintenance) outside the instructional program
area.

In FY 1984, four new factors (categories) were added
to the new Instructional programs factor, to bring the
number of expenditure request categories to five. The
four new factors were: (1) instructional support,
(2) plant, (3) information systems and data processing,
and (4) management/administration systems (for
example, personnel). These five factors defined both the
nature and the order of FY 1984 priorities, now jointly
determintzd by the Board of Regents and president's
council. The categories reasonably cover the diverse
needs of the various campuses, which have authority to
identify subareas of concern within each priority area.

To encourage institutions to focus more clearly on
priority areas, budget requests for these categories must
be made through a formula proposal rather than by a
formula computation. each factor has its own standard
formula proposal and operational definitions that dovetail
with other budget factors. Campuses are not limited In
number of requests they make In any category or in
number of categories for which they request new funds.
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Under the new instructional programs factor, campuses
can make one request that is directly related to Institu-
tional mission.

Results of the Change

Changes in Massachusetts have produced mixed
results. For instance, the unified budget does not seem
to have decreased the impact of political considerations
in the budgetary process. Despite submission of a uni-
fied budget by the board, budget information on each
campus 15 still made available to the legislature. And
board staff and university administrators indicated that
although the state appropriation is made in a lump sum,
the legislature still makes some recommendations for
individual campus allocations. In general, campuses con-
tinue to lobby for their concerns.

The perception that a unified budget has not substan-
tially decreased the political nature of the process per-
haps can be better understood within certain situational
considerations. The sought-after depoiiticizatlon of the
budgetary process departs markedly from past practice
and, like most major changes in behavior, may take more
time.

On the other hand, the unified budget has eliminated
detailed bargaining over line items. Basically, It is the
campus that makes decisions on expenditure of funds
by categories, subject to board and legislative approval.
This has increased flexibility for local institutions to a cer-
tain extent, but collective bargaining agreements pertain-
ing to personnel policies and associated costs have
somewhat constrained this flexibility. Also, the governor
has position control. In mid-1983, there were about 700
vacancies systemwide that could theoretically be reallo-
cated by the Board of Regents to Institutions needing
additional programs. Political realities, however, pre-
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vented this. The case is different for internal vacancies,
which institutions can generally reassign elsewhere as
appropriate.

A positive effect of the unified budget is a reasonably
comprehensive data base on needed programs and serv-
ices and related resource requirements, a clear aid to the
state decision-making process.

Changes in budget determination, such as parity
adjustments for equipment and for repairs and replace-
ments, and removal of one-time capital costs from base
budgets have restc. red some measure of funding equity.
institutions are now better able to focus on n-ore critical
issues such as what to change in programs and services.
However, according to one administrator, a funding level
that meets equity standards still may not address ade-
quately the particular needs of an institution.

Parity adjustments (sucln as minimum expenditure
levels for equipment and repairs) also have alleviated
current problems caused by unduly deferred mainten-
ance costs and may avert short-sighted but costly deci-
sions in the future.

The recently established five categories for new
expenditure requests have made the process of deter-
mining priorities an impetus for a more through review of
programs and services. Institutions must determine
which programs and services are important and relevant
to perceived needs. One administrator suggests that to
get requested funds, institutions should be aggressive in
making their priorities known.

Finally, because the formula model allocates funds to
clearly defined purposes based on agreed-upon criteria,
postaudit accountability is built Into the budgetary pro-
cess. The formula model introduces objectivity and com-
parability; standards are very clear and facilitate assess-
ment of the institution's performance In providing quality
programs and services.
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Board of Regents of higher Education
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617/727.0693

Claire Van 'Jmmersen
Associate Vice Chancellor for Academic Affairs
board of Regents of higher Education
One Ashburton Place, Rm. 619
Boston, Massachusetts 02108
617/727-0610

Mane Reid
(formerly Associate Vice Chancellor for Administration

and Finance and Budget Director, University of
Massachusetts, Amherst)

Vice President of Budget and finance
Atlanta University
223 Chestnut Street
Atlanta, Georgia 30308
404-681-0251

Selected Reading

Massachusetts Board of Regents of higher education,
Fiscal Year 1984 Budget instructions.

The Problem; Washington

Like a numb,_, of states, Washington's economy
declined steeply in the late 1970s and early 1980s. By
law. the state was required to maintain a balanced
budget and consequently there was a shortage of funds
for all state agencies and public institutions.
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Impetus to Change

Shortage of funds impelled the legislature to change
state budgetary provisions pertaining to higher education
to insure that a much smaller pool of financial resources
would be used more effectively. State legislators felt that
higher education Institutions, particularly those which
had grown rapidly, were trying to do too much with too
litte. For example, enrollments were not being main-
tained at levels implied in the state appropriation. Also,
public instiututions were funded through a single appro-
priation for almost all functions and therefore had con-
siderable flexibility to allocate funds as they deemed
appropriate. Some legislators felt that funds were being
moved away from some programs and functions impor-
tant to educational quality.

The Change
To establish and insure educational quality standards,

the Washington legislature instituted two changes:
1. In place of the previous single appropriation to higher

education institutions, it allocated funds in three
broad program clusters: (a) Instructional programs;
(b) primary support, libraries, and student services;
and (c) institutional support and plant maintenance
and operation. Certain funds were earmarked for spe-
cific instructional purposes. For example, for the
1983-85 biennium, for Washington's community col-
leges, $232.5 million were appropriated for instruction
and $9.6 million for replacing and repairing instruc
tonal equipment. Institutions could move funds from
program clusters "b" and "c" to "a" and between "b"
and "c"; however, no funds could be moved out of
the instructional area.

2. Although not specified In the buuget, enrollment caps
were assumed in appropriation amounts. The com-
munity college system's budget for the 1983-85
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biennium, based on 83,000 full-time-equivalent (FTE)
students for each year, specified minimum levels for
both direct instructional costs and instructional sup-
port per FTE. For example, the $232 million approp-
riated for instruction to the community college system
are tied to the following proviso:

Average basic direct instructional resource per
comparable cost student shall not be less than
$ 1,400 per academic year averaged for the bien-
nium. Faculty full-time equivalent (FTE) entitlements
for direct instructional purposes shall not be less
than 3,657 FIE per year and shall not fall below the
overall student-to-faculty ratio as calculated in the
governor's budget request.

Another proviso requires the average "support instruc-
tional resources" per student to be at least $452 per
year, averaged for the biennium.

The 1983-85 stipulations on enrollment caps and
direct instructional cost per MT stressed quality by main-
taining student/faculty ratios rather than growth as mea-
sured in FTEs.

Although enrollment totals were established for the
community college system, the legislature was con-
cerned that distribution of the enrollments among institu-
tions be accomplished so as to accommodate differ-
ences in growth potential In specific areas of the state.
Meeting educational needs generated by growth in "high
tech" industries was of particular legislative interest.
Community colleges were regarded as central to the
state's economic recovery in terms of providing training
for jobs in high-growth businesses such as the semicon-
ductor industry A specific legislative provision addressed
this issue:

The state board shall review and modify its allocation
method for enrollments to recognize any recent
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change in student demand and needs. In determining
demand and needs, the state board shall consider the
needs of new Industries, with special reference to the
semiconductor industry, and any other state economic
growth that community college education can enhance
in rural as well as metropolitan areas.

Also for the 1985-85 biennium, the State Board for
Community College education received $3.5 million to
fund four high-technology demonstration programs.

Understandably, institutions in geographic areas with
growing populations and expanding high-technology
industries would stand to benefit more from this incen-
tive. For such institutions as Clark Community College in
Vancouver, for example, funds are allocated on higher
enrollment ceilings. If certain schools in the community
college system do not realize their projected Ft-Es, unal-

located funds can be redistributed to other schools
experiencing growth, subject to certain agreements. Leg-

islators linked educational programs to high-growth
industry needs because they saw both student and

industry demand for programs in these areas.

Results
It is perhaps too early to discern whether purposes of

these fairly recent changes have been achieved. Certain
observations, however, may help states that are consid-
erig similar budgetary changes.

When the new budgetary provisos were first instituted,
community colleges in general felt constrained In provid-

ing access to educational programs for the particular
community they served. however, because of various
factors (such as demographic changes and general e-co-
nornic conditions), enrollments are down in many col-
leges. hence, the community college system as a whole
may not even reach the prescribed average FIT enroll-
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ment of 83,000 for the current biennium. Under these
conditions, if educational quality does Improve, commun-
ity colleges may view the changes not so much as hav-
ing reduced access as having Improved the quality of
instruction and services.

When fund allocations are tied to the needs of new
businesses and industries, certain institutions benefit
more than others. For example, Clark Community Col-
lege, located where the population is increasing and high-
tech industries are expanding, would benefit. On the
other hand, a small college in a rural area with a stable
population base, such as Grays harbor College, would
remain basically unaffected by this change. In the long
run, having public institutions serve the needs of Industry
would improve economic conditions in the whole state
and in turn would benefit all public institutions.

Summary
The changes in 'Washington state are similar to those

in Massachusetts in that the state is trying to influence
institutional behavior by introducing certain priorities and
constraints into the budgetary process. While it is too
early to assess the effects of these changes, they are an
attempt by the state to define and address specific insti-
tutional and state priorities,

For further Information:

Harold Jacobsen
Associate Director for Financial Services
State Board for Community College Education
319 Seventh Avenue
Olympia, Washington 98504
206-753-5670 o



54

James Christiansen
Vice Chancellor of Business and Finance

Seattle Community College District
300 Elliott Avenue, West
P O. Box C19105
Seattle, Washington 98119
206-587-4160

John Killian
Business Manager
Grays Harbor College
College heights
Aberdeen, Washington 98520
206-532-9020

Norman Fischer
Associate Coordinator for Finance
Council for Postsecondary Education
908 East Fifth Avenue, E.W.-11
Olympia, Washington 98504-2611
206-753-3114

A Note on Kentucky
Kentucky has also revised its formula to make It more

responsive to institutional and state priorities. The state's
mission-driven formula funding insures that each institu-
tion is adequately funded and able to fulfill its mission,
and enables the entire higher education system to serve
the needs of all, In 1982, formula funding according to
institutional mission, strongly endorsed by the executive
branch and supported by a special citizen's committee
commissioned to develop a plan for excellence in Ken-

tucky higher education, was mandated by the legislature.
In recommending state appropriations for the current

biennium (1984-86), the Council on higher Education set

the following goals:
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To enable each Institution to out its mission as
defined by the council.
To insure program quality necessary for each Institu-
tion to fulfill its mission.
To equitably fund each Institution.
To Insure access to higher education for qualified
citizens who want it.

The first step in developing the formula was to Identify
elements in each institution's mission that can be both
differentiated and measured. Then appropriate levels of
support were determined for the elements. The figures
were Incorporated Into a formula and the sum of all the
individual elements yielded the calculated portion of each
institution's funding needs. To these calculated amounts
was added support for other programs that had been
mandated by the legislation or executive branch.

The mission-driven formula in Kentucky is continuously
updated and refined by review throughout the state as
well as in other states with formula funding. Guidelines
for developing and reviewing the formula are set by a
steering committee composed of chief executive officers
of the universities, the council, and the Kentucky
Department of Finance. A study committee made up of
budgeting and planning specialists from these same
organizations develops the formula proposals. The steer-
ing committee, other state officials, private citizens, and
other groups review the proposals. When the final for-
mula is decided by the council, institutions request funds
on this basis and a coordinated request is presented to
the governor for subsequent appropriation by the
legislature.

The mission-driven formula as implemented by the
Kentucky Funding Plan offers the following advantages;

Each Institution and each activity are considered
equally valuable.
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The mission-driven formula provtdes the best basis
for equity, adequacy, and propriety in distributing
state funds.
Mission-driven formulas, grounded in activities and
programs, are the simplest and most accurate
method of detormining the funding needed for
present and projected activities.
App:,,,ing the formula gives the council, the governor,
and the general assembly a fair picture of funds that
higher education needsrather than what is
wantedto meet requirements of the
commonwealth.
The funding plan is flexible enough to 3110W for dif-
ferences among missions and programs and solid
enough to produce meaningful results.
The formula allows for many variants within activities.
The review and revision process is continual, assur-
ing a responsiveness to changing conditions or
problems uncovered during use of the formula.

Along with the development of the formula Itself,
policies were developed on formula use. Three funda-
mental principles govern formula use:

The need for equity within the system;
The need to protect the base budgets of the Institu-
tions; and
The need to recognize the distinctiveness of each
institution.

To fulfill the first principle, the council will recommend
movement toward 100% funding of existing services
for each institution as reflected in the formula. It is rec-
ognized that limited financial resources may require
that this goal be realized over more than one bien-

nium. Underlying the second principle is the recogni-
tion that progress toward 100% funding should not
be achieved at the expense of damaging the
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riate and necessary base budgets of the institutions.
Accordingly, the council intends to maintain allocations
for each institution at least at the actual base level
appropriation plus some continuation adjustment for
each year of the recommendation. The third principle
reflects the fact that each institution has needs that
are not specifically addressed in the formulas. There-
fore, each institution will have an opportunity to make
additional funding requests to address these needs,
subject to review and approval by the council, and to
review and recommendation by the Financial Affairs
Committee.

Kentucky had used formula funding In a limited
manner for several years prior to its formal Implemen-
tation in 1982 In a more substantial use of the formula
during the 198?-84 biennium, a number of issues and
concerns were raised, which were subsequently
addressed in the 1984-86 appropriation recommenda-
tion. The issues were identified from the comments of
the presidents of institutions, the testimonies at public
hearings, and comments of council members. Follow-
ing are the issues and responses:

The first issue was that use of a formula for funding
higher education was not required. This was
resolved by Senate Bill 168 and council actions
which have mandated that a formula be developed.
The statutes do not require the formula to be used
by the council, the governor, nor the legislature;
however, the statutes do require the existence of a
formula.
Another issue was the question of Inadequate insti-
tutional involvement in formula development. The
formula review process, now completed, included
extensive institutional Involvement.
The most significant advancement In the revised
formula occurred on the issue of common support 64
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for common activities In instruction, research, and
public service. This was the major issue in the
1982-84 formula. The 1984-86 formula generates
common support for common activities.
The use of a three-year average enrollment In the
revised formula addresses the institutions' concerns
that the formula did not respond to enrollment fluc-
tuations. 5ummer school enrollment has also been
added to formula calculations.
The 1982-84 formula was heavily criticized because
many programs were omitted from formula calcula-
tions. The revised formula includes these pro-
gramsfor example, medical, dental, and coopera-
tive extensionas formula calculated items.
There is now a rationale for the formula components
and rates derived from the review of the formulas of
other states, the review of activities in Kentucky
institutions, and the combined efforts of Institutional
and council staff.

Reference Documents
Mission-Driven Formula Funding: The fientuchy Plan.

1984/86 Budget Request Guidelines.
1984/86 Appropriation Recommendation Formula.

All published by the tientuchy Council on higher education,
West Frankfort Office Complex, 1050 U 5 127 South,
Frankfort, MY 40601 502/64-3576
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