ED 469 329

AUTHOR
TITLE

INSTITUTION

ISBN
PUB DATE
NOTE

~AVAILABLE FROM

O

ERIC

Aruitoxt provided by Eic:

PUB TYPE
EDRS PRICE
DESCRIPTORS

ABSTRACT

DOCUMENT RESUME
HE 035 289

Townsley, Michael K.

The Small College Guide to Financial Health: Beating the
Odds.

National Association of Coll.
Washington, DC.

ISBN-1-56972-023-1
2002-00-00 ,
261lp.; "Supported by a grant from Moody's Investors Service."

National Association of College and University Business
Officials, P.0O. Box 362, Annapolis Junction, MD 20701-0362

and Univ. Business Officers,

($45.95, members; $59.95, nonmembers). Tel: 866-348-6300
(Toll Free); Web site: http://www.nacubo.org. ’
Books (010} -~ Guides - Non-Classroom {(055)

EDRS Price MFO01/PCll Plus Postage.

*College Administration; *Economic Factors;
Finance; Educational Trends;
Education; *Small Colleges;

*Educational
*Financial Policy; Higher
Trend Analysis

This book analyzes the latest data and economic models to

explore whether an unpredictable economy, -changes in student preference,

tuition that outpaced inflation,
small colleges into chronic financial distress.

and new forms of competition will plunge
It then suggests ways small

colleges can position themselves to avoid economic disaster by understanding
the markets in which they operate. The book details the financial essentials

of small colleges in these chapters:
Financial Distress";
Independent Colleges";
of Small Colleges";
"Identifying Financial Distress in Small Colleges";
Four Cautionary Tales";
"Planning and Leadership: Tools for Pulling Back from the Brink";
"Financial and Market Diagnostics";
College Turnarounds:

Fail:

(1) "Small Colleges on the Brink of
"Historical Influence on the Economic Development of
(3) Challenges Facing Small Colleges"; (4) "Economics
"Financial Structure of Small Colleges"; (6)

(7) "Why Small Colleges
"Financial State of Small Colleges"; (9)
(10)

(12) "Small
"What Are the Prospects for

(2)
(5)
(8)

(11)
How They Did It"; and

"Financial Strategy":
{13)

Small Colleges?" Seven appendixes present trend tables and supplemental

information about college finances.

(SLD)

(Contains 35 tables and 177 references.)

Reproductions supplied by EDRS are the best that can be made

from the original document. : ,




NATIONAL ASSOCIATION OF COLLEGE & UNIVERSITY BUSINESS OFFICERS

The Small College GUIdetOFI

s
)

U.S. DEPARTMENT OF EDUCATION
Office of Educational Research and Improvement

EDUCATIONAL RESOURCES INFORMATION

/ CENTER (ERIC)

& This document has been reproduced as
received from the person or organization
originating it.

O Minor changes have been made to
improve reproduction quality.

S Points of view or opinions stated in this
document do not necessarily represent X
official OERI position or policy.

£

ED 469 329

PERMISSION TO REPRODUCE AND
DISSEMINATE THIS MATERIAL HAS
BEEN GRANTED BY

- D Kimg@k’

TO THE EDUCATIONAL RESOURCES
INFORMATION CENTER (ERIC)

— o\
NACUBO o
National Association {
of College and University . ~

Business Officers

Q

ERIC

Aruitoxt provided by Eic:



NACUBO

National Association
Q of College and University
E MC Business Officers

Aruitoxt provided by Eic:




The Small College Guide to Financial Health:
Beating the Odds is made possible by a generous

grant from Moody’s Investors Service.

Copyright 2002 by NACUBO

All rights reserved. No part of this book may be reproduced or transmitted in any
form or by any means, electronic or mechanical, including photocopying, recording,
or by any information storage and retrieval system, without permission in writing
from the publisher.

National Association of College and University Business Officers

Washington, DC

www.nacubo.org

Printed in the United States of America

ISBN 1-56972-023-1

Ey



Contents

Acknowledgments ..........cccceeruiiieiiinieniiieiieeee e ix
Foreword by James E. Morley Jr. ........ccccvevviiinieenniiienie e, X

Chapter 1: Small Colleges on the Brink of Financial Distress .... 1

Chapter 2: Historical Influence on the Economic Development

of Independent Colleges............ccccocerueivinniinuinininniincrnenneennes 11
Colonial Colleges and the Great Awakening ............................ 12
Postrevolutionary War Colleges ..............ccoooeeviiiiiiieiciiennn 14
Post-Civil War ..........coooiiiiii e 16
Between the Wars ... 18
Baby Boom, New Markets, and Uncertainty through

the PIeSent ..........coccooiiiiiiiiic e 19
SUMMATY ..ottt 21
Chapter 3: Challenges Facing Small Colleges............................ 25
Enrollment and TUition ...........ccoooviioieiiiiiic e 27
Sticker Price vs. Net PriCe ..........cococeeviiniiiiiininiicince, 29
EXPENSes ...t 33
TeChnOLOZY ..o 38
COMPELILION .....eeiiiiiieicieeic e 39
DIEDL ... 41
SUMMATY ..ot 42
Chapter 4: Economics of Small Colleges.............ccccceeevueeuueenneee. 47
Market Conditions ............ccoocooiiiiiiiiniiiii 47
Externalities ..o 48
Market Imperfections..............ccccveeiiniiiiiiiiiiieccee e 49
Economic Model of Small Colleges.............c..ccocoiiiiiniinn, 52
Winston Variation .............ccocceeveenieiiiiini e 57




Restatement of Financial Constraint Model in Terms

Of SUDSIAY ... 60
SUIMIMATY ...ooiiiiiiii i e 61
Chapter 5: Financial Structure of Small Colleges ...............cccoceiiiiiie. 63
Elements of Financial Structure ...............ccccoooieiiiniiniiiini e, 65
Measurements of Financial Structure ..................cooccooi 72
Financial RAOS .........ooouiioiiieiiiiic it 74
Allocation DeCISIONS .........cc.eovvrveeieeniieiieniiee e e 78
Price EIastiCity .......cccocviiiiiimiiiiiiiiiiiic e 79
SUIMIMATY ..ottt 79
Chapter 6: Identifying Financial Distress in Small Colleges .................. 81
Using the Consolidated Financial Index ..................... 82
Core Ratios and Computations ...............ccocceeiiiiiiiiiiiiiiin i 82
Net Income Ratio ..........oceeiiiiiiiiiii e 83
Return on Net ASSets RAHO «..............ovveovveeorreoroeeeoeeeoeeoeeeeeseeeseeeeeee 85
VIability RALIO .....ooveiviiiiiiiieiieic et 85
Core Ratios: Strength and Weighting ..o 86
Chapter 7: Why Small Colleges Fail: Four Cautionary Tales ................. 89
Upsala College .........cooooiviiiiiiiiiiiiiiiic e e 89
Bradford College .........oooiiiiiiiiicic e 92
Trinity COlege ......oovveeiiiiiiiiie e 94
Spring Garden College ..............ccocooiviiniiiriiineeeen, SRR 95
Lessons Learned ............cccooeeiiiiiiiiiiiieiee e 96
Chapter 8: Financial State of Small Colleges ..........cc.ccovviiiniiiinnnnnne. 101
DAt SEL ..o 101
Institutional CharacteriStics ............cuvevuiiiiiiiiiiiiiie e 102
Financial SErUCLUTE ..........cooviiieiiiiiiiciiie e 105
Financial Challenges ............c..ccccooiii 110
SUIMIMATY ..ot o 110

Chapter 9: Planning and Leadership: Tools for Pulling Back
from the Brink .......ccccoeevieviveeeininiiiiiiiieees e 113
Committing to Strategic Change ..........c.ccooeeniiiiiiiiiii 113

Qo THE SMALL COLLEGE GUIDE TO FINANCIAL HEALTH: BEATING THE ODDS
v |

5



Adopting a Market-Driven Approach.............ccccooiiiiiiiiiniiins 115

Building Board Commitment ..............c.ccocoeiiiiiiiiiiiic e 116
The Process of Planning for Change ................cccocooiiiiin, 117
Planning Participants .............c.ccociviiiiiiiiii 117
Other Elements of @ Plan ................occoovininiiiiei e 118
The FINal PIan ..........cccoooiiiiiiiii e e 119
Some Cautionary NOLES ..........coceeeriiiiiiiiiic i e 119
Leadership and Management ..............c.coocoeiiiiiniiiiin i 120
What Makes a Leader? ...........ccccooiiiiniiiiiiiii e 122
Shared Leadership ..........ccccooviiriiiiiii e 123
Management-Style Leadership .............ccccooiiiiiii 124
The Board’s Oversight Responsibility ...............ccccoccooin 126
Business PractiCes .............ccoooviiiiiiiiiii e 127
SUMIMATY ..ottt s 129
Chapter 10: Financial and Market Diagnostics ...........cccceeevueevencnneennnen. 131
General Financial Condition .............cccoovveoiiiiiiiiiii e 132
Specifics of Financial Condition ..............ccccccoviiiiiiiii e, 135
Broad Measures of Financial Performance .................coccoonininnnnn. 142
Other Diagnostic MEASUIES ..............coeoiviiiiiiiiiiiiciieiee e 143
Other Operational and Governance Issues .................ccccceiviiniiiicnne. 148
SUIMIMATY ..ot e s 148
_Chapter 11: Financial Strategy ............ccocceeveiinniriiinininnniniee e 151
Financial RESOUTCES ............ccovviiiiiiiiiiiie it 152
Financial Strategy through Ratios and Benchmarking.......................... 153
Classic Growth OPHONS .........cooveiiiiiiiiii e 153
Emerging Growth Options ............ccccociiviiiiiiiiii i, 160
Market STAte@y ..........ooooviiiriiiii it 162
Pricing and Tuition Strategy .............ccccovviiiiiiiiniiie e 162
CUtting EXPEIISES ..........oouiiieiiiieii e s 167
DebU SIAteEY .......oveviieiicie s 170
Contingency FUNAS ............ccccoimiiiiiiiii 173
Y 3 43 & PRI 173
Management COmMMItMENt ..........ccccoeviriiniieniii e 174
Contents

ERIC 7 v




Keys to Financial Strategy ..............ccoccooieiiiiinniin 178

ENd GAIMESs .......coooiiiiiiiiiiii i 180
Chapter 12: Small College Turnarounds: How They Did It.................. 185
Georgetown College ... 185
Chatham College ..........ccocooniiiiiiiiiii 187
Marylhurst College ............cocooiiiiii 189
Wesley College.........ooouiiiiiiiiiiii i 192
Make Way for a Turnaround ..............ccccoocooieiiiiiniiiiiiiniiee e, 194
Turnaround SETAtEZY ..........ooeiiiiiiiiiiiiriicceec et 195
Chapter 13: What Are the Prospects for Small Colleges? ..................... 199
What Do the Data Suggest? et 200
Advantages and Disadvantages of Small Colleges ............................... 201
What Could Happen to Small Colleges? ... 204
Brand-Name Colleges ............coccooiiiiiiiii 205
What Can Small Colleges Do to Prosper? .............ccccccoeiiiiiiiniinn. 212
CONCIUSION ... 212
Appendices
Appendix A: Trend Tables et 220
Appendix B: Ratios .........coociiiiiiiiiiiiii 225
Appendix C: Ratio Benchmarks ..............coccooiiiiiiii 234
Appendix D: CFI Worksheet ............cccooooiiiiiiii 235
Appendix E: Financial and Marketing Diagnostic Checkoffs ................ 236
Appendix F: KPMG LiSt.......coooiiiiiiniiiiiiiiiin i 242
Appendix G: MoOdy’s LiSt........cooueeiiriieniiiieiie et 243
Bibliography ..........ccoccciiiiiiiniiiii 245

THE SMALL COLLEGE GUIDE TO FINANCIAL HEALTH: BEATING THE GDDS

vi



List of Tables

Table 1.1:  Profile of Independent Colleges, 1988-96 ....................c.coceenn 3
Table 1.2:  Number and Enrollment Comparison of Independent

Colleges and Universities by Size ...............cccoociiiiiiiiinn, 4
Table 1.3:  Comparison of Expenses and Assets for Independent

Colleges and Universities by Size ...............cccoooiiiiiiii, 5
Table 3.1:  Comparison of Rates of Growth, 1981-96................cc.cocoeee. 28
Table 3.2:  Comparison of Rates of Growth, Tuition Charges to CPI

and Tuition Charges to Disposable Income ....................cc........ 29
Table 3.3:  Sticker Price vs. Net Price, 1982-93 ..., 30
Table 3.4:  Disposable Income Remaining after Sticker or Net Price .......... 30

Table 3.5:  Percentage of Students at Independent Institutions of Higher
Education Receiving Financial Aid during the 1995-96
Academic YEar .........coccooiiiiiiiiiiii e 32

Table 3.6:  Comparison of Rates of Growth to Current Expenses and CP]I,

Independent Colleges and Universities, 1985-96 ..................... 34
Table 3.7:  Allocation of Expenses, Distribution of Revenue across

Expenses, and Growth of Current Expenses, 1981-96 ............. 37
Table 3.8:  Comparison Cost of Equipment/Student vs.

Building/Student, 1975-93 ... 38
Table 4.1:  Cost, Prices, Subsidies, and SAT Scores: 1995 ................c......... 58
Table 5.1:  Chart 0f ACCOUNLS .......coovieiiiiiiiiiniiiicece e 66
Table 5.2:  Ratios for Monitoring Income Production: Operations ............. 75
Table 5.3:  Ratios for Monitoring Working Capital .....................ccccooee 76
Table 5.4:  Ratios for Monitoring Permanent Capital.........................oo.. 76

Table 5.5:  Ratios for Monitoring Permanent Capital: Debt Management ... 77
Table 5.6:  Ratios for Monitoring Permanent Capital: Plant Management...77

Table 6.1:  Consolidated Financial Index Scoring Scale...............cc.cc.cccue. 83
Table 6.2:  Primary Reserve Ratio .............cccccoeviiiiciiininiiiieicece e, 84
Table 6.3:  Net Income Ratio, Form 1: Excess (Deficiency) of
Unrestricted Operating Revenue over Operating Expenses ....... 84
Contents

ERIC 3 vi




Table 6.4:

Table 6.5:
Table 6.6:
Table 6.7:
Table 7.1:
Table 8.1:

Table 8.2:

Table 8.3:
Table 8.4:

Table 8.5:
Table 9.1:
Table 10.1:
Table 11.1:
Table 13.1:

Net Income Ratio, Form 2: Change in Unrestricted

INEE ASSEES ... 85
Return on Net Assets Raio ... 86
Viability RAO .....ooviiiiiiiiiii e 87
Strength Factors and Weights for CFI Scoring Ratio ................. 87
Summary of Bradford College’s Finances and Enrollment......... 93

Number of Independent Colleges Included in the Data

Set by Year from 1997-2000..........cccconiiriininiieiieeee 102
Weighted Averages for Key Institutional Characteristics,
1997 =2000 ...t 104

Weighted Averages for Major Revenue Sources, 1997-2000 ... 106

Weighted Averages for Revenue and Expense, and Operating

Margin Compound Rates of Change, 1997-2000 ................... 108
Institutions Facing Financial Challenges—Year 2000 ............. 109
Ten Ways to Avoid Strategic Planning Mistakes ..................... 121
Moody’ Ratio Values for Small Colleges 2000-02 ................. 144
Critical Financial Monitoring System ................cccccoiniiieennnn 177
Building a Financially Strong Small College............................. 215

10

THE SMALL COLLEGE GUIDE TO FINANCIAL HEALTH: BEATING THE 0DDS

viii



Acknowledgments

I would like to thank my literary editor, Jennifer Lavelle, for substantially revising
several drafts of this book without at all changing my original purpose. Her edits,
rewrites, and organizational directions shaped my years of financial research into
a more readable, broadly relevant form.

John Minter has helped me through long periods of doubt and trepidation about
the financial data. He performed a minor miracle by building a very complex
database. Most of all, he provided me with his keen insight into the financial
structure and condition of higher education.

Also, Dana Keller made a large contribution by assisting in analyzing the data.
He provided considerable support in dealing with data that could be unruly at
times. His work kept the analysis on track.

This book was made possible because of the wisdom and insight of George
Keller, John Nelson and Naomi Richardson of Moodys Investors Service, John
Stevens of Kaludis Consulting, and Dr. Michael McPherson of Macalester College.
1 also thank Moody’s Investors Service for contributing to the publication costs of
this volume.

My wife, Susanne, and son, Andrew, deserve my deepest appreciation for helping
me complete this very daunting task.

1 1 Acknowledgments
X



Foreword

Higher education in the United States, and globally, is in transition. The dramatic
shifts occurring in who is seeking higher education and how they learn have led
some to say that we are in revolutionary times. Certainly, the evolution in the
United States in the past 60 years has been profound, with enrollments escalating
from 2 million in 1940 to 15 million in 2000.

Readers of this book can easily recite the drivers of change for today’s campuses—
among them an expanding but currently unpredictable economy, changes in student
preferences, tuition that outpaces inflation, technology, and new forms of
competition. In addition, higher education is moving from a producer to a consumer
driven market and shifting from state and federal policy setting for the public
good to policy for personal good. No sector of the college landscape has been
more dramatically affected by these sea changes than the small private independent
college. Leaders at these colleges face the difficult task of operating in a marketplace
that is unsympathetic to their survival.

Michael Townsley has written an important book for all who are in these
challenging positions of leadership at our nation’s independent colleges with
enrollments of 3,000 or fewer students. This is not just a book for chief financial
officers. In fact, The Small College Guide to Financial Health can be argued to be
even more important for college presidents, trustees, and chief academic officers,
who must fit in understanding market forces as yet another skill they need to
master as part of their busy agenda. The author provides college leaders with easy
to understand models that spell out the key factors of economic success, or failure.
As Townsley points out: “Small colleges can have a vibrant economic life if they
understand the markets in which they operate....The board and president, if they
want to foster a vibrant institution, must have a well-honed appreciation of all the
markets that drive operations and decisions.”

When Mike Townsley and I met last summer to discuss his ideas and outline
for a book project, I learned that his experience as chief financial officer at
Wilmington College, a college that struggled and then recovered, had led him to
seek the answer to a burning question: Will small colleges go the way of community
hospitals, small airlines, and local rail statlons——sweetly remembered but devoid
of the content that made them viable?
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With this question in mind, Townsley conducted thorough research, talking
with leaders at small colleges, rating agencies, accounting firms, consulting
companies, and others, as well as obtaining data from John Minter Associates,
IPEDS, and other sources. Armed with information and data, he could have easily
written a “doom and gloom” book that answered his question and provided a few
interested readers with a comprehensive, thoughtful analysis of the issues small
colleges confront. Indeed, the working title of this project, “Financial Distress in
Small Colleges,” seemed to indicate that such a book might be the end result.

Instead, and fortunately for leaders at small colleges, Townsley has gone well
beyond that working title. He proposes how small colleges can position themselves
to avert economic disaster. In offering his straightforward solutions, he knits
elements of finance and management with planning and strategy built around the
reality of the marketplace for small independent colleges. He addresses strategies,
structure, and operational performance measurements. In some ways, Townsley
has written a gourmet cookbook for small colleges, with a detailed recipe for
building an academically and financially strong small college. He points out that
small colleges do have advantages in the marketplace if they are “planful” about
strategy and disciplined in their expectations.

One of the greatest strengths of the American higher education network is the
diversity of institutions. Townsley makes a strong and eloquent case for the survival
and continuation of the nearly 1,000 small independent colleges that educate our
nation’s students. While the marketplace is certain to swallow up some small colleges
in the years to come, small college leaders who read this book will be armed with
powerful insights and tools to help them avert their institution’s demise. Long may
independent small colleges prosper.

James E. Morley Jr.
President, NACUBO
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Small Colleges on the Brink of Financial Distress

Small independent colleges have been the backbone of American higher
~ education since their inception. They contribute ingenuity, leadership,
and academic integrity to the world’s greatest education system. But
changes in the current market are challenging their very existence. “Small”
used to conjure images of an intimate, stable community of dedicated
students and professors. Today small independent colleges struggle with
susceptibility to economic shocks, rising expenses, spiking tuition,
stagnant or falling enrollments, and competition in the marketplace.
Stock market and economic conditions from late 2000 through 2002
promise to undermine gift giving and endowment valuations, a harmful
blow to many small colleges, which use these funds to cover annual
operating deficits. As David W, Breneman points out, “the well-being of
higher education is so closely tied to the well-being of the economy that
planners can virtually ignore other conditions.”* Small colleges that rely
heavily on student revenue are the most vulnerable, not only to economic
instability but also to competition, rising costs, and fluctuations in student
demand. Poorly financed colleges are placed in the unenviable position
of negotiating their standards to get and retain students, a situation that
David Riesman has postulated. Enrollments are less predictable as
students “hop and shop” from college to college searching for courses to
fit their schedules and budgets. As enrollments decline, those colleges
may squeeze financial reserves to the point where liquidity disappears
and they can no longer make short- and long-term debt payments.
Independent colleges adapted to enrollment declines in the 1990s with
new courses and services, aggressive marketing, and deep discounts,
maintaining a fairly constant number of closings since then (less than 1
percent of colleges annually). Whether they can maintain deep discounts
with increased spending in the current economy remains to be seen.
As colleges face decreasing enrollments, the competition for students
intensifies, leading to increased spending and tuition rates. In the “field

14
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of dreams” syndrome, administrators scramble to satisfy the perceived demand of
students for enhanced personal services and top-of-the-line technology and facilities.
They finance huge construction projects with huge dollops of debt. As competitors
begin plotting their own “fields,” construction wars break out, leading to high
debt loads with little or no payoff. Fierce competition comes not only from within
the private sector, however. Public institutions with lower sticker prices are
scrambling to fill their empty classrooms, and for-profit colleges are building market
share with tough no-holds-barred marketing campaigns.

Will a flat economy, the stock market crash, changes in student preferences,
tuition that outpaces inflation, and new forms of competition plunge small
independent colleges into a sea of chronic financial distress? Will they go the way
of community hospitals, small airlines, and local rail stations—sweetly remembered
but devoid of the content that made them viable? Before we can begin to answer
these questions, we must profile small independent colleges, focusing first on size
and type, then on enrollments, growth, and income.

Since scale economy directly relates to size and operating efficiency, it offers a
suitable mechanism for establishing rough boundaries for separating small and
large independent institutions. Relevant literature suggests optimum scale
economies for independent colleges is approximately 2,000 students.? This book
addresses those with enrollments between 2,000 and 3,000 students. This definition
captures most of the membership of the Council of Independent Colleges, whose
members consider themselves to be small colleges. This group is divided into three
subcategories: small (fewer than 2,000 students); moderate-sized (2,000 to 3,000
students); and large (more than 3,000 students). The large college category provides
a benchmark for comparing performance. Chapter 7, which looks more closely at
these colleges, uses a different set of enrollment categories.

Table 1.1 provides basic demographic and financial information about
colleges in the three categories. This table excludes institutions that are self-identified
in the Independent Postsecondary Education Data System (IPEDS) as one of the
following Carnegie Commission types: health, art, law, and religious. The 593
colleges excluded represented unique missions and financial arrangements
uncommon to traditional independent colleges and universities. Most would have
been assigned to the first category; a large proportion of them reported enrollments
of fewer than 50 students.

Nine hundred forty-four institutions fit the Carnegie classification criteria. Small
and moderate-sized institutions identify themselves as primarily liberal arts
institutions, while large institutions identify themselves as primarily comprehensive
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institutions. Most colleges in this group (58.7 percent) enroll fewer than 2,000
students. The moderate-sized category includes 152 colleges, or 16.1 percent of
the total. Large colleges include 238 institutions, or 25.2 percent of the total.
Although small colleges outnumber the others, they enroll only 22.1 percent of
the students. In contrast, the largest institutions have three times more students
than small colleges and twice the number of students as the combined enrollment

Table 1.1
Profile of Independent Colleges, 198896
Small Moderate-Sized Large Total
(fewer than (2,000-3,000 (more than
2,000 students) students) 3,000 students)
Number of institutions 554 152 238 944
Percent of category 58.7% 16.1% 25.2%
Typical Carnegie class liberal arts liberal arts  comprehensive
Total enroliment 597,867 367,670 1,734,822 2,700,359
Percent of category 22.1% 13.6% 64.2%
Average size 1,079 2419 7,289
Percent that grew 64.9% o NA% 63.8% 65.8%
Percent that lost enrollment  29.4% 28.9% 36.1% 31.1%
Percentthat closed 5.4% 0.0% 0.0% 3.2%
Growth rate 65% 1.5% 1.0%
Growth volatility 10.0% 4.2% 4.6%
Volatility/growth rate 8.1 19 25
Average netincome 0.2% 1% 1.4%
Net income volatility 4.6% 3.2% 1.8%
Volatility/netincome 19.2 29 18

Expenses—50th percentile  $15,236,630 $32,377,067 $71,526,353
Assets-50th percentile $13,644,18 $42,935,105 $74,819,141

Percent deficits and

tuition dependency >60%  32.8% 23.2% 17.2%
Percent reporting deficits
5 of 9 years 30.2% 13.4% 17.0%

Source: “Sheet 10463025, Enrollment Level 1988-1997.” {2001) NSF: WebCaspar database system;
caspar.nsf.gov/.
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of the low- and moderate-enrollment categories. Average enrollment also clearly
indicates the size disparity among these colleges. Moderate-sized colleges were on
average twice as large as small colleges, and large colleges were three times larger
than moderate-sized colleges and seven times larger than small colleges. Table 1.2
also illustrates the relative enrollments and number of institutions for each size

category.

Table 1.2 :
Number and Enroliment Comparison of independent
Colleges and Universities by Size

Low Moderate _High _ Total

Number 554 152 - 238 944
Total enroliment 597,867 367,670 1,734,822 2,700,359
% with deficits 0.302 0.134 0.17 0.3575588
TDP >60% 0.328 0.232 0.172

Expenses 50th percentile 15,236,690 32,377,067 71,526,353

Assets 50th percentile 13,644,118 42,935,105 74,819,141

Source: “Sheet 10463025, Enrollment Level 1988-1997.” (2001) NSF: WebCaspar database system;
caspar.nsf.gov/.

During 1988-96, enrollment increased 65.8 percent for all independent
institutions. In the moderate-sized category, 71.1 percent of the colleges expanded;
64.5 percent of the small colleges grew; and 63.8 percent of the large institutions
grew. Although more than a majority of independent institutions grew over the
nine-year period, the compounded rate of growth was not particularly robust.
Small colleges grew at a .65 percent compounded rate, moderate-sized colleges at
a 1.53 percent rate, and large colleges at a 1.00 percent rate. Volatility (standard
deviation) ranged from 10 percent for small colleges to 4 percent for moderate and
large colleges. Volatility was 16 times greater than the compounded rate of growth
for small colleges, while it was only twice as much for moderate-sized colleges and
four times greater for large institutions. In other words, the rate of growth for a
small college could vary (1 standard deviation) from a positive 10.65 percent to a
negative 9.35 percent. Low growth rates and high enrollment volatility could pose
a serious problem for small colleges that are tuition dependent.
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The average net income as a percentage of revenue was lowest for small colleges—
0.2 percent—and its volatility (deviation to average ratio) was also the highest at
19.2:1. The net income ratio was 1.1 percent for the moderate-enrollment category
and 1.4 percent for the high-enrollment category. Net income relative to revenue
increased with size, while volatility declined, suggesting that larger institutions
have greater control over expenses or income flow. Spending at colleges in the
low-enrollment category may be so minimal that those colleges respond to revenue
shortfalls by making expense reductions. If they do, they risk cutting into the core
of the organization.

Table 1.3
Comparison of Expenses and Assets for Independent
Colleges and Universities by Size

80,000
70,000
60,000
50,000
40,000
30,000
20,000
10,000
0

Small - Moderate Large

Small $15,236,690 $13,644,118
Moderate $32,377,067 $42,935,105
Large $71,526,353 $74,819,141

The effect of size in these categories is reflected in the expenses and assets of
institutions at the 50th percentile. Expenses double from moderate-sized to large
colleges. Differences in asset size between low- and moderate-enrollment categories
are more dramatic. The asset base of moderate-sized colleges is nearly three times

Small Colleges on the Brink of Financial Distress
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greater than that of small colleges, and large institutions have 1.7 times more assets
than moderate-sized colleges. But large colleges had 5.6 times more assets than
small colleges at the 50th percentile. Given their relatively small asset base, small
colleges may struggle to find the financial resources to invest in endowments since
the plant may absorb most of the assets. The relative differences are readily apparent
in table 1.1.

The most telling measure may be the proportion of institutions reporting deficits
for five of the nine years. Thirty percent of the smallest colleges (167 institutions)
reported five years of deficits, almost twice the rate for moderate-sized and large
institutions. It is not unusual to have a deficit for one year or even several years
over an extended period, but a college with at least five years of deficits is bobbing
in and out of financial distress, barely keeping itself afloat.

The smallest colleges are the most problematic of the three categories for the
period 1988-96. This category is the only one in which institutions closed, and it
has the lowest net income ratio. Enrollment and net income volatility are many
times higher than for colleges in the moderate-sized and large categories. The
smallest colleges deploy the fewest assets and expenses to deliver instruction. Only
colleges in this category report assets as being lower than expenses. The most
shocking measure is the high proportion of the smallest colleges reporting deficits.

This combination of adverse conditions—volatile growth rates, inadequate asset
bases, and deficits—could mean that many small colleges substantially depleted
their reserves during the early 1990s. The strong economy of the late 1990s may
have saved some institutions, but if they were unable to build financial reserves,
they may have found themselves struggling again as the economy unwound in
2000 and 2001. Assuming that the 30 percent reporting five years of deficits are
the most vulnerable, nearly 600,000 students could be affected—students who
alone or with help from family have committed time, money, and federal dollars to
these colleges with hopes of gaining a degree. Now students, parents, and the
government find their investments in jeopardy.

Most small colleges have endured economic blows over the last 30 years that
many believed would spell their demise. Despite the graduation of the baby boom
generation, the inflationary cycle of the 1970s, economic weakness in the early
1980s and 1990s, and public outcry against the spiking rise in tuition, small
independent colleges are still with us. But as threats to economic stability mount,
small colleges will find survival more difficult. Indeed, most presidents and chief
financial officers recognize that the financial condition of their small colleges is
becoming less stable by the year.
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Presidents and chief financial officers often shoulder the burden of keeping
small colleges afloat. They are acutely aware of the circumstances—market and
financial—that keep these colleges on the brink of financial distress. Presidents
must raise new money or convince donors to carry the college one more year.
They have the thankless responsibility of making the case for the college while
boosting staff morale. Their personal resources can be drained as the struggle for
survival weighs on them.

Chief financial officers carry a special burden because financial problems are
readily evident to them. Vendors demand payment, students fail to pay bills on
time, taxes and benefit withholdings are held to cover other financial problems, or
the government threatens to hold financial aid disbursements. They are vigilant
about avoiding mistakes because a minor financial error could be disastrous. When
there is a problem—budgetary, policy, or some other area remotely dependent on
money—the board turns to the chief financial officer for answers. The chief financial
officer must also say no when the president’s pet project is not financially feasible,
and as a result he or she may eventually be seen as a naysayer and cut from the
decision-making loop. The problems are compounded when the president does
not understand basic financial concepts—for instance, that revenue is not the same
as cash-in-hand. The daily grind of keeping finances in order can sap the energy of
chief financial officers so that they only concentrate on immediate problems and
lose sight of warning signs of bigger problems down the road.

Small colleges continue to believe that something will change—government
funding, new markets, or new programs—to give them financial stability. For
instance, some hope that the new tax-sheltered prepaid-tuition plans will help
stimulate student revenue. However, small independent colleges may not be visible
enough to benefit from these savings plans. William J. Baumol and Sue Anne Batey
Blackman contend that America could easily live with education increasing its
share of the gross national product from 9 percent in 1990 to 20 percent in 2040.
They assert that total output measured by GNP will be so great that other efficiencies
will offset the rising cost of education.* But it is hard to imagine the American
electorate embracing personal financial sacrifices to support such a dramatic shift
in the country’ allocation of resources to education, especially to small independent
colleges that represent such a small portion of total college enrollment. Though
small colleges are the historic backbone of America’s higher education system,
they can not count on governmental assistance to cure their ills.

As we diagnose the financial condition of small private colleges and suggest
how to strengthen their financial condition, we will explore several issues. Chapters
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1 through 5 discuss how small independent colleges are bound by their history,
economics, and financial structure. The history of small independent colleges is
the history of higher education in America. Although they may play a minor role
in higher education today, at one time they were the only option. You can trace the
governance structure, economics, and finances of colleges and universities to small
colleges’ humble roots. Small colleges do it the old-fashioned way. Grants, gifts,
and beneficences do not fill their coffers. Instead, students finance these colleges,
and they survive by the good graces of the marketplace. To understand small colleges
means understanding the economic and financial models that drive them. This
book also looks at the major challenges that threaten to undermine the economic
and financial base of small colleges in the 21st century.

Chapters 6 and 7 consider financial distress among small colleges. Chapter 6
describes a well-known model of financial distress. In chapter 7, case histories of
several small colleges that have failed illustrate conditions that drive some colleges
over the brink. Chapter 8 paints a broad picture of the financial condition of small
colleges using financial data collected by the U.S. Department of Education. This
chapter also suggests several basic measures to determine whether small colleges
are encountering financial distress. Small colleges’ financial condition is compared
to that of larger independent institutions.

Chapters 9 through 12 weigh the roles of strategy, diagnostics, leadership, and
business practices in alleviating financial distress, improving the future prospects,
and pursuing excellence. Strategy encompasses both strategic planning and financial
strategy. Diagnostics links marketing and financial management, since small colleges
must know their place in the market and their financial condition before they can
design an effective financial strategy. Leadership is essential to change and viability,
so the principles and practice of leadership are significant parts of this book. In
some ways, the future of many small colleges depends on simple business practices.
Colleges in which everyday operations are chaotic and unreliable have a reduced
capacity to deal with routine business, let alone the shock of the unexpected.

Small colleges must recognize that change entails more than a recipe. Change
means that leadership must willingly contribute, in Winston Churchill’s words,
their blood, toil, tears, and sweat. There are no easy alternatives. If fact, some
situations may require seeking partners, pursuing a merger, or closing the school.
Heroic efforts may postpone such tough decisions, but the delay may have the
deleterious effect of costing students a worthwhile education.

Chapter 13 examines the prospects for different classes of small colleges. Current
economic news does not bode well for some institutions. Changes in the economy
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may have an adverse affect on some colleges given their place in the market and
their financial condition. Others may have a better chance of responding to the
economy, but it will take work to figure out how to make the most of their
opportunities. On a more positive note, forecasts show that enrollment will grow
over the next decade. Although government does bestow largesse on higher
education, it continues to provide funds to independent colleges, and public
institutions must confront the fact that state and local governments are cutting
back on support.

In all likelihood, small colleges will have to deal individually with the
consequences of their own vulnerability to changes in the economy. This book
intends to provide the leadership of small colleges—board, president, and chief
academic and financial officers—with a basis for evaluating their institutions’
condition and establishing a thoughtful plan of action. In addition, government
agencies, funding groups, and professional organizations can refer to this book for
insight into small colleges and how they might grapple with their destiny.
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Chapter

Historical Influences on the Economic 2
Development of Independent Colleges

The deep pockets in the academic robes of medieval professors form the
metaphoric core of the financial structure of today’s small colleges. Those
musty pockets, where learned men deposited their bargained teaching
money, embody the essential economics of higher education—a price
charged in accordance with market demand, student payment as the
primary source of funds, and instruction as a handicraft. What was once
a two-person transaction is now controlled by institutions.

English colleges and universities, the most direct ancestors of American
colleges, were chartered by the king as corporations of students and
masters that governed themselves—a universitas, or community, in this |
case, of scholars. The universities were endowed residence halls (colleges)
for scholars (master and student) who elected the rector (president of
the college). As independent corporations, the university and its colleges
were granted the right to set their own rules of governance. Independence
from the crown carried a price, however, as an institution was expected
to finance itself through student payment of fees to masters. The entire
university was at the mercy of its students, who, if dissatisfied, could
form a new university in another city. Oxford, for example, came into
being in the 12th century when disgruntled students left the University of
Paris. Higher education in its earliest form was a marketplace where students
and institutions negotiated the price and nature of instructional service.

By the time of the Black Death in the 14th century, Oxford and
Cambridge—a collective corporate body of scholars—had developed
strict standards of admission and a rigorous course of study that if
completed successfully could lead to a promising career. Oxford and
Cambridge only selected students who were “men of approved ability
pursuing advanced studies under discipline.” They offered students a
“field of study . . . [that] includ[ed] the arts, the philosophy of Aristotle
and theology” in the belief that “the diligent pursuit of the liberal arts
sought to prepare young men for service in the world of affairs.”

1

T
=
PNy
%




Over time, the colleges embraced by the university assumed the routine business
transactions of the professoriate, including but not limited to the collection of
payments. Duties were delegated to one of the masters for a fixed term, and the
professoriate retained ultimate control of business affairs and decisions.? When
the American colonies founded their own colleges, they followed the English model
and established self-regulating corporations. The colonial elite, seeking to emulate
the society of their homeland, wanted to create institutions like Oxford and
Cambridge that could train their young men in the finer points of being English
gentlemen. The astute leaders among them anticipated that colleges could be the
training ground for future social and political leaders, whether farmers or sons of
the elite.’ '

Many colleges also rose and fell in response to geographic and sectarian interests.*
Local interests’ desire for local colleges would play out repeatedly during the colonial
period. The sectarianism that was evident in the founding of Harvard led some
men of faith and influence to doubt their alma mater’ devotion to its denominational
foundations. Such factional divisions drove Cotton Mather and Jonathon Edwards
away from Harvard for its perceived lack of steadfastness to theology. They
encouraged the establishment of Princeton as a counterweight to Harvards irresolute
character. How these founding intentions gave rise to higher education is the great
story of independent American colleges, large and small.

Colonial Colleges and the Great Awakening

While the corporate charters for universities in England were awarded to a body of
scholars, America’s self-regulating educational corporations were placed in the hands
of trustees, who governed the institution apart from the scholars. The first colonial
colleges—Harvard in 1636, the College of William and Mary in 1693, and Yale in
1716~—received corporate charters granting trustees authority to govern as a quasi-
legislative body. In lieu of ownership, trustees usually assigned a permanent
president the task of assuring the survival of the institution. Trustees with their
presidents retained the freedom to establish new colleges, a prerogative that withered
in England with the accretion of prestige, wealth, power, influence, and the drag
of collegial governance.

Colonial colleges, neither public nor private in the modern sense, were public
trusts under colonial regulation, with colonial legislatures retaining a direct interest
in their activities and solvency.® Legislative involvement was not as intense as today’s
relationship between a public university and a state legislature. Unless expansion
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or extraordinary expenses required legislative intervention, colonial colleges were
expected to balance their budgets without tax assistance.® The first American
colleges, however, had the good fortune to receive a regular benefaction from the
colonial governing bodies, thereby supplementing student revenue and
undermining the power of dissatisfied students to whipsaw colonial colleges they
way they did the first European universities.

In addition to the regular source of revenue from the colonial assembly, Harvard
received 2,000 acres of land, a 100-pound tax levy, and rents from the Charlestown
ferry. Virginia awarded William and Mary proceeds from a levy on skins and furs
exports, a peddler’ tax, and a tobacco tax; the city of Williamsburg extended to
the college the use of its main commercial thoroughfare, the Duke of Gloucester
Street. Connecticut offered Yale an alternative to direct subsidies by exempting
students from taxes and military service. The future trustees of Yale prevailed upon
Elihu Yale to support the new college using some of his fortune from his “magnificent
orient plunder” from the East India Company at Madras.’

Though the mix of government and student funds set a pattern for independent
college revenue that prevails today, other ties between state and college began to
fray around the time of the Great Awakening in the late 18th century. New
denominational colleges chose to separate themselves from the dictates of the state.
Princeton was chartered in 1746 as a denominational college with a board of
Presbyterian trustees. Congregationalists opened Dartmouth, Baptists founded the
College of Rhode Island (Brown University) in 1765, and the Dutch Reformed in
1766 brought Queen’s College (Rutgers University) into being. These colleges,
though of sectarian origin, had broader dreams than producing a learned clergy.
The College of Rhode Island, for one, saw itself producing men “duly qualify’d for
discharging. the Offices of Life with usefulness & reputation.”

The reality for most colonial colleges, though, was that they were small, enrolling
relatively few children of the elite. Jencks and Riesman pose economic and practical
reasons for the low enrollments. College graduates, unless they were ministers
with an “intellectual bent,” gained little of value from their market.® Coursework
focused on individual character development and on studies of the eternal verities,
through discourse in the ancient languages of Latin and Greek. Anyone seeking to
move up in the economic pecking order had a better chance of doing so
independently. Practically speaking, most colonies did not have the elementary and
secondary schools necessary to form basic and advanced academic skills.' Those few
colonists who could read and write were either autodidacts or home-tutored.
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- Postrevolutionary War Colleges

Colleges proliferated after the Revolution as new religious groups sought to impart

~ their versions of faith. States were indifferent to supporting the new denominational

colleges, promulgating the separation of church and state. Churches, while
providing the impetus, the seed money, the trustees, and the early leaders for
hundreds of new colleges, could no longer ensure their survival. The colleges of
the Great Awakening soon discovered that freedom from state meddling meant
dependence on students as underwriters of the institution. Denominational funds
méy have started these colleges, but the market would determine their success or
failure—a phenomenon that prevails among independent colleges today.

Most independent colleges from the 17th through the 19th centuries were never
entirely isolated from the vagaries of the market and its effect on their financial
security. Great institutions like Harvard had to close their doors early in their
histories. Yale University had to penny-pinch its faculty to survive. Colleges that
had to rely primarily on students for their funds often found that students were
quite willing to bargain them into penury. Colleges competed desperately for
students, awarding perpetual scholarships through which students could receive
virtually free educations. Lafayette, Wesleyan, Dickinson, Antioch, DePauw, and
Columbia were only a few of the colleges caught up in this scheme, which led to
increased enrollments without a concomitant increase in cash. (Today, this bargain
is called tuition discounting, with the same devastating impact on the finances of
many independent colleges.)

Several factors contributed to the unabashed competition for students. First,
many new colleges entered the market—from nine at the time of the Revolution to
252 by the beginning of the Civil War.!! These figures do not include the 700
colleges that tried and failed. Second, postrevolutionary citizens, many of whom
were either illiterate or self-taught, continued to lack the skills required for college.
In fact, legislatures debated the practicality of funding colleges given the high
illiteracy rates. Most state governments preferred to fund common schools, believing
it was more important to teach citizens basic skills so they could participate in the
fledgling government. Third, the college curriculum, with its emphasis on the
neoclassics, appealed only to the clergy or those young gentlemen of wealth seeking
to become men of letters. Others with a practical bent, averse to the impoverished
life of clergy or the sporting life of gentlemen, found the curriculum offered by the
typical 19th-century college of little value.

The egalitarian spirit of postrevolutionary times caused state governments to
challenge the independence of trustees as arrogant, aristocratic, and out of step.
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The state vested its authority with trustees to govern a college, and so, it was
argued, the institution was subject to the will of the state. The courts of New
Hampshire tested that proposition in 1819 after the legislature sought to restructure
the trustees of Dartmouth College, claiming that the college was run by a “small
self-perpetuating governing board [under] aristocratic rather than democratic
principles.”? Though New Hampshire’s Supreme Court affirmed the state’s right
to revise Dartmouth’s charter, the United States Supreme Court, in a majority
opinion delivered by John Marshall, reversed the decision. Marshall wrote that
“Dartmouth College was not a civil or public institution, nor was its property
public. . . . [It] was indeed a private eleemosynary institution.”** Marshall’s opinion
declared American colleges independent of state interference, characterizing the
charter as a contract between the state and trustees that could not be arbitrarily
altered by the state.

The paramount role of the college president prevailed up to and through the
postrevolutionary period. Presidents such as Henry Dunster of colonial Harvard,
Charles Elliot of 19th-century Harvard, John Henry Crowe of Hanover College in
Indiana, Nathaniel Wayland of Brown, Nicholas Murray Butler of Columbia, and Robert
Maynard Hutchins of Chicago are a few examples of great leaders in American higher
education. They and many others like them gave voice to independent colleges and
universities by clarifying their missions, building their curricula, constructing their
edifices, and raising funds. Because most of the early colleges were small, presidents
knew faculty personally and often taught the senior classes. The president controlled
his institution with an iron hand, rebuffing challenges to his authority.

Trustees deferred to their president because they lacked either the training or
the time to oversee the institution. Owing to his pervasive role and ultimate
obligation to the trustees, the president could impose a governance system wherein
the faculty was treated as a labor source. As independent colleges began to rely on
presidential fund raising, presidents became more removed from daily operations.
Thus, the governance of instruction and the faculty eroded further as bureaucracies
supplanted the immediacy of presidential oversight. During much of the 19th
century, faculties were exploited when colleges needed to balance the demands of
students with operational costs. Rudolph cites poignant examples of faculty being
paid a pittance or, in some cases, nothing at all.'"* The president and trustees of
Yale, for instance, simultaneously reduced tuition and withheld pay to the faculty
in 1827 with hopes of broadening the student body by diluting the representation
of the privileged classes.!” Faculty compensation in many independent colleges
barely achieved the level of subsistence.
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Post-Civil War

Classic independent colleges held on stubbornly until the mid 19th century. After
the Civil War, éompetition from new land-grant colleges and independent colleges
committed to technical, engineering, and scientific degrees forced these institutions
to reevaluate their curricula to meet market demand. Purdue, which started as an
independent college in 1869, Cornell in 1869, John Hopkins in 1867, and Lehigh
in 1874 were a few of the new institutions promising educations to address the
practical bent of young Americans seeking valuable skills in a more technical and
professional labor market. |

There was an obvious divergence between public and independent colleges’
response to increased demand for such an education. State legislatures funding
public colleges expected citizens to receive an immediate real return in the form of
technical training. If state funds for public colleges failed to produce that return,
dissatisfaction spread quickly through the electoral system, making the investment
in public education a simultaneous investment in voter confidence. Independent
colleges found their support in a much narrower realm, but one as demandihg as
state legislatures. Shrewd presidents of independent institutions began to recognize
that the survival and growth of their institutions would depend on attracting funds
from emerging national industries.’* Wealthy industrialists used discretion when
making gifts to colleges. The largest gifts went not to hatcheries for gentlemen, but
to knowledge factories run by presidents with vision. Presidents of independent
colleges sought to enroll the children of the new wealth so as to perpetuate the
influx of their father’s gifts, and also to ensure future gifts from the wealthy young
students who would later become alumni.

It was not until the late 19th century and into the first decade of the 20th
century that the powerful combination of philanthropy and foundations became a
major force in financing independent colleges. The money literally exploded with
the great industrialists’ desire to avoid taxes while doing public good. Money came
from the fortunes of John D. Rockefeller, Cornelius Vanderbilt, Asa Chandler,
Andrew Carnegie, ]. P. Morgan, Joseph Pulitzer, George Eastman, and Russell Sage,
to name a few. To ease college dependence on student revenue, college presidents
diverted their attention from the daily tribulations of the institution to woo rich
donors and the staff of those wealthy foundations formed early in the 19th century.
Indeed, as these independent colleges (especially those in the upper tier) built
sizeable fortunes of their own, they no longer needed to grovel for students.

While changes in curricula from moral and orthodox to professional led to
changes in the sources and amounts of gifts, alumni giving at independent colleges
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persisting in their religious bent led ironically to changes in the curricula.
Industrialists with a rigid background in tenets of faith and discipline sought out
colleges that would instill these same virtues in their children; however, as the
children graduated, they saw promise in professional and technical careers. Students
began to routinely expect more than classical training to prepare them for life.
When the alma mater came calling for gifts from the second-generation industrial
rich, the orthodox-gone-professional crowd stipulated that the gifts be used for
curricular innovations.'” The alumni at these colleges, not the presidents, became
the source of curricular transformation from the classical to the career-oriented.

The change in curricula was accompanied by other significant changes for the
president, as well as the faculty and students, of independent institutions. By the
late 19th century, the faculty began to counterbalance presidential power with
departmentalization, specialization, and tenure. Departments appeared as colleges
grew larger and more complex, and presidents transferred authority to the
departments in order to achieve efficient operations. The appearance of departments
and career degrees coincided with a rise in the number of Ph.Ds, with field
specializations becoming a requirement for faculty. Graduate students were now
experts in areas in which the president was no longer conversant. Decisions about
instruction, faculty hiring, and student admission began to fall to a specialized
faculty. As faculty members gained esteem and value, presidents offered tenure as
a way to retain them. Tenure simultaneously protected faculty from any arbitrary
decisions made by the president and board of trustees. Departments, specialization,
and tenure, while not affecting the ultimate power of the president, redressed the
faculty’s power, introducing faculty autonomy and academic freedom as significant
hallmarks in American higher education.

The proliferation of duties continued beyond increased enrollments and
competition for students, the prevalence of new wealth and presidential fund raising,
and the specialization of faculty and departments and procedures. Before the Civil
War, most colleges had only a president, a treasurer, and a librarian, but
administrative expansion now exploded to include admissions officers, student
relations officers, public relations officers, deans, registrars, vice presidents, and
assistants to the president.'® Each new administrative division within the institution
increased its cost of operation, removed the administration from direct contact
with faculty and students, and resulted in new divisions to better serve the
administration.

It is important to note that while wealth and professionalism were enlarging the
academic and administrative structures of the very best independent colleges, most
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independent colleges after the Civil War were small, hardscrabble places that were
captives of remote neighborhood markets. These colleges, limited in their supply
of students, were tuition driven and subject to the impoverished circumstance of
the locals. With barely the means to enroll one or two hundred students and hire
half a dozen professors, they lacked the resources to stay current with new branches
of knowledge, and so they were removed still further from the mainstream of
higher education.®

Between the Wars

After World War 1, people began connecting a college degree with the idea of
social standing and future income. Though some small colleges hung on to their
spiritual or religious mission, focusing on exclusively classical or liberal arts training,
highef education in the professions was becoming a necessity rather than a luxury.
American corporations made the adjustment, offering careers, rather than mere
hand and trade labor jobs, to qualified college graduates. White-collar managers,
bureaucratic office workers, technicians, and scientists were replacing overalls and
lunch pails.

Technical and scientific degrees were hard to come by, given a lack of resources
for them. Mainstream colleges tried instead to provide an appropriate mix of
professional and liberal arts courses to better prepare their graduates for careers in
business, nursing, and education. The combination of specialty training with broad
critical thinking and management skills was irresistible to large organizations; they
recruited graduates between the wars as fast as colleges could certify them.

Now, colleges also began to offer social training—activities to help students
learn the finer points of social interaction and teamwork. By the mid-1920s, athletic
teams, Greek societies, and highly organized extracurricular activities were
commonplace. Sports and social clubs provided an arena where ambitious young
men could meet the “right” people, learning at the very least how to meld and
work with strangers.

The security of the independent college’ new standing as a place of social and
professional development was bolstered in the 1920s and 1930s by a broadening
of its accessibility?® A system of required elementary and secondary education
extended the agrarian October-through-April school year to September through
May. The pool of college applicants grew steadily as high school graduations became
the norm rather than the exception.?' The staunch rural ethic that one lived and
worked on a farm and learned skills at the feet of one’s parents was slowly shifting
from reality to myth as the citizenry became more urbanized.
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Ironically, the depression of the 1930s did not slow the progress of higher
education. Rather, enrollments grew because the cost of attendance was lower and
because employment was not a competing factor for students. The young were
hungry for skills that would get them a secure job in a large company. By the start
of World War 11, one in six high school graduates were entering college, and one in
twelve were graduating.?

The foundation for the huge expansion in college enrollments was laid in the
two decades before America’s entrance into World War II. Smaller colleges continued
to struggle, but they, like their larger counterparts, were adapting to student and
business demand for professional coursework. But as the depression wound down
and the war geared up, colleges would make some patriotic changes, some playing
major roles in training students for the war effort. Many would shorten the period
required to fulfill degree requirements from four to two years to benefit government
and armed services personnel. Streamlined in their ability to educate groups in
abbreviated time periods, colleges would be ready to handle the influx of veterans
to come.

Baby Boom, New Markets, and Uncertainty
through the Present

The six decades since the end of World War II have been a roller coaster ride for
higher education in general and small colleges in particular. The baby boom drove
college enrollments to levels undreamed of before the war. Though enrollments
during this period grew at independent colleges 2.8 times, enrollments at public
colleges grew faster; 9.5 times the number of students who attended in 1950 were
attending in 1990. Enrollments may have been up everywhere, but they were
shifting. Before 1950, more than 50 percent of college students were enrolled in
mostly small independent institutions. After 1950, shares steadily declined, reaching
their nadir in 1991, with independent institutions enrolling 21.5 percent of the
student market.”> Obviously, students found federally subsidized public institutions
more appealing, due in large part to their relative affordability. Not until the 1980s,
when the federal government began providing grants and subsidizing loans
regardless of whether students chose public or independent institutions, did the
playing field level slightly.

Grants and loans did little to help independent colleges recover from the dismal
forecasts and realities of the 1970s and 1980s, however. A sour economy, high
inflation rate, and the stock market’s low real growth rate compounded the relative
drought in enrollments that followed the baby boom. Independent colleges
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staggered under the weight of rising energy prices, salary inflation, and endowments
that had failed to keep pace with inflation. Althou'gh the number of colleges that
closed their doors increased dramatically through the 1990s, total closings
represented a small proportion of the total number of independent institutions. In
1994, for example, while 24 colleges closed during one of the worst years in the
last 30 for independent college closings, 98.3 percent of them remained open.**

One propitious phase in America that kept independent colleges afloat was the
return of adults, especially women, to college. Continuing education programs,
offering professional degrees to women who had not worked outside the home,
became the cash cow for colleges, ultimately subsidizing traditional undergraduate
programs. The upward trend of female enrollees continues today, with women
accounting for nearly 56 percent of all students in higher education. Expansion of
services to nontraditional groups has helped keep many small independent colleges
afloat for the last 20 years.

There was only one problem: continuing education and nontraditional
populations tend to enroll on a part-time basis. It would generally take double the
number of part-timers to compensate for the loss of traditional full-time students
in the 1980s and 1990s. Coupled with credit-transferring part-timers from
community and other colleges—a scenario that translates into shorter enrollments
and fewer courses taken annually—the overall impact of the continuing education
movement on the revenue of independent colleges has been small. Furthermore,
the lower pricing of continuing education programs compared to traditional day
programs has encouraged day students to take night classes—yet another hit to
the flow of revenue. Colleges, forced to plug these leaks in revenue, have spent
more money on advertising and recruiting to capture more of these nontraditional
students. Part-time students, then, have been a mixed blessing through the 1980s
and 1990s, with higher (but shorter) enrollments and increased (but quickly
recycled) revenue.

Thanks in part to nontraditional students, the last half of the 20th century was
a period of unprecedented growth for small independent colleges. Many of them
have modified their admissions, registration, counseling, and payment process to
efficiently accommodate part-time students, and, with the earlier help of baby
boomers and more recent federal aid, they have survived.
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Summary

The proliferation of independent colleges and universities in America has differed
from English and European models in which large public institutions have been
the norm until recently. The colonial period in this country set the stage for smaller
private institutions. Run by trustees under authority granted by the state, these
colleges received some tax support, but in the main were expected to survive on
their own perspicacity. The diverse character of independent colleges and
universities began in America because people with entrepreneurial vision had the
opportunity to open them. Persisting to the present day with a sectarian flair for
scriptural truth and a mission to provide young people with access to higher
education, independent institutions have indeed followed the biblical command
“multiply and prosper.”

The postrevolutionary era began a shift in both the structure and mission of
higher education, with state challenges to trustees’ power and a general
dissatisfaction with classical coursework. Independent colleges predominated until
the appearance of land-grant colleges in the late 19th century. Presidential fund
raising increased during the post—Civil War period, as college leaders tapped the
new industrial wealth for support. While enrollments grew, college-educated
individuals continued to represent a small portion of educated Americans. Wealth
and power were still possible through hard work, unschooled intelligence, luck,
and in some instances a ruthless streak. A college education remained a preserve
of the rich until World War 1, when professional degrees began to take on importance
and education became a major player in the national economy.

Due to increasing enrollments in the 19th century, faculty powers had grown at
first, then disseminated through various new administrative departments. Despite
the growth, however, most colleges remained small, enrolling on average 243
students per institution in 1900. Between the World Wars, with the significant
shift in academic mission from classical to professional, enrollments rose. By 1920,
the average enrollment in independent colleges had grown to 543 students. Degrees
took on new meaning, with independent colleges offering practical social and
business skills, and by 1950, the average enrollment grew to over 1,000 students
per institution.

Historical Influences on the Economic Development of Independent Colleges
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Surviving through the baby boom and the enrollment let-down following it,
the small independent college still exists, yet its financial condition remains tenuous.
Of the 1,539 independent colleges in 1997, the average enrollment at 516 of them
was 152 students. In 1998, 17 percent of the private sector enrolled fewer than
243 students, and 31 percent of them enrolled fewer than 543 students. Like their
19th-century predecessors, the modern small college lives today in penury, barely
able to survive and lagging behind technological and academic advances—certainly
still struggling to support the demands of students for posh living conditions.

While some independent colleges may rue their sensitivity to market demands,
they have produced colleges able to respond to the marketplace with an agility not
always evident in public universities and large independent colleges and universities.
Small independent colleges have enlivened American higher education because
they have responded to educational needs outside the mainstream of higher
education. The medium through which diversity has flourished, small independent
colleges have served students, beliefs, and aspirations that larger, more conventional
colleges have ignored.

Robert Birnbaum contends that the diversity of American higher education in
general differentiates it from the educational systems of other countries because
that diversity has been essential to meeting societal needs.? Providing educational
choice and access to all populations of students, and operating out of a freedom to
promulgate missions of their choosing, American institutions offer a diverse
experience unmatched abroad.? It is this gift of diversity that independent institutions
have bestowed on America—a gift now threatened by the inherent financial weakness
of a portion of the sector and the impact of market forces upon it.
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Challenges Facing Small Colleges

As evidence mounts that small colleges face unprecedented threats to
their financial viability, fear of chronic financial distress grows. At the
beginning of the 21st century, the state of the economy represented the
most immediate threat to small colleges. Moody’s Investor Service predicts
that small colleges with moderate-sized investment portfolios could fall
victim to the prolonged weakness in the economy that began in 2000."
John Nelson, Moody?s senior vice president, believes that small colleges
with less than $20 million in revenue will be under the greatest pressure.?
Gordon Winston, a Williams College economist, suggests that if these
colleges do not have large endowment funds, they will barely survive a
prolonged period of economic stagnation.> “Many schools are only three
bad enrollment years away from bankruptcy,” according to the president
of a small college in the Philadelphia region. There are even rumblings
that the private sector could find itself in a merger frenzy similar to that
which swept community colleges and airlines in the last decade.
These dire predictions come on the heels of one of the greatest periods
of wealth building in the history of higher education. Gift revenue spurred
by the bull market of the 1990s jumped 46 percent between 1991 and
1996, and endowment income grew by a spectacular 180 percent. Tuition
and fees also turned in a strong collective performance, growing by 42
percent.’ If the private sector enjoyed a golden age in the 1990s, why are
some financial analysts and economists warning that all is not well today?
While the stock market and tuition increases made some institutions
very wealthy, not all independent institutions benefited equally. For
example, a study by KPMG and Prager, McCarthy, and Sealy of 41
institutions in the Philadelphia area during the period 1996-99 revealed
that 22 percent were in deep financial distress during a time when the
economy was most robust.® Survey data suggest that financial weakness
was not isolated to the Philadelphia region. Thirty-three percent of
independent colleges reported deficits for three of the five years between
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1992 and 1996.” A report on higher education from Williams University confirms
the suspicion that not all colleges prospered in the 1990s. Many independent
colleges, unable to set aside funds to bolster reserves, remain vulnerable to economic
shock ®

As the current stock market wipes out any gains of the late 1990s, the number
of small colleges with strong reliance on tuition may be growing. If these conditions
prevail, these institutions will discover that the assumptions underlying their
financial structure and budgets are obsolete. They may have to reach deeper into
the student’ pocket to compensate for diminishing gifts and endowments, especially
since the catastrophic events of September 11, 2001. Many small colleges that had
tucked away savings or a reliable donor base to cushion effects of economic
uncertainty may have discovered that their cushions have disappeared. A market
crash of this magnitude wipes out the excess capital gains that many donors use as
gifts to independent institutions. In addition, these donors may need to retain a larger
proportion of their returns to supplement their own incomes or cover personal debt.

Even colleges with reliable endowment and gift income may find themselves
hammered in the relentless bear market of the new century. “The market in 2001
is brutal,” says William M. Rose, treasurer of Case Western Reserve University,
where the endowment dropped about $115 million in value during 2001.°
Beginning in September 2000, Standard & Poor’s 500 index fell 25 percent by
spring 2001. The NASDAQ index took a breathtaking 60.8 percent dive from its
high.'® “Gift income has dwindled, too. The year 2000 saw the smallest increase in
gift giving since the recessionary 1970s, and market stress in 2001 caused donors
to hold back amounts already pledged to small colleges.!!

At an annual growth rate of 10 percent, it will take nearly 10 years for the
NASDAQ to rebound to its highest price. According to Michael McPherson and
Morton Schapiro, even investments indexed to the S&P 500 could lose some of
their capacity to fund tuition discounts.? Investor analyst Barton Biggs of Morgan
Stanley Dean Witter says: “Many institutional programs are going to have to
recognize declines in their overall portfolios that are so large that some combination
of return assumptions, contribution levels, and payouts will have to be revised
downwards." Portfolios that have 80-90 percent of their investments in equities
and private venture capital, he believes, could see a substantial erosion of value. In
other words, the little guy won't be the only one hurt by the stock market. Even
big players who made large bets in the venture capital market could be hurt. |

More than likely, however, the heaviest blows will strike small institutions with
modest endowments. Sidney Evans Jr., vice president for business and finance at
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Dillard University—where the endowment dropped from $53.3 to $51.8 million
in January 2001—explains the predicament: “If Harvard loses 10 percent, its
endowment is still the largest ever. If 1 lose 10 percent, that is $200,000 that can't
go in my budget.”** The loss of endowment income will hurt those institutions
that relied on this income to fund their tuition discounts. This means that some
portion of the tuition discounts will go unfunded or the discount will be reduced.
Lost endowment revenue and a concomitant reduction in discounting capacity
could put heavy pressure on the balance sheets of independent colleges that are
heavily dependent on tuition."®

A weak economy and a declining stock market are only the beginning. The
elimination of the estate tax—long an incentive for the wealthy to create foundations
or give large portions of their estates to charity—creates more uncertainty. Although
estate bequests only account for 5-6 percent of gifts, according to Sheldon Steinbach
of the American Council of Education, any disincentive challenges fund-raising
efforts. !¢

Other problems that began during the last decade continue to jeopardize the
financial viability of small colleges, including moribund enrollment, spiking tuition,
uncontrollable expenses, the high cost of technology, and tough competition.

Enroliment and Tuition

Enrollment growth from the late 1980s through the late 1990s indicates the
instability of many independent institutions. While total entollment grew only 1
percent annually throughout this period, IPEDS data show that 38 percent of
independent colleges saw lower enrollment from 1988 to 1997, nearly 10 percent
saw enrollment shrink more than 5 percent."” For small colleges living on the edge
of financial disaster, a shrinking enrollment base is discouraging for the college
and its benefactors. Thirty-five percent of small colleges depend on student
enrollment to generate more than 60 percent of their revenue.'® Twelve percent are
practically commercial enterprises; they rely on student enrollment for more than
85 percent of their revenue. ' If financial reserves dwindle, the relationship among
tuition, expenses, and student ability to pay becomes crucial to these colleges’
standing in a competitive higher education marketplace as well as to the future
viability of their financial structure.

Maintaining that financial structure is difficult. Table 3.1 quantifies what the
private sector has done to match revenue to expenses, showing the relationship of
such efforts to the Consumer Price Index. The rate of growth for current revenue
exceeded expenses for only the first five-year period, 1981-86. For the two
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remaining five-year periods, the rate of revenue growth fell behind the growth in
expenses. In other words, independent colleges were beginning to lose some of
the surplus revenue they needed to support expenses. The contribution of tuition
and fees to total revenue expanded from 37.4 percent to 40.6 percent of revenue.
In contrast, nontuition revenue’s contribution to total revenue shrunk from 62.9
percent to 59.4 percent of revenue. The change in revenue shares put tremendous
pressure on tuition and fees to keep pace with expenses, a challenge quantified in
the ratio of expenses to inflation for the three five-year periods: 2.8, 2.3, and 2.3,

respectively.
Table 3.1
Comparison of Rates of Growth, 1981-96
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1981-86 65.9% | 37.4% 24% | 533% | 629% | 57.7% | 57.4% | 20.6%
1986-91 60.8% | 38.7% 9.35% | 499% | 61.2% | 54.7% | 563% | 24.3%
1991-96 41.8% | 40.6% 53% | 30.0% | 53.4% | 336% | 352% |152%

Source: Digest of Education Statistics (Washington, D.C.: U. S. Department of Education, National Center
for Education Statistics, 1999), tables 175, 334, 347, and 352; “Consumer Price Index: All Urban Consumers
Services,” Series CUSRODDOSAS, 2001, 146.142.4.24/servlet/SurveyDutputServiet?/.

Tuition and fees clearly were the major impetus for revenue growth in each
five-year period, outpacing nontuition revenue by 12.6 percent, 10.9 percent, and
11.7 percent, respectively. The rate of change in expenses was just too great, and
nontuition sources and enrollment growth was too small. The push of tuition past
inflation and personal income was inevitable. Table 3.2 shows the ratio of tuition
to the CPI—3.2, 1.8, and 2.2—and the ratio of tuition to disposable income—
1.7, 1.4, and 1.6. Even during periods of relatively low inflation and a strong
economy, tuition continues to have a major impact on families.

These ratios serve as rough quantifications of press and government complaints
that independent colleges gouge students and parents. Tuition rates do relate to
other revenue sources and to expenses. Other revenue sources grew more slowly
between 1981 and 1996, and their share of total revenue declined relative to tuition.
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Table 3.2
Comparison of Rates of Growth, Tuition Charges
to CPI and Tuition Charges to Disposable Income
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1981-86 64.9% 20.6% 38.7% 3.2 17
1986-91 43.4% 24.3% 30.7% 18 14
1991-96 35.1% 15.2% 208% 22 16

Source: “Consumer Price Index: All Urban Consumers Services,” Series CUSRO000SAS, 2001,
146.142.4.24/servlet/SurveyOutputServiet?/; “Personal Income and Its Disposition,” Table 2.9M
(Washington, D.C.: Bureau of Economic Statistics, 2001), bea.doc.gov/.

For revenue to match the inexorable increases in expenses, tuition would have
had to increase faster than inflation so as to offset other revenue and keep revenue
in stride with expenses. The tuition-pricing equation is simple: change in tuition
is a result of balancing changes in enrollment, other revenue, and expenses. In
most cases, when any of the three variables changes, price (or tuition) changes.

Sticker Price vs. Net Price

Tuition at independent colleges underwent a disturbing rate of change between
1982 and 1996 (tables 3.3, 3.4 next page). The net price—the posted charge net
of restricted or unrestricted financial aid—leveled off, indicating larger discounts
to the sticker price—the posted charge for tuition, fees, room, and board. The
average sticker price moved in a positive, nearly linear direction over 14 years, a
commentary on the general publics impression that tuition charges keep going up.
During the same 14-year period, the sticker price of an education at independent
institutions steadily emptied bill payers’ wallets (table 3.4). In 1982, the sticker
price left the bill payer with 43 percent of his disposable income. By 1996, a
typical bill payer considering an average independent college or university
discovered that the sticker price would leave him with only 18 percent of his
disposable income. In other words, those unfortunates who paid the sticker price
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Table 3.3
Sticker Price vs. Net Price, 1982-1993
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in 1996 were poorer afterward than those who paid the sticker price in 1981. The
sticker price trend line is sharply negative, leaving the impression that at some
point in the near future, an education at a independent college will absorb every
last penny of the bill payer’s disposable income.

Parents are indeed feeling the financial pinch of college tuition after the market
crash of 2001, and especially after the terrorist attacks of September 11, 2001.
Despite higher tuition discounts, parents will pause if not panic at the thought of
a high sticker price combined with room, board, and supplies charges. Many parents
have begun turning away from pricier independent institutions toward better
bargains at public institutions.?* Whether or not this trend continues, it is an
ominous sign for independent institutions that they may have to compete with
public universities with comparable academic reputations and lower sticker prices.

Despite the headlines’ focus on “sticker shock,” most people do not pay the
posted price at independent colleges. The sticker price assumes that parents or
students pay tuition from current income without financial aid or that they offset
tuition charges with employer reimbursements or subsidized loans. Between 1988
and 1996, the proportion of disposable income remaining after deducting the
sticker price fell 21 percent (table 3.4). During the same period, the proportion of
disposable income remaining after net price fell 15 percent. However, parents and
students have no financial aid information when beginning the college search. The
sticker price is what narrows the education consumer list of affordable colleges.

Independent institutions face an expensive credibility problem resulting from
the gap between sticker price and net price. High sticker prices lead prospective
bill payers to believe that colleges are growing richer from tuition, when in fact
they are merely covering their losses. The higher sticker price signals higher quality
to the purchaser, who then demands more, and more expensive, services.
Instructional quality is not easily measured, but better dorms, workout gyms, brick
walkways, and technology offer tangible signs of quality. Matching service value
with price value forces colleges into a very expensive corner.”!

Independent institutions also face the very real cost of net price. Those offering
large unfunded discounts (the institution loses the cash represented by unfunded
aid) are finding their revenue dwarfed by their expenses. These financially fragile
institutions are most vulnerable to changes in competition, demographics, economic
difficulty, and other factors that disrupt the influx of funds. So, while parents,
students, and the media worry about increasing sticker prices, independent colleges
watch with trepidation the rising discount on tuition.
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Between 1990 and 1996, net price followed the same upward trend as sticker
price. The bad news for many colleges is that the tuition discount (sticker price
minus net price) increased an astronomical 255 percent during that period, from
9.8 percent to 25.20 percent of the sticker price.? This shift added to the financial
pressure on independent colleges because the higher sticker prices are not yielding
commensurate increases in net tuition revenue. Upper-tier colleges may have opted
to increase their discounts substantially with negligible effect on their bottom lines.
Small colleges, which lack the endowment resources of larger and wealthier colleges,
have found that the tuition discounts essentially forced upon them by the market
have taken an ever-increasing chunk of their net cash from tuition.

Fewer than 20 percent of full-time students pay the sticker price at independent
colleges and universities (table 3.5). Some 65 percent to 95 percent of freshmen
receive some form of financial aid.”? Colleges typically do not award grants or
subsidized loans to students whose attendance status falls below a government
minimum or who earn more than is allowable under government standards. Part-
time students—despite being the faster-growing segment of the college
population—are less likely to receive aid than full-time students.

Table35
Percentage of Students at Independent Institutions of Higher Education
Receiving Financial Aid during the 1995-1996 Academic Year

Grants Loans All Aid
Full-time students 71.9% 51.2% 80.4%
Part-time students 47.1% 28.9% 59.7%

Source: "Percentage of Undergraduates Receiving Loans, Grants, and Work Study by Type and Sector of
Institution and Attendance Status: 1995-96,” exhibit 1-6 in Straight Talk about College Costs and Prices: Report of
the National Commission on the Cost of Higher Education (Phoenix, Ariz.: Oryx Press, 1998), p. 141.

Full-timer or part-timer, shopping for an education is a daunting task for the
buyer—and the seller. After recovering from the shock of the sticker price, the
consumer musters the determination to find a better deal. Despite the many available
sources of information on independent colleges—from friends to books to the
Internet—no single source can guarantee a final price. Consumers, misinformed
by the press, prepare for price gouging, and when the search is over, they wonder
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if they really got the best deal. Colleges at the low end of the market may accept
price negotiating as a normal way of doing business. These are the colleges that
scramble through the summer and even early into the fall semester trying to fill
their classrooms. They are also the colleges forced by price competition to give
incoming freshmen the largest discounts (43 percent in 2001).** More selective
independent colleges and universities, on the other hand, must find selling
education a distasteful process. Price negotiations can quickly turn into the
negotiation of academic standards, with colleges ending up feeling like used-car
dealers rather than elite purveyors of a quality service.”> Through pricing,
discounting, and negotiating the cost of services, independent colleges and
universities realize their place in a difficult marketplace.

Expenses

So far, we have considered how revenue flows and how tuition affects financial
stability at independent institutions. Now we turn to expenses—how they are
shaped and how they absorb revenue. Expenditures encompass the cost of
producing the service a college offers to the market. They also determine the level
to which tuition and other revenue sources must be matched in order to maintain
financial stability. |

Keeping pace with expenses has been a monumental challenge over the 11
years from 1985 to 1996 (table 3.6). In each year, regardless of the general pressure
on prices, expenses have grown consistently faster than the rate of inflation. Even
in 1996, when expenses only grew 4.49 percent, they were still 52.05 percent
greater than the CPL. For half of the 11-year period, expenses rose at more than
twice the CPL. With such an inordinate increase, expenses create tremendous
pressure on prices and on the financial stability of an institution during times of
financial and economic stress. From a labor-intensive service industry, to decision
dynamics, to dilution of institutional goals, to preference for new products, several
propositions have been advanced to answer the question: Why are colleges unable
to rein in the cost of delivering their services?

The cost structures of service industries like higher education are governed
primarily by labor costs. Labor—college instructors and researchers—characterizes
production of services. Certain rules constrain the productive capacity of the labor
cost structure. For example, the cost of teaching students is constrained by faculty-
student ratio, instructional programs and policies, classroom size, distribution of
classrooms by discipline, and mix of full-time and part-time faculty. Once an
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Table 3.6
Comparison of Rates of Growth to Current Expenses and CPI,
independent Colleges and Universities, 1985-1996

Expenses CPI Expenses/CPI
1985 10.0% 3.9% 153.92
1986 9.9% 2.9% 222.49
1987 14.1% 2.2% 539.77
1988 6.6% 4.1% 61.83
1989 9.0% 4.7% 91.17
1990 8.8% 4.8% 70.81
1991 9.0% 5.4% 65.72
1992 8.3% 3.2% 159.32
1993 5.8% 3.1% 88.51
1994 6.2% 2.5% 147.98
1995 6.3% 3.0% 108.43
1996 45% 3.0% 52.05

Source: Digest of Education Statistics (Washington, D.C.: U. S. Department of Education, National Center
for Education Statistics, 1999), table 352; “Consumer Price Index: All Urban Consumers Services,” Series
CUSROO00SAS, 2001, 146.142.4.24/servlet/SurveyOutputServiet?/.

institution sets the parameters, momentum and the high financial and political
cost of change act to adjust them over time. As a result, colleges, like all labor-
intensive industries, are unable to easily “substitute other inputs for labor in the
face of the rising relative cost of their labor inputs.”

Labor’s impact on independent colleges and universities is apparent in the
proportion of total expenses devoted to compensation. In 1998-99, 56 percent of
total expenses were devoted to wages and benefits.?” This figure corresponds with
earlier findings in 197475 that 58 percent of total expenses went to compensation.
When viewed in terms of current expenses, total compénsation (which typically
encompasses the institution’s operational costs) accounts for 73 percent of current
expenses.?

Labor costs are problematic in higher education, where labor decisions are often
made by those whose interests are not necessarily served by limiting the cost of
labor. Academic excellence, prestige, and self-interest may influence a decision
about expenditures because independent nonprofit institutions are not disciplined
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by profit motives to control costs. William Massy and Robert Zemsky posit that
baseline cost decisions can be explained by a process they call the “academic ratchet
and administrative lattice.”®

The academic ratchet refers to a tendency to steer faculty work away from
traditional instructional and institutional goals and toward the “specialized concerns
of faculty research, publication, professional service, and personal pursuits.”*
Institutions have reassigned services like academic advisement from faculty to
specialized counselors—a faculty-supported reassignment, fueled by the desire to
pursue more appealing work. Massy suggests that as faculty gains are made, research
time traded from instruction, specialization within the curriculum, and maintenance
of departmental norms become the “new baseline” for departmental operations.*!

The administrative lattice—akin to empire building of days past—describes
the expansion of administrative responsibilities and positions within colleges.
Transfer of responsibility for academic counseling from the faculty to administrators,
for example, resulted in a 60 percent expansion of staff positions between 1975
and 1985.3 Expert managers beget expert managers along with support services
to execute their decisions. Other examples abound in marketing, admissions,
institutional planning, finance, and academic administration as administrators
expand the lattice of their responsibilities and staff to serve their institutional and
self-interests. In addition, consensus, once reserved for the faculty, has spread to
administrative units, a transfer that has had less-than-salutary effects on cost.*
Consensus makes decisions cumbersome, contentious, and time-consuming. When
one decision is reached, a forward momentum generates other costly decisions
that cannot be reversed because so many parts of the institution have affirmed
them. Moreover, consensus obscures responsibility and enhances aversion to change
because the parties to the decision often have a vested interest in the status quo.

Another way to view the phenomenon of the lattice and the ratchet is through
the lens of economics. Oliver Williams suggests that in the absence of measurable
goals, opportunistic self-interest will govern decision making.>* As decision making
seeps to experts and specialized cadres, institutions lose the ability to establish
goals without the review and approval of those experts. The experts gain power,
independence, and the opportunity to exploit decisions to their advantage. When
colleges and universities create a productive capacity based on the unmonitored
self-interest and opportunism of faculty, costs necessarily rise because decisions
stem not from institutional goals but from personal ones.

The lattice and ratchet phenomenon speaks to the challenge of institutions of
higher education to monitor their internal activities. For example, categorizing the
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internal costs of producing services is a useful way to monitor and justify allocation
decisions. But what if the functional accounting system used to report expenses
blends the categories? Allocation decisions will remain obscure at best, and the
blending of instructional and research salaries makes it nearly impossible to
distinguish the actual costs of instruction from those of research. Another example
is the administrative resistance to carefully assigning enrollments, classes, and
expenses to specific departments, which makes it difficult to determine actual
expenses from one department to the next. Finally, consider the administrative
failure to match costs and revenue, making the true financial benefit of research
virtually indiscernible.

When we rank-order growth and consider relative changes in the allocation of
expenses for the major functions, we see what institutions did to deliver services
and remain competitive between 1981 and 1996 (table 3.7). Financial aid expenses
grew 363.4 percent, increasing from 6.6 percent to 11.4 percent of total expenses.
Academic/student expenses grew 168.4 percent, increasing from 10.1 percent to
11.4 percent of total expenses. Instruction expenses grew 125.6 percent with no
significant change in the percentage of total expenses. Institutional support,
research, and noncore services grew, but their respective allocation shares decreased.

The big winners in terms of increased share of expenses were financial aid and
academic/student services. In 1981, academic/student services were clearly
considered more important than financial aid. At that time, colleges devoted the
least amount to financial aid, but by 1996, financial aid services ranked fourth in
total expense share, making financial aid services equal in importance to academic/
student services. Instruction’s share of expenses was unchanged. The losers over
the 15-year period were institutional services, research, and noncore services. CPI
ratios confirm that independent institutions believed it was important to bolster
financial aid, the allotment of which grew at five times the CPI. The academic/
student services allotment also outpaced the CPI. Instructional expenses matched
inflation, while noncore services barely kept up.

From 1981 to 1996, independent institutions redirected resources in order to
attract and retain students through improved student and academic services. They
maintained instructional expenses but cut resources dedicated to noncore activities.
One could insist that independent colleges are not mere pawns in the economy,
reacting to their status as labor-intensive service providers and unable to adjust
inputs to improve efficiency. But the data in table 3.7 imply that colleges knowingly
reallocated funds, pumping substantial resources into areas they believed would
enhance their product, advance their market image, and enlarge their consumer
pool—in fact reacting to market demand.
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Table 3.7

Allocation of Expenses, Distribution of Revenue across
Expenses, and Growth of Current Expenses, 1981-96
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1981 Expenses
Expenses
(in thousands) 5,883 1,844 2,202 1,440 4,192 6,211 21,773
Expense Share 210% | 85% 10.1% | 6.6% 193% | 285% | 100.0%
1996 Expenses
Expenses
(in thousands) 19,157 5,442 8,113 8,110 12,852 | 17,278 | 70,951
Expense Share 270% | 77% | 11.4% | 11.4% | 181% | 244% | 1000%
1981-96 Increments
Expenses 13,273 | 3597 5911 6,670 8659 | 11,067 | 49,178
Expense Share 26.9% 1.3% 120% | 136% | 176% | 225% | 100.0%
Revenue share 264% | 71% 118% | 133% | 173% | 220% | 97.9%
Growth 1256% | 95.0% | 168.4% | 3634%| 106.6% | 78.2% | 125.9%
CPI ratio’ 173 | 131 | 232 | s00 | 147 | 108 | 173

(a) Expenses for academic support and student services
(b) Expenses for institutional services plus plant
(c) Auxiliary, hospital, independent, and public services
(d) Rate of growth/CPI; CPl, 72.61% for the period

Source: Digest of Education Statistics (Washington, D.C.: U. S. Department of Education, National Center
for Education Statistics, 1999), tables 334 and 347.
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Technology

The investment of independent institutions in technology between 1957 and 1993
had a critical impact on their financial structure. Until the 1980s, higher education
was reputed to be a labor-intensive industry. In 1980, independent colleges and
universities began making substantial investments in technology, forming an
expansive fissure between equipment purchases and buildings purchases. At the
beginning of the period, the equipment to buildings investment ratio was 1.3 to 1.
By 1993, it had exploded to 8 to 1.3° As William Massy points out, colleges are
shifting from labor-intensive to capital-intensive institutions; the current
combination of labor and capital intensity is the worst of all possible scenarios.>

Labor intensity—given ineffective substitutes for the handicraft method of
delivering instructional, research, and community services—results in a production
function that cannot keep pace with production improvements in the broader
economy, which in turn leads to a cost structure that outruns the rate of inflation.
As higher education becomes more capital intensive owing to technology
investments, Massy contends, colleges will see no short-term or medium-term
productivity improvements because they are not prepared to make “paradigm shifts”
in the way they deliver services.?

Table 3.8
Comparison Cost of Equipment/Student vs. Building/Student, 1975-1993
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Furthermore, technology is not just a capital investment. With technology comes
a large repair and replacement component. For example, colleges felt internal and
external pressure to ensure that Y2K problems would not destabilize operations.
They invested heavily in their repair and replacement components, significantly
expanding the institutional services expense share (table 3.6) and pushing
expenditures on equipment to a new level (table 3.8). |

Competition

Pricing information, application services, aggressive marketing campaigns, and
savvy parents and students have changed the independent education marketplace
dramatically. Students no longer pay tuition; they are consumers of education.
Given the general environment of consumerism, students want colleges to win
them over. They want price discounts, flexible academic standards, and a broad
range of extras, such as fitness centers, dorms wired for the highest level of
technology, refrigerators, microwaves, and televisions, to name a few. They want
satisfaction guarantees if the services are not up to par.*® All this comes with a cost,
which independent colleges often do not have the scale economies to accommodate.
They still operate within the traditional model of a stand-alone institution anchored
to a piece of real estate. |

Enter the competition. While high-end sellers enjoy the excess demand for
their programs and perks, the middle and low tiers of the market are finding
competition sharp. High-tier collegeé have students fighting to get in their doors,
while middle-tier colleges are fighting over the best candidates. As a result,
prospective students approach them with considerable market power. The National
Center for Postsecondary Improvement suggests that these colleges are in the
unenviable position of attracting both strong and mediocre students.” Their
competitive potential may depend on the size of their endowments and the strength
of their donor networks. If gifts or endowments are weak, these institutions may
be unable to offer the hooks they need to snag their preferred students. The lower
tier, or convenience colleges, survive on wit and nimbleness.® To these colleges,
tuition discounting is negligible. According to Massy, they compete primarily
through price and marginal cost.” They survive by building market share, which
means either finding untapped markets—a rare occurrence—or luring students
away from their competitors. These colleges survive from one registration period
to the next.
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There is some evidence that a new player in the market for independent
education may be changing the rules within the lowest tier of the student market.
For-profit colleges target continuing-education, nontraditional, and working
students who have collectively been the cash cow of not-for-profit colleges. The
dream of for-profit colleges like the University of Phoenix, DeVry Institute, Strayer
Education, Quest, Corinthian, Career Education, and Argosy Education is to
combine a credible, accredited brand name with a national reputation. They
undermine the basic assumption within the convenience market that small colleges
can offer a credible product to students locally without expending money on a
brand name. In contrast, a not-for-profit college is probably unknown outside its
geographic market area; the competition among these colleges might be hard-
nosed, but their reputations were established locally and are valued locally. To the
dismay of local colleges, students will likely respond favorably to the renowned
status of the for-profit entities.

Robert Ruch describes the strategies for-profit colleges will use to attack the
convenience market: a customer-service orientation, career-oriented curricula, a
flexible academic calendar, reasonable prices, a tightly controlled cost structure,
and rapid responses to changes in the market.* Though for-profits currently have
a small market share, they appear to have the strategy, drive, and resources to
upset at least a segment of the college market. In 1999, the number of bachelor’s
degrees in business at these colleges jumped 180 percent.** Even so, for-profit
enrollments constitute a minor slice of the market. Their impact won't be appreciated
for some time.

Internet colleges may begin to draw the part-time segment of the student market
away from small colleges. Some are new for-profit ventures, and others are well-
known independent universities with established reputations. They attract students
who struggle to balance work and education or who need certification or ongoing
job training. Online universities may free some students from the strictures of
curricula and graduation requirements as they pick and choose among online
courses offered by various institutions and combine them with traditional credits.
A “degree-granting board” will be the only missing ingredient in the designer degree
recipe.*

If students do take control of their educations by custom-designing personal
degrees, the impact on fixed costs of higher education could be dramatic. Colleges
would find it impractical to support courses, programs, requirements, or faculty
that were not cost-effective. Some traditional colleges might turn into shells similar
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to World Wide Web sites that exist to construct designer degrees or certification
programs. It is too soon to tell how online options might affect higher education,
especially since many of the sites went down with the stock market.

Debt

Colleges have always been labor intensive, but they are becoming even more SO as
they attempt to meet rising student demand for modernized programs and personal
services. Students want the most current technology in their classrooms and
dormitories. They won't tolerate low-speed Internet connections, group showers,
or inadequate electrical service. They want to cocoon themselves from daily
pressures by playing the latest skateboard game on their computers in climate-
controlled dormitories. Students want this home-away-from-home to include the
same amenities parents made available before college: personal trainers, around-
the-clock facilities, game rooms, and feedings on demand.

In many ways, student demand has contributed to a devaluing of the entire
college experience. “Going away to college” used to be an initiation of sorts, a time
in a young adults life for beliefs and prejudices to be challenged by fellow scholars
and for rewards to come in the form of intellectual esteem and respectable grades—
not privacy, air conditioning, and high-speed Internet connections.

From six weeks at boot camp to a day at the spa, the feel of college has changed
in response to student demand, and the public bond market reflects just that. In
the early 1990s, colleges used most bond issues to refinance older bonds in order
to take advantage of lower interest rates. By the mid-1990s, during a period of
modest enrollment growth, colleges were putting 64 percent of tax-exempt bonds
toward buildings and other capital projects to maintain their market positions.
Having taken full advantage of the removal of caps on tax debt, colleges and
universities now carry more than $100 billion in bond debt. In 2000, institutions
of higher education added more than $15.5 billion in bond debt to their balance
sheets. Public institutions can turn to legislatures to fund their capital projects,
while independent colleges and universities hold most of this new debt.*

Only a fraction of small independent colleges hold public debt, however, for
they are tuition-dependent. Without sufficient gift or endowment revenue to fund
debt service, they must depend on revenue growth to cover debt payments. And
revenue growth is a risky bet for small colleges; any downturn in enrollment
threatens their financial stability. Further complicating the assumption of debt is
the local bank, which tends to tolerate short-term financial instability but which
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will mercilessly call in debt during economic contraction. Many struggling colleges
discovered that a few late payments can knock the charitable wind right out of the
friendly neighborhood bank.

Small colleges that have substantial gift and endowment revenue—and even
some supposedly rich colleges—may find themselves in “debt trouble,” too,
following a sharp downturn in the stock market or during a prolonged period of
economic stagnation. Donors can become downright stingy, and endowments will
cast off fewer dollars to cover debt. How the bursting of this century’s economic
bubble plays out in terms of debt management should be interesting. It would not
be unreasonable to assume that small colleges with weak balance sheets will be
hard-pressed to employ debt as a competitive tool, let alone make their debt
payments on time.

According to Moody’s senior vice president John Nelson, small colleges have no
choice but to invest in themselves because their competitors are doing the same
thing.*® Colleges that persist with old wiring and group showers “can kiss off ten years
from now. They aren't going to make it that long.”’ But while debt can provide leverage
for change, it also carries large risks. Most small colleges fail because they cannot cover
debt payments during times of financial crisis (see chapter 7).

Summary

Many institutions have coped successfully with the unprecedented challenges
discussed in this chapter:
* declining endowment valuations
® shrinking individual gifts
* costs that outrun inflation
® tuition that absorbs a larger and larger proportion of bill payers’
disposable income
* shrinking nontuition revenue and more pressure to match expenses
with tuition
° the demand for sizeable tuition discounts to attract students
® the high cost of new technology
* new competition from brand name for-profits and Internet colleges

Through wit, good fortune, and Byzantine accounting systems, small
independent colleges survived through the 1990s and projected a financial front
capable of withstanding most forms of shock. But whether these institutions have
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the financial wherewithal to sustain themselves in the long run—especially as they
meet the challenges of this century’s roughening economic tide—is a matter of
some debate.
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Economics of Small Colleges

Major benefactors distinguish the Harvards, Princetons, and Yales from
the small independent colleges struggling to survive in their market.
Indeed, it is great wealth that transformed many of today’s prestigious
independent institutions from their comparatively ragged financial
beginnings. Though small colleges can be wealthy, their size, minimal
government support, and dependence on students for revenue make them
especially dependent upon the economics of the marketplace. They
survive relative poverty not through the beneficence of a great benefactor,
but through a steady flow of income from their students.

Small independent colleges operate in a very competitive environment
where the effects of cost and price may profoundly impact their financial
stability. If we intend to analyze their place in the market, their financial
structure, and their financial distress, we must understand how, these
institutions operate as economic firms—a difficult task, because as
Howard Bowen suggests, colleges do not participate in a “well functioning
market.”! Before we discuss an economic model of independent colleges,
then, we must consider the circumstances that mitigate against a “well
functioning” market. First, most college markets do not satisfy the
conditions for perfect competition that underlie basic propositions about
free markets. Second, externalities, or public benefits, distort the market
decisions of students and colleges. Third, market imperfections prevent
students and colleges from optimizing their economic decisions.

Market Conditions

The concept of the market begins with the assumption of perfect
competition in which buyers and sellers enter the market with no
impediments to their decisions. Under this assumption, their decisions
yield a price that clears the market (all products offered on the market
are purchased and there is no surplus or excess demand). Perfect competition
in a market is governed by these conditions: product uniformity, small size
and large numbers, resource mobility, and perfect knowledge.
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* Product uniformity—Within a given marketplace, if the products offered to
buyers are not uniform from firm to firm, then the firms are not competing on
equal ground. For instance, the degrees offered by colleges vary in terms of
major, coursework, and mode of instruction. These and other apparent

differences may result in various market niches, each containing few competitors.

* Small size and large numbers—When many small firms exist in a market, there
is no single firm large enough to dictate price. This condition also exists when
several firms collude to set price. Within the private sector, there is evidence
that the top segment has considerable influence over the price in its market.
The Overlap Group, a collection of 23 prestigious independent institutions,
collaborated in the awarding of financial aid to prospective students until 1991,
when the U.S. Department of Justice claimed that such collaboration was in
fact setting the market price for tuition in violation of antitrust laws. The Overlap
Group reached an agreement with the Department of Justice to limit how they

collaborate on admission or financial aid awards.?

* Resource mobility—A market can adapt to changes in demand and supply when
there is the free movement of labor and firms. In the case of higher education,
the free movement of faculty (labor) is constrained by tenure, which deters
faculty members from seeking employment at another institution. The mobility
of colleges themselves (firms) is constrained by accreditation, licensing
requirements, and product indivisibility, all of which prevent colleges from
entering different geographic markets.

* Perfect knowledge—This demanding condition assumes that both seller and
buyer fully recognize all costs and consequences associated with their transaction.
Students in the market to “buy a degree” often misunderstand the true costs
and risks of their enrollment decisions, many simply not availing themselves of
information about college prices and the future income of graduates.

Externalities

Externalities occur when the buyer (student) does not capture the full benefit of a
product (college degree). A student loses part of the benefit of his or her degree
and may consequently decide not to pursue it at a high cost, because the public
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receives a portion of its value. Externalities can include the following situations:
1.  Graduates contribute to science through research and discovery. While the
student may receive some immediate benefit through publication or some
other form of recognition, scientific contributions, after some period of
uncertainty, ultimately benefit society.

2. Fewer graduates than nongraduates participate in violent crime, and while
the immediate benefit to the graduate is obvious, the benefit to society is
also significant.

3. Graduates tend to perceive people, regardless of their individual differences,
more rationally and fairly than do nongraduates. While such an approach
benefits the graduate directly, society also enjoys the harmony of it. A more
open, less stereotypical citizenry contributes in turn to the efficiency of
economic and political decision making.

4. Graduates produce goods and services rather than depending on transfer
payments from the government. Beyond the immediate benefit to the
graduate lie lower welfare costs for society.

5.  The increased salaries and buying power of graduates contribute broadly
to economic activity.’

Externalities pose a problem because a private individual may not want to pay
top dollar for a degree, given the apparent public benefits associated with it. Several
tuition-reducing solutions have been employed to reduce the impact of externalities,
including subsidies to public institutions, tax incentives for donations, direct grants
to students, and grants and tax-free bonds to colleges and universities for their
capital expenditures. Not all tuition reductions represent attempts to lessen the
impact of externalities. Some colleges use tuition discounts to improve their
competitive positions, picking and choosing students who will contribute to the
prestige of the institution.

Market Imperfections

Market imperfections in higher education cause students and colleges to make
suboptimal decisions about enrollment or instructional offerings. David Mundel
claims that three significant market imperfections exist in higher education.*
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Capital imperfections occur when students do not enroll because they cannot
afford the cost of borrowing, because financial markets refuse to make loans, or
because of the “investment risk” involved in degree purchases. Financial institutions
are reluctant to extend student loans because the intangibility of a degree makes it
so difficult to collateralize and because students may make career choices that
reduce their potential to pay off aloan. Government has resolved part of the impasse
between banks and students by underwriting losses, but students face another
capital imperfection: investment risk (for which no risk insurance exists). Students
invest in a long-term degree program without a guarantee of the outcome. Will the
student complete the work and receive the degree? Can students predict future
income, assuming the awarding of the degree but given uncertainties in the job
market? This last imperfection is most burdensome to the poor, who may have to
carry relatively large loan balances.

Not-for-profit status. Most independent colleges are not-for-profit, meaning that
they do not maximize profits. As such, they do not have the incentive to respond
quickly to changes in demand, nor do they need to contain costs in order to yield
a profit. Not-for-profits find, however, that they lack the for-profit sector’s iron
discipline of a single goal. Colleges do not have a clear-cut definition of the goals
that they maximize or the relative importance of those goals. Resource allocation
decisions meant to maximize a core value become forums for conflict, often leading
to a loss of direction on the purpose of the decision. Michael D. Cohen and James
G. March describe this situation as organized anarchy, where goals are ambiguous
and decisions are the product of chance events.’

While not-for-profits benefit from their tax-free status, they also find that it
constrains capital formation. When they need to add capital, they do not have
access to equity markets to fund new investments. Rather, they have to turn to the
donor market, which can severely restrict how money is used arid how much
money can be raised. Operating outside the equity market is another reason why
not-for-profits have not been forced to set priorities on their goals or performance.

Oligopolistic markets exist when a few firms control pricing within the market.
The Seven Sisters in the oil market are one example. In higher education, the
Overlap Group represented a potential oligopoly. Oligopolistic markets rise when
barriers to entry (new firms find it difficult to enter the market to offer goods or
services) are created by economies of scale, control of critical factors of production,
advertising, or collusion.

Studies suggest that independent colleges require 2,000 students in order to
reach the lower end of the economy of scale among independent colleges.® New
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nonprofit entrants into the market either would require sufficient capital on hand
to cover the time needed to enroll 2,000 students; or they would have to build a
large enough donor base to make up the difference between tuition and costs; or
they would need to borrow the funds if trustees were willing to personally guarantee
a loan. The challenge of the first two options and the extreme unlikelihood of the
third help to explain why new colleges struggle for so long to achieve financial
stability.

Colleges control the factors of production in several ways. First, they pay top
dollar for the best instructors, or they use tenure to make it too costly for instructors
to move to another institution. Second, they uphold their reputations of academic
quality by enrolling the best students, thereby fostering a scholarly community.
Evidence exists that the best prospective students choose colleges that enroll the
best students so that they can participate in the intellectual ferment.” Third,
independent colleges respond competitively in their market by controlling prices
or containing costs in response to state regulations that limit the entry of colleges
into existing markets (states argue that such regulations prevent the dilution of
their educational investment).

Advertising supports oligopolies by allowing a college to portray its degree as
dramatically different from the same degree offered by another college. Through
admissions literature and media advertising campaigns, an independent college
will try to convey that its degree or college experience is so superior that students
can purchase it from only one college or find it in only one segment of the market.

When colleges within a segment conduct meetings about standards and pricing,
they risk landing on the slippery slope of collusion to establish an oligopolistic market,
as in the Overlap Group’s understanding. Of course, not all segments of the higher
education market are oligopolistic. The National Center for Postsecondary
Improvement suggests that the market for independent colleges and universities
can be divided into three competitive segments:

* abrand-name segment with excess demand, in which highly selective colleges
(brand names) compete nationally by offering a medallion education;

* aconvenience segment with excess supply, in which colleges use price to compete
fiercely for students; and

* a middle group that tries to attract both the best students and those students
seeking a good education at the best price.®

"
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It is within the first segment—where the Overlap Group operated—that excess
demand exists. Oligopolies seem to be constrained by the strong competition in
the convenience and middle segments.

Economic Model of Small Colleges

Given the preceding reservations about the marketplace, an economic model can
be presented that can inform us about the economic condition of small colleges as
well as offer insight into their allocation decisions, financial stability, and financial
strategies. The model is based on the precepts of David Hopkins and William
Massy' and of Gordon Winston.® We will consider small independent colleges in a
five-piece economic framework: goal optimization, production functions, market
structure, financial constraint, and financial equilibrium.

Goal Optimization

The not-for-profit status of a college does not negate the production of excess
revenue, or profit. Rather, these colleges cannot distribute their profits for personal
gain. Personal inurement, transfer of excess funds for personal use, and self-dealing
through contracts to family members or hidden business associates are prohibited.
Tax penalties apply to not-for-profits that attempt to pass their profits to individuals
within the organization. Unlike publicly owned companies, not-for-profits do not
have a duty to maximize profit; however, they may optimize some other set of
values. Howard Bowen contends that colleges maximize revenue and spend all of
it on academic excellence, prestige, and influence—maximizing cumulatively
toward “ever increasing expenditures.”

While the Bowen model is appealing, the Hopkins and Massy model provides a
richer explanation of the economic operation of higher education institutions.
Their model is based upon the proposition that colleges maximize a set of core
values, which the board members, as trustees of financial assets held for the public
good, will achieve desirable social goals.!! Though independent colleges do not
answer directly to the government, as nonprofit corporations they are sanctioned
by government, and the institution benefits from avoiding taxes—subject to the
condition that it produces valuable public benefits without simultaneously rendering
private benefits to the trustees or key members of the institution. Hopkins and
Massy postulate that independent institutions seek a set of goals to maximize these
core values, construed as a set of activities, stocks, or prices.'?

An activity refers to some action over time, usually described in physical or
behavioral terms, which may be tangible or intangible. Tangible activities may
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include students, credit hours, degrees, skills, research articles, or faculty. Intangible
activities may include student academic potential, class performance, quality of
research, faculty effort, or quality of library resources.'?

Stock variables may be delineated physically or behaviorally, and while activities
occur through time and may be characterized as “flows,” stocks are fixed in time.
Stocks typically include items from a balance sheet, such as cash, receivables,
investments (endowments), debt, and net worth, but they can also include the
number, capability, and quality of human capital employed by the institution. The
value of stocks is that they may be turned into activities, and, the reverse being
true, that activities can rebuild stocks. An important decision boards must make is
the “spending-savings” question. They must decide how much stock to turn into
activities. For example, boards must determine an acceptable endowment payout
rate to be used for current operations (activities). They must also determine how
surplus revenue will be used: to expand the endowment fund, build cash, construct
buildings, or buy equipment, for example.'*

Price assigns monetary values to those inputs (labor, materials, and capital) and
outputs (degrees, athletic events, continuing education credit, etc.) of the institution
that are subject to market forces. Price like everything else in the economic model
is very complex. For instance, many institutions discount price (tuition) to gaiin
control over the “quality and quantity of admissions.”* (This latter aspect of the
model will become important later on.) However, some institutions discount price
not to gain control over quality and quantity but to match real price levels for their
segment of the market. Many small colleges fall into this category.

This economic model posits that allocating activities and stocks and setting
prices involve decisions by a board of trustees to maximize a core value. For
example, the board may choose to maximize the core value of teaching by adding
star instructors, students from the top of their high school classes, and research
media to the library. The board also may choose to improve laboratory technology
by expanding the endowment fund so that it supplies 35 percent of total revenue
instead of 30 percent.

Maximizing the core values of a college is subject to production, market, and
financial constraints. These constraints force the board and president to adapt
their decisions to limits imposed by the organizational choices, the position of the
college in the market, and the scale of financial resources available to the college.
The characteristics of students, faculty, instructional methods, and facilities tend
to be givens that inhibit the board’s capacity to reallocate resources, change priorities,

or go in new directions.
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Production Function

A college must offer products or services that will maximize its value. Production
functions in higher education defy easy depiction because (1) colleges are
multiproduct firms, (2) the technology used to produce, for example, an educated
student is not understood, and (3) production methods vary across instructional
programs, within instructional programs, and between instruction and research.
Finally, there is a confounding aspect of instruction: the student is both an input
and an output in terms of the intellectual capabilities he or she contributes (the
input of instruction) to learning (the output of the instruction).

A separate production function, implicit or explicit, exists for each output placed
on the market—for degrees, certification programs, research, community service,
and acquisition of gifts. Activities and stocks are associated with both the inputs
and the outputs of the production function. For instance, separate production
functions would specify the inputs and outputs for each degree program by major
in the institution. And even then, the list of functions may not be sufficiently
exhaustive to cover all the products and methods of production for instructional
programs.

Market Structure

The market is the arbiter of the value of the products, services, and prices through
the interplay of demand, supply, and the set of institutions competing within a
particular market. A separate demand and supply function exists for each product
offered on the market and for each market segment. These functions are predicated
on the structure of the market (set of competing colleges and the degree of control
those institutions have over price), the appeal of the products offered, the price of
the products, and the alternatives available to the purchaser (students, donor,
granting agency, or corporation). Furthermore, the market for instruction is not
the same as the market for research, donors, or hospital services, and each of these
products and services is subject to its own demand and supply relationships.
Since most small colleges operate primarily in the student market for
instructional services, it will be useful to consider that particular market. The old
assumption was that the student market was homogeneous; that is, every college
had an equal chance of enrolling a prospective student. The prevailing assumption
today is that the student market is fragmented in terms of the capacity of a set of
institutions to control demand. Institutions like the Overlap Group, which can
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determine price and limit admissions, are at the top of the market. Institutions
with excess capacity and those that offer small discounts, if any, on tuition participate
in the convenience or bottom end of the market. Their students need a degree,
may be older, and do not want to leave home. Market structure (the set of
competitive colleges), the degree of control the institutions have over price, the
relative appeal of the degrees, and their payoff to the student all affect student
demand, admission spaces, price elasticity, the production function, and financial
resources.

For instance, in the brand-name segment of colleges, we can presume that the
number of admission slots will be limited; price will be relatively more inelastic;
production functions will include large inputs of quality; tuition dependency will
be low, with gift and endowment income contributing a greater proportion to
revenue; and research will constitute a relatively large portion of total expenses. In
contrast, colleges in the convenience segment might be expected to have excess
classroom space, enabling student enrollment to enter right up through the start
of classes; the production function will have a small investment in quality; price
will be relatively less inelastic, perhaps even elastic; and research expenses may be
negligible. ,

It may be that many colleges in the.convenience segment are small and strugglin,
to survive financially, while colleges in the brand-name segment are large and
financially stable.

Financial Constraint

Colleges deal perpetually with financial constraint—with revenue, expenses, excess
revenue, or deficits. The upper boundaries of revenue constrain expense boundaries,
assuming that the institution intends to yield zero net profit (the not-for-profit
constraint). Of course, the zero net profit is not a condition that must be met each
year, but large and continuing profits do require decisions to be made about pricing
and allocation of revenue toward expenses or the expansion of financial reserves.
Likewise requiring attention are deficits continuing over several years—a troubling
trend because of the implication that stock resources (balance sheet items such as
cash and endowments) are being depleted to keep the doors of the institution
open. The limits on how long an institution can continue to run deficits are cash
position, endowment and gift restrictions that limit their conversion, and the
capacity of other assets (receivables, plant, and equipment) to be collateralized.

vy
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Financial Equilibrium

Independent institutions maximize their core values, according to the Hopkins
and Massy economic model, only when they reach a state of long-range financial
equilibrium—when revenue and expenses and long-term growth rates for such
are in balance. Financial equilibrium occurs when the underlying economic forces
of demand, supply, prices, and production sustain long-run financial equilibrium.
Reaching and maintaining equilibrium are accomplished through careful monitoring
of key factors, such as rates of growth and contributions to revenue or expenses.
The importance of a set of key factors—such as tuition, endowment pay-out, gifts,
compensation, equipment and building maintenance, student services, and
administration—are subject to the financial structure of an institution. Long-run
financial equilibrium is the sine qua non of independent colleges in general, and
small independent colleges in particular.

Due to their sheer size, large colleges tend to achieve and maintain financial
equilibrium more readily than do smaller colleges. As such, they can compensate
for any imprecision of allocation decisions made by presidents and faculty far
removed from the large departments and programs they oversee. In contrast, small
colleges have maintained (sometimes just barely) their financial equilibrium in the
absence of sufficient reserves through superior management control; presidents
and faculty of smaller institutions have the agility to respond and improvise more
quickly in the face of economic uncertainty.

Economic Model

The preceding economic maximization model for independent institutions of higher
education can be generalized through the following relationships:

maximize V(X,S,P) subject to the following constraints:
FF*XS) =0 (k=1,2,..m)
D*X,SP)=0 (k=1,2,...n)
R(X,S,P) - CX,S,P) =0
where
V = values to maximized
X = activities (tangible and intangible)
S = stocks
P = price
F = production function; F = 0, the elements stand in relation to
each other
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D = demand function: D = 0, the elements stand in
relation to each other
R = revenue
C = cost
R - C = 0; revenue minus costs over the long term
equal zero
k = there are k production and demand functions
long-run financial equilibrium, subject to:
(R (X o, Sgu, P N = (G (X, Spu P ),
where
R =rate of growth for revenue
C, =rate of growth for expenses
X g Sgu Py = 1aLE of growth and weighted value
for X,S, and P1
t = time period (1,2,n)

Winston Variation

Gordon Winston sheds light on how the market for higher education is shaped by
a college’s nonprofit status, its method of production, and its relative position in
the market. As nonprofit entities, independent institutions cannot appropriate excess
revenue (profits) for personal benefits. Because no payoff exists for having profits
as a goal, Winston suggests that independent institutions turn to maximizing
academic quality as their primary goal. Academic excellence as a goal, “often defined
relative to other institutions . . . has a positional aspect.” In other words, the
academic quality of any institution, be it demarcated externally or internally, is
defined relative to others. How do colleges achieve academic excellence? According
to Winston, they buy it on the market using tuition discounts to attract top-quality
students.®

The best students are valuable inputs to instruction and to the academic
reputation of the institution. Students add a synergism to instruction, with the
quality of instruction presumed to advance given the quality of the students
involved. Recall that the best new students seek colleges that enroll the best students.
The top new students, because they represent an important asset to colleges seeking
to maintain or advance their quality rankings, can actually sell their services to the
highest bidder; colleges will vary discounts based on relative differences in academic
quality among students."’ |
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According to Winston, a defining economic characteristic of colleges is that
they set prices lower than the cost of production, thus creating substantial subsidies
to the cost of education. Independent nonprofit colleges can offer subsidies to the
extent that revenue from sales (of degree programs) is supplemented by donations
(gifts and endowment funds built from gifts). Donations provide the wealth needed
to create subsidies and to determine relative position in the market.

Winston offers evidence for two levels of subsidies upon which donated wealth
has an influence: (1) the tuition subsidies already discussed and (2) a general
education subsidy. According to Winston, the tuition discount is relatively small
when compared to the general subsidy, the general subsidy being the difference
between the total cost of production and the sticker. The ratio of the average general
subsidy to the average tuition discount is about 3 to 1.%°

Table 4.1
Cost, Prices, Subsidies, and SAT Scores: 1995

1=
o £ Sez g, g 3 ‘—gg’
(= (7] = X%) IO 2 a oc RN«
1 3,300 22,800 28,500 5,700 20.1% 67.1%
2 3,800 11,100 14,900 3,800 25.4% 78.6%
3 4,300 . 9,300 12,300 3,000 24.4% 81.6%
4 4,500 8,200 11,000 2,800 25.6% 85.1%
5 3,700 7,300 9,900 2,600 25.6% 84.9%
6 3,900 6,500 9,400 2,900 30.8% 87.1%
17 3,500 5,800 8,700 2,900 33.1% 86.9%
8 3,500 5,100 8,400 3,300 39.5% 88.6%
9 2,900 4,100 8,700 4,600 52.5% 87.1%
10 1,600 1,800 7,900 6,100 77.4% 84.7%

Source: Gordon C. Winston, “Subsidies, Hierarchy, and Peers: The Awkward Economics of Higher
Education,” Journal of Economic Perspectives 13, no. 1'(winter 1999): 19, 28.

Table 4.1 includes student enrollment, general subsidy, average cost per
institution (the economic cost comprising general educational expenditures, plus
_capital expenditures), cost ratio, and acceptance rates. The cost ratio is the ratio of
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the average cost of education compared to net price. Table 4.1 clearly illustrates a
vertical ranking based on the cost ratio. An increase in subsidies appears to be
closely associated with an increase in the percentage of applicants accepted. This
relationship between the size of the subsidy and the acceptance rate supports the
contention that wealthier institutions can use their subsidies to create excess
demand. They-therefore have greater control over the characteristics of applying
students.?

The general subsidy is valuable to the extent that a wealthy institution creates a
product attractive to students seeking academic excellence. The wealth must be
invested in a prestigious faculty, state-of-the-art technology, pleasant surroundings,
the latest in student services, and a quality student body.*! As colleges descend the
subsidy scale, where donated wealth diminishes to the point where it virtually
disappears, they enter a highly charged marketplace where they find themselves
competing frantically for students—as convenience colleges providing immediate
services and facing excess demand.

Another notable relationship in table 4.1 is that the smallest subsidies are
associated with the smallest colleges. This relationship suggests that size (number
of students) may have an independent effect on the wealth of an independent
college. Small colleges may not be operating at an economy of scale that permits
them to accumulate wealth. In addition, donors may perceive them to be inefficient
due to their size, choosing not to assist them because of a belief that gifts may not
be used efficiently.

Winston’s proposition says simply that the relative shares of tuition and donated
wealth determine an independent college’s capacity to subsidize its costs, which in
turn determines whether the college has excess demand for its product. In other
words, colleges that can create oligarchies will have a stronger place in the market
than those that cannot.

The Winston relationship can be stated in a simple algebraic form, which can
then be substituted in the financial constraint (revenue minus cost equals zero in
the long run for a nonprofit organization) and in the long-run financial equilibrium
(revenue and costs are balanced in the long run) of Hopkins and Massy.

The following four equations express Winston and Hopkins and Massy
propositions. The first equation is Winston’s subsidy relationship, which is then
substituted in the financial constraint model of Hopkins and Massy (the second
expression). The third equation weights the tuition and donated wealth factors to
indicate their relative shares in the revenue mix. The fourth equation, the relative
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impact model, restates the weighted constraint equation so that donated wealth,
tuition, and cost are a set of proportions relative to revenue. The relative impact
model delineates that changes in the proportion of donated wealth directly
influences the scale of the subsidy. The fourth equation modifies the relative impact
model to conform with the long-run equilibrium model of Hopkins and Massy,
resulting in a balanced relationship between the weights and growth rates of revenue
and expense components. The relative impact model and long-run equilibrium
model will be used in later chapters to frame the assessment of the financial structure
of independent colleges and universities in general, and small independent colleges

in particular.

Restatement of Financial Constraint
Model in Terms of Subsidy

subsidy = (cost-tuition) = donated wealth
financial constraint = ((cost-tuition)-donated wealth) = 0
weighted constraint = ((cost-((tuition/revenue) revenue))-((donated
wealth/revenue) revenue))
relative impact model = donated wealth/revenue = ((cost/revenue)-
(tuition/revenue))
equilibrium model = (d/r)gwt = ((c/r)gwt-(Vr)gwt)

d = donated revenue,

C = cost,
t = tuition,
I = revenue,

g = rate of growth over time (1),
w = weighted to revenue,
t=time=(1,2,...n)

Economy of Scale

Economy of scale describes an organization’s capacity to provide its services at a
minimum unit cost or, more precisely, “marginal cost or average cost per student.”
The resulting number is usually viewed as a summary figure denoting how cost-
effective an organization is at providing services or goods.
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Although economy of scale is an abstraction, its value is determined by the
conditions that define the organization. For example, many small colleges need
every smidgen of revenue to survive, so courses—often called independent
studies—frequently are offered at well-below-average class size. The instructor is
paid a pittance of the usual adjunct rate, perhaps no more than 10 percent per
student. But the pay is so low that incentives for instructors to meet regularly with
students or to provide sufficient hours of instruction disappear. Financially weak
colleges find the arrangement worthwhile because instructors are paid below the
tuition rates. If colleges offer higher pay rates to increase hours of instruction, the
new pay may act as a perverse incentive that yields more courses and no improvement
in time spent with students. The result of trying to do right by the student is to reduce
net income flow to the college, a powerful disincentive to an impoverished college.

As independent courses proliferate, the value of the degree deteriorates. Students
pass through some colleges with a high percentage of courses taught as independent
studies. Credit for such may have less to do with knowledge gained than with
ticket punches accumulated to meet credit requirements. At this point, inefficient
scale becomes truly destructive to the small college. The value of the student’s
education declines because graduates do not have the skills purported to accompany
the degree. Employers become disenchanted with the college’s graduates in general.
Word spreads first among graduates that their investment holds little value, then among
potential students, and the college’ applicant pool shrinks. The college must turn to
the least-qualified applicants and produce more unqualified graduates. Falling
enrollments lead to higher tuition rates, one more disincentive to potential enrollees.

Inefficient scale of operations can slowly but surely grind away the capacity of
a small college to offer a credible product. Regularly scheduled, publicly monitored
classes must be regarded not just as a cost-efficient goal, but as necessary discipline
for both students and instructors if small colleges and their graduates are to survive
their respective marketplaces.

Summary

Although economics can be a dreary science, it does provide insight into decisions
made in response to forces that shape a market, particularly a highly complex
market like higher education. Small colleges can have a vibrant economic life if
they understand the markets in which they operate. Those markets can be just as
complex as those for large prestigious institutions. Student market segments, grants
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and gifts markets, labor, supply, and capital markets all have a powerful influence

on a college’ fundamental decisions. Markets have a direct effect on faculty quality

and work loads, staffing, student services, tuition pricing, admissions requirements,

degrees, facilities, alumni wealth, and other decision areas. The board and president,

if they want to foster a vibrant institution, must have a well-honed appreciation of

all the markets that drive operations and decisions.
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Financial Structure of Small Colleges

Financial resources enable colleges to fulfill their missions. A sound
financial structure provides resources for instruction, research, public
service, and the other services that we expect an institution to provide.
Stewardship of college finances—the protection of current and future
resources for the benefit of students—is one of the chief responsibilities
of presidents and boards of trustees. This chapter considers the financial
essentials of small colleges, specifically the components of financial
structure, financial performance measures, and strategic allocation
decisions.

Few studies address how colleges in general finance themselves
through financial structure, let alone how small colleges do so. Presuming
net income as an adequate indicator of finance practices, studies have
focused on the only information available—revenue, expenses, and net
income flow from operations. A sustained period of negative net income
suggests the depletion of financial resources, and positive net income
suggests the expansion of financial resources. But the net income
presumption is not always valid. Colleges with strong endowments, for
example, can endure long periods of negative net income, preserving
financial resources even during periods of economic expansion. Moreover,
positive net income does not necessarily indicate financial strength.
Receivables rather than cash may constitute net income, and a large
portion of receivables may be uncollectible. Many colleges operating on
the brink of financial distress use receivables as a form of financial aid—
a risky tactic if students neglect their bills.

Colleges with financial systems weighted heavily toward net income
are vulnerable to changes in the student market. Leaders who build
financial systems with a diversified mix of financial components reinforce
their colleges against the vicissitudes of the market and the economy.
These enviable colleges have a strong flow of net income from gifts, which
results in large transfers into the endowment fund and cash reserves that
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grow without reliance on short-term borrowing. They build market power by using
their strong financial position to buy the best students. Less sophisticated colleges,
on the other hand, do not have sufficient financial resources to build market power.
As a result, they are like small businesses taking whatever the market gives them.
Price is determined by external factors, not by internal financial reserves. These
colleges operate with negligible or negative net income, and they fund current
operations through short- and long-term debt.

A college’s president and chief financial officer must mix and weight net income,
cash, receivables, payables, debt, endowments, fixed assets, and net assets—the
components of financial structure—such that they are convertible assets to current
operations. Wealth is created from net income, endowments, gifts, or debt. Short-
term assets such as cash or receivables usually flow directly from net income.
Payment of short-term liabilities such as payables, accruals, and short-term notes
usually depends on cash from students paying their bills (receivables) and on the
cash flow as students register. If students are slow to pay or if they do not pay, then
the college may have to convert long-term assets (endowments or buildings used
as collateral) to cash or make short-term loans.

The conversion rate of a fixed asset depends on the asset, its residual values,
and its use. Buildings, given their flexible design, and chairs and desks, given their
standard design, may be useful for decades if not centuries. Computers and electrical
equipment, however, may have much shorter utility spans due to the rapid
obsolescence of technology. Depreciation measures the conversion of assets into
current consumption. Though accounting standards require that colleges record
depreciation, its impact on financial structure may not be taken seriously.! As a
result, some colleges fail to build sufficient reserves to replenish existing assets
and improve productive capacity, and they end up offering inferior educational
services on the market.

Endowment conversion is constrained by a payout rate that follows the “prudent
stewards rule,” which charges the board with preserving the value of the
endowment.” Given that constraint, endowments are typically converted for use
either to support scholarships for students or to provide a general subsidy for
operations. Though a college’s capacity to subsidize a student’ education is critical
to its standing, tuition discounts during a bidding war can quickly eviscerate
endowments or force the college into unfunded scholarships so that an endowment
cannot offset the growing gap between tuition and net price. Growing an endowment
depends on good fortune in investment choice—and presents quite a challenge to
the small college that has an endowment but receives no additional gifts to expand it.
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Because colleges cannot create wealth by selling new equity, new wealth will
have to come from debt for those institutions that cannot generate adequate wealth
from net income, gifts, or investments. Weak or negative net income combined
with assets that have little residual value (depreciated assets or small endowments)
translate into low credit ratings for the college and higher interest payments on the
debt. The college with the capacity to generate positive flow from net income and
assets that have sufficient or excess residual value will borrow with less risk and
pay lower interest rates.

Elements of a Financial Structure

The financial structure’s capacity to subsidize prices, boost production, and respond
to economic change will determine whether a college survives or succumbs to
market forces. The financial structure has three primary divisions that together
represent how income is produced, stored, and used: income production accounts,
working capital accounts, and permanent capital accounts (table 5.1 next page).

Income Production

Income production for small colleges denotes the stream of revenue and expenses
from the production and sale of educational services and products. Revenue
accounts include tuition and fees, government contracts, grants, gifts, auxiliary
services, and interest income. Expense accounts include instruction, research, public
service, student services, academic administration, scholarships, plant operations,
institutional services, and auxiliary services. Institutional services encompass
business office operations, telephones, administrative computing, insurance, and
nondepreciable building and equipment projects. Auxiliary services refer to
expenses associated with dormitories, bookstores, health services, and any other
services funded through student fees.

Revenue accounts. Student revenue (tuition, fees, dormitory charges, and
bookstore sales) is the principal revenue source at most small colleges, whose
survival demands that in lieu of other revenue sources, student revenue be generated
to build financial reserves. Gift and grant income contributions to operations are
insignificant at these heavily student-revenue dependent colleges, and their
endowment fund returns are too small to keep pace with inflation, building upkeep,
or the cost of new equipment. Record keeping and auditing costs associated with
federal grant requirements sometimes exceed the tuition revenue they generate.
Like investors who place all their investments in a single market sector and watch
them go south when that sector is out of favor, colleges that rely heavily on tuition
revenue will watch such revenue evaporate in response to changing market demands.
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Table 5.1
Chart of Accounts

The standard accounting classification used in higher education classifies expenses in terms
of function and object accounts. Function accounts pool expenses around a common
activity—for example, instruction and research. Object accounts include the usual account-
ing categories: salary, benefits, operations, etc. Account categories and descriptions are
listed below.

INCOME PRODUCTION ACCOUNTS

Revenue Accounts

1. Tuition and Fees
Includes continuing education fees, conferences, and seminars

2. Government Appropriations
Includes federal, state, and local appropriations

3. Government Grants and Contracts
Includes federal, state, or local government grants or contracts

4. Private Gifts, Grants, and Contracts
Includes contributions

5 Investment Returns
Includes investment income, interest, dividends, rents, and royalties; and gains and
losses (realized and unrealized). May include student loan interest and irrevocable
trust distributions

6. Educational Sales and Services
Includes sales incidental to instruction, research, or public services. Examples: film
rentals, university presses, or dairies

1. Auxiliary Sales and Services
Includes sales from services to students, faculty, or staff. Fees charged are directly
related to cost. Examples: health services, residence halls, intercollegiate athletics,
and college stores

8. Hospitals
Independent Operations
Includes operations independent of core mission. Example: revenue from federally
funded research and development centers

10. Other Revenue
Includes all other revenue. Examples: gains on sale of plant assets, actuarial gains,
or unusual and nonrecurring items.
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Expenditures: Functions

1.

10.

1.

Instruction

Includes credit and noncredit courses but excludes administration

Research

Includes research commissioned by an agency external to the college or sepa-
rately budgeted within the institution. Also covers institutes, research centers, and
individual and project research

Public Service

Includes noninstructional services beneficial to noninstitutional groups
Academic Support

Supports the core missions of instruction, research, or public service. Examples:
libraries, academic development or computing, administration, or any medical
clinics supporting instruction

Student Services

Includes admissions, registrar, or services contributing to students’ emotional or
physical well-being or cultural or social development outside of instruction.
Examples: guidance counseling, financial aid, student records, intramural athletics,
and student health services {if not an auxiliary enterprise)

Institutional Support

Involves daily operational support. Examples: executive direction, legal or fiscal
operations, administrative computing, and marketing

Scholarships and Fellowships

Includes payments made for services not part of the institution. Does not include
direct scholarship expenses reported net of tuition and fees

Operation and Maintenance of Plant

Includes services for buildings, grounds, property insurance, utilities, etc.
Hospital Expenses

Reported if hospital revenue

Independent Operations

Includes expenses unrelated to primary mission of the institution but that contribute
indirectly to it. Example: federally funded research and development centers
Auxiliary Operations

Reported if auxiliary revenue
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Object Accounts

IR

Salary

Benefits

Operations and Maintenance of the Plant
Depreciation

Interest

Other

Changes in Net Assets

1.

® N e wWwN

Actuarial Gains or Losses

Any adjustments reported for funds held in trust
Sale of Plant Assets: Gains or Losses

Other Gains or Losses

Discontinued Operations

Extraordinary Gains or Losses

Changes in Accounting Principles

Net of Revenue and Expenses

Total Change in Net Assets

Working Capital

1.

Cash (asset)

Includes cash, certificates of deposit, treasury bills, etc.

Receivables Net of Allowance for Uncollectible Amounts (asset)

Includes student billings, auxiliary enterprises, hospitals, government
appropriations, interest receivables, and contribution receivables
Inventories, Prepaid Expensés, and Deferred Charges (asset)

Includes inventories from bookstores or food service and any advance payments
for services not yet received

Accounts Payable, Accruals, and Deferred Revenue (liability)

Deferred revenue usually refers to tuition received in advance of instruction
Postretirement and Postemployment Obligations (liability)

Government Grants Refundable Under Student Loans (liability)

THE SMALL COLLEGE GUIDE TO FINANCIAL HEALTH: BEATING THE 0DDS

68

78



Permanent Capital
Amounts Held for Construction (asset)

Long-Term Investments (asset)
Plant, Property, and Equipment - Net of Depreciation (asset)
Annuity and Life Income (liability)
Beneficiary interests from annuities, trusts, etc. held by the institution
Bonds, Notes, Capital Leases, and Long-Term Debt (liability)
. Other Liabilities
7. NetAssets
a. Unrestricted (Undesignated and Designated)
Net assets with no restriction and quasi-endowments funds
b. Unrestricted (Net Investment in Plant)
c. Permanently Restricted
Net assets with permanent donor or grantor restrictions

el

o o

Definitions are taken from IPEDS (Integrated Postsecondary Education Data System), the U.S. Depart-
ment of Education’s reporting system for higher education. IPEDS definitions conform to accounting
standards mutually established by FASB (Financial Accounting Standards Board) and NACUBO (National
Association of College and University Business Officers).
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Small colleges with strong income flows from donors and endowments are very
fortunate. These build their financial reserves (endowment funds) to secure their
place in the market and for the future. Financial risk for them involves errors that
depleté resources over the long term, thereby reducing the stature of the college.

Expense accounts. Instructional services form the core of expenses at most small
colleges, with research services playing a lesser role. During the first decade of the
21st century, as baby boomers retire to be replaced by a much smaller pool of
qualified instructors and administrators, compensation will likely grow at a fast
pace. Colleges that struggle with the cost of supply and demand will feel tremendous
pressure to hire the best instructors while remaining price-competitive and offering
large tuition discounts.

During the last decade of the 20th century, the largest growth in expenditures
occurred in the area of financial aid services, which rose by more than 360 percent
while instructional services increased only 125 percent during the same period.>
Small colleges cannot ignore the impact of financial aid on student decisions and
must increase their financial aid packages if they want to retain their mobile piece
of the student market. Business Officer reports that tuition discounts on average
now cover 25 percent of tuition costs, which is equivalent to giving away one year
of a four-year degree.* The impact of such largesse on colleges’ financial performance
could be ruinous.

Small tuition-dependent colleges seeking long-term financial stability must figure
out how to increase the flow of funds from operations to financial reserves. These
colleges operate much like businesses that generate revenue primarily through
sales to clients—they can fall into sustained periods of operational deficits if
unforeseen events affect client demand. Thirty percent of colleges with fewer than
2,000 students reported deficits for five of the nine years between 1988 and 1997.
When operational deficits become the norm, financial resources are sapped to
fund instructional programs and student services. The college on a perpetual
downward spiral becomes unattractive to potential students and easy prey for
competitors.

Working Capital

Working capital includes assets and liabilities generated from income production.
It exists because of accrual accounting. Receivables, inventory, accounts payable,
accruals, and unearned revenue represent accounting devices used to match revenue
and expenses to current operations. If the college has already produced the revenue
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but not received the cash, then receivables are booked. If courses have been taught
but faculty not paid, then payroll accruals are booked.

Cash and short-term investments should be the most important components of
working capital. These two accounts provide immediate reserves to pay outstanding
bills, cover the payroll, and respond to opportunities or unexpected events. If cash
and short-term investments fall short, the college must resort to short-term debt
to cover bills and payroll. Cash shortages are the primary cause of sleepless nights
for the chief financial officers of many small colleges.

Permanent Capital

Permanent capital includes net revenue retained from income production,
permanent assets, liabilities, and net assets. Assets include plant, equipment, land,
and investments; liabilities include long-term debt such as loans, mortgages, and
bonds. Permanent capital represents the stored wealth of the institution and as
such provides the fundamental support for income production over the long term.
The rate of conversion of this wealth into current operations may be conceived as
the depreciation rate on fixed assets and the payout rate on endowments, but the
payout rate must not deplete the fund. Given the board of trustees’ duty as stewards
of the long-term assets of the institution, the board must carefully protect those
resources so that future generations of students can enjoy a higher education.
Complex algorithms may govern payout rates, but the general rule of preservation
is fairly simple: the endowment payout should be less than the rate of inflation, or
around 5 percent of the market value of the endowment fund.

Permanent assets will have short life spans if not rejuvenated with new funds.
Net assets must grow fast enough for the college to invest in production and thereby
match current demands of the market and the competition. Permanent capital can
grow through funds from operations, investment growth, new asset gifts, or debt.
When endowments and donations are modest, colleges must rely on either net
income from operations or on debt to fund internal investments. Many small colleges
may use net income to stoke minor capital projects such as painting buildings,
renovating offices, or purchasing computers. Major projects must then be funded
judiciously by debt so that the college is not overwhelmed by debt service as it
works to maintain productive capacity.

Capital investments with life spans of only a few years make heavy demands on
the capital reserves and net income of small colleges. Outmoded hardware, software,
and instructional programs must be brought up to speed if colleges intend to
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maintain student interest as well as an efficient flow of information. The big problem,
of course, is how to continuously fund the investments that will provide for
appealing programs and new computers and telecommunications equipment.
Unfortunately, a little obsolescence goes a long way in dulling the competitive
edge. Colleges large and small ought to look to depreciation as an indicator of
competitive weakness. More than a simple accounting exercise, depreciation reflects
the condition of a college’s fixed assets. As depreciation increases relative to plant
assets, the college loses its ability to reinvest in itself.

The board and president must balance income production, working capital,
and permanent capital in a way that affords the college flexibility to respond to
change, improve services, and maintain stability in times of crisis. Revenue flows
must be strong enough to sustain core services while producing sufficient excess
revenue (net income) to bolster financial reserves in the form of investments. Net
income must therefore generate enough cash for the college to support short-term
reserves and make capital investments. As the Hopkins and Massy planning models
suggests, managers of a college’ financial structure must have as their goal an
equilibrium state wherein revenue is balanced with expense growth, and financial
resources expand.

Measurements of Financial Structure

Measurements of financial structure delineate how a college finances itself. Does it
do so primarily through operations, cash reserves, endowment, or debt? Market,
reputation, and financial capacity constrain the construction of financial structure
from one college to another. If a college’s student market consists of low- to middle-
income students, that college will find it difficult to raise prices rapidly in response
to inflationary or technological change. Colleges reputed to be great centers of
learning are particularly attractive to donors, and their alumni (the former student
market) are likely to have the means to provide substantial gifts. Existing financial
resources may impose the greatest constraint on a college, with wealthy colleges
thriving and penurious colleges sinking in a sea of rapidly changing market
demands.

To ascertain financial structure, one can measure the relative weights of the
revenue, expense, asset, liability, and net asset accounts. For example, tuition and
fees could be divided by total revenue, instructional expenses divided by total
expenses, cash divided by total working capital assets, or investments divided by
assets. One could also compare the components to show how funds flow and how
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financial reserves (endowments, buildings; and equipment) are converted to use.
A variety of financial ratios provide insight into the internal relationships among
different parts of the financial structure and the relative capacity of the financial
structure to withstand unexpected events. Data used to compute relative weights
of accounts, growth rates of accounts, change in dollars over time, and standard
financial ratios that provide comparative benchmarks can be found in colleges’
annual audits. '

Relative Weights

Relative weights are simple computations that provide information on revenue
sources and on allocations for expense, working capital, and permanent capital
accounts. Performed over time, these weightings reflect changes in allocations and
help to minimize distortion when large dollar changes have occurred. The relative
weight of revenue (or expense) accounts can be figured by dividing the relevant
account by total revenue. Weights for working capital and permanent capital are
figured by separating assets and liabilities. The weight for a working capital asset
(or a working capital liability, permanent capital asset, or permanent capital liability)
is the relevant account divided by total working capital assets.

Rate of Growth

To compute the rate of growth, divide the current value for an account by its value
during an earlier period. For example, if gifts totaled $2 million during the year
2000 and $1 million during 1996, the rate of growth is 100 percent, or $2 million
divided by $1 million. A compounded rate of change would yield the account’s
annual growth rate. Rates of growth can be used to compare and track changes
among the interactive parts of the financial structure. It is important, for example,
that revenue growth match or exceed expense growth. (When expenses outpace
revenue, net income eventually turns negative despite any surplus produced by
operations.) A combination of growth rates and relative weights can identity
strengths, weaknesses, or impending problems within the financial structure’s
various accounts.

Dollar Tracking

Dollar tracking can pinpoint the underlying distribution of the flow of new revenue
through expenses and net income. What proportion of new revenue goes to
instruction, student services, administration, or compensation, for instance? Because
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budgets tend to be constructed incrementally, with new monies being haphazardly
added rather than strategically integrated, it is especially important to highlight
budgetary changes. Following money through the financial structure will enable
financial leaders to test the assumption that incremental changes to the budget
make sense.

Tracking the flow of dollars from net income to working and permanent capital
accounts will indicate whether operations yield commensurate increases in cash,
or whether net income is being absorbed by receivables, or whether cash is being
bolstered through short-term loans or long-term debt that has not yet been dispersed
for capital projects. Small colleges must be familiar with the flow of dollars through
their financial structures. What are the sources of new dollars for fixed assets and
investments, for example? Are the dollars coming from net income? Restricted
gifts? Increases in the market value of investments? Debt? Dollar tracking, weights,
and growth rates are simple measures that can help small colleges embolden their
financial wherewithal.

Financial Ratios

Credit-rating agencies, government agencies, auditors, and consulting firms
developed financial ratios to determine if the financial condition of a college is
adequate to support its mission and its long-term debt obligations.” Ratios and
trend analysis are often combined to see whether a college is maintaining, building,
or depleting its financial reserves.

Moody’ Investor Service, the leading credit-rating agency in higher education,
began using ratios in the early part of the 20th century to rate the ability of
companies selling public debt to meet their debt service obligations. Moody’s has
applied its experience to higher education when colleges and universities entered
the public debt market. The National Center for Higher Education Management
Systems (NCHEMS, a U.S. Department of Education Center) tested financial ratios
in the late 1970s to find measures that could identify financially weak colleges.
Although these tests were never completed, NCHEMS did identify several ratios
that were linked to financial risk in independent colleges and universities. For
example, they found that colleges with higher interest expenses, higher rates of
tuition dependence, and smaller reserves faced greater financial risk.® Two national
firms, KPMG and Prager, McCarthy & Sealy, have also formulated ratios to measure
the financial viability of higher education institutions. They base their ratios on
field experience analyzing the finances of colleges and universities and on their
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work with ED on financial assessment ratios. ED used the assessment ratios to
ascertain whether colleges receiving federally sponsored financial aid funds were
financially viable. NACUBO had KPMG and Prager apply their ratios to independent
institutions so that the private sector would have the means to assess its finances.

The Moody’s, NCHEMS, and KPMG and Prager ratios will be used here to follow
the flow of funds within the financial structure. Small colleges can use the ratios to
gain insight into the factors that shape their financial structures. Tables 5.2-5.6
illustrate several ratios, categorized to monitor income production, working capital,
and permanent capital (see Appendix B for additional ratios).

Table 5.2
Ratios for Monitoring Income Production: Operations

Annual operating margin7 adjusted total unrestricted revenue* — total
unrestricted operating expenses
adjusted total unrestricted revenue

*Limit gains and losses to 4.5 percent of last year's cash
and investments less net assets released from
construction acquisition of fixed assets.

Debt service coverages operating surplus (deficit) + interest and depreciation

A ratios of less than $2.08 is a principal and interest payments
concern to credit rating agencies.9

Risk ratio' interest expense
total expenditures

Revenue flexibility ratio" total unrestricted revenue
total revenue

Expenditure flexibility ratio” full-time faculty + operations and
maintenance of plant
total expenditures

. 13 ™. .
Revenue source risk tuition and fee income
Measures tuition dependence total revenue
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Table 5.3
Ratios for Monitoring Working Capital

. 14
Operating cash net cash
Measures cash reserves; the unrestricted revenue less gains and losses
trend should increase.

. 15
Current ratio current assets

Measures capacity to meet sIhort-term current liabilities
debt; satisfactory level is 2:1.

Available funds ratio" cash and short-term investments
The most conservative measure of current liabilities

liquidity; .75 or above is satisfactory.m

Table 5.4
Ratios for Monitoring Permanent Capital
19 .

Return on net assets change in net assets

Measures change in an institution's ' total net assets*

wealth; the numerator drives the change.
* Sum of net assets beginning and end of year,
divided by two

Unrestricted financial resources unrestricted net assets — net investment in plant

. 2 .

to direct debt direct debt

A ratio of greater than 1indicates

financial assets are retained; a ratio of

less than 1indicates a lower return or

investments that are less than physical

assets.

Change in composition ratio change in financial assets

Identifies which is growing faster, change in physical assets

financial assets or plant.
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Table 55

Ratios for Monitoring Permanent Capital: Debt Management

Expendable financial resource to direct debt”
Unrestricted and restricted net assets minus property
plus long-term debt. Aratio below 1is less able

to respond to adverse conditions (KMPG, 22).

Leverage ration

A ratio of less than 2:1 implies that during short-term
economic adversity, the institution would have
difficulty making loan repayments.

total unrestricted and temporarily
restricted net assets — net
investment in plant

direct debt

total available net assets
directdebt

Table 5.6

Ratios for Monitoring Permanent Capital: Plant Management

Plant coverage

Depreciation

plant expenses
fixed assets

depreciation expense

fixed assets
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Allocation Decisions

A college can also mine its financial structure to discover how it deploys resources
to strengthen market position or how it builds wealth. Michael S. McPherson and
his colleagues contend that institutions share four basic objectives directed toward
achieving academic excellence. How each college achieves these objectives varies
according to its wealth-building and resource allocation practices:

Institutions seeking to maintain or improve educational quality prefer larger
endowments.

* Institutions seeking to build financially viable enrollment bases and institutions
seeking to increase the number of select students prefer lower tuition to higher
tuition and higher to lower quality of educational instruction.

* Institutions that recruit a broad socioeconomic population of students prefer larger
to smaller spending weights and growth rates on financial aid.

* Institutions that want to improve prestige and reputation prefer larger to smaller
spending weights and growth rates on instruction and research.?’

The McPherson study found that as wealth increased at independent colleges
(in the form of government appropriations, grants, endowments, and gifts), financial
aid increased faster and tuition increases were smaller.> Federal financial aid had
a comparable wealth effect on tuition.?* In addition, increases in endowment wealth
led to positive changes in instructional spending.®

While most colleges strive for academic excellence, small colleges battling to
survive from day to day and from registration to registration may have a more
prosaic goal: financial stability. They have different objectives and allocation
preferences.

e Institutions that want to increase enrollment prefer lower vs. higher rates of
increase in sticker price and are indifferent to student quality.

° Institutions that want to control costs prefer part-time faculty, lower rates of
growth in expense components, relatively low weights for institutional financial
aid, and greater rates of growth in administration.
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* Institutions that want to build short-term financial stability prefer increased cash
and net working capital and reduced debt vs. expanded endowment funds.

* Institutions that want to improve their reputation prefer permanent assets vs.
endowment assets, or instruction over research. 26

Price Elasticity

Financial structure should provide enough information to compute a simple price
elasticity measure for each college. Price elasticity suggests the relative degree of
control institutions have in the market—in particular, their ability to change price
without adversely affecting revenue. Gordon C. Winston’s model suggests that
price should be less elastic for independent institutions with greater wealth because
they control the selection of students by creating excess demand.?” The corollary
of this proposition is that price is more elastic for independent institutions with
less wealth. Therefore, it should be expected that for institutions with very low
tuition dependency, price would be less elastic, and price for institutions with
high tuition dependency would be more elastic.

Summary

This chapter has provided the components and means of measuring the financial
structure of small independent colleges. Each division of financial structure—
income production, working capital, and permanent capital—is built around a set
of accounting categories, such as revenue, expenses, assets, and liabilities. The
means to measure the financial structure—weights, rates of growth, dollar tracking
and financial ratios—ascertain resource allocation and wealth within and between
financial structures. The financial structure can be further explored for information
on how small colleges deploy their financial resources to strengthen financial
stability, and price elasticity can be used to assess the relative power of small colleges
within their markets.
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Identifying Financial Distress in Small Colleges

Chronic financial distress is not a temporary lapse into deficit, but a
pervasive condition. Considerable evidence suggests that many colleges
operate in chronic financial distress. During a five-year period in the
1990s—one of the strongest growth periods in America’s history—33
percent of independent colleges reported deficits for three of the five
years (see chapter 1). In colleges that struggle daily with financial distress,
boards and administrators spend most of their time seeking cash to keep
the doors open. Planning focuses on finding the money to pay faculty
and vendors, not on improving the instructional program or responding
to changes in the marketplace. Colleges in chronic financial distress
survive from registration to registration, on donor gifts as they trickle in,
and from one bridge loan to the next. The long-term view does not exist
for them.

No matter how redeeming a college and its mission may be, certain
events combined with a severely weakened financial structure can push
it over the brink. A college that has relied on short-term bridge loans, for
example, would almost certainly be forced to close if banks refused to
provide further funding. A college in this situation probably would be
forced to apply all excess operating income to short- and long-term debt
reduction. Credit analysis would eventually indicate the hopelessness of
its financial condition, donors would shun the college, and the bank
would decide to cut its losses.

Financial distress can be defined using the composite financial index™
(CFI), developed by KPMG and Prager, McCarthy, and Sealy to assess
the financial viability of independent colleges. This model employs
financial ratios, which are converted to strength factors, weighted, and
summed to produce an index score that measures financial condition.

The CFI assigns scores to 10 levels of progressively stronger financial
conditions and then combines the scoring system with broad financial
strategies. A college with a low CFI, for example, might be advised to
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assess its survivability, while a financially flexible college with a high CFI might be
advised to experiment with ways to build a more robust financial structure. CF1
offers a powerful tool for financial strategy because the index score measures
financial condition and the components of the ratios suggest where colleges need
to focus their attention.

Using the Consolidated Financial Index

The CFI model is built on simplicity and easy access to data. It focuses on a set of
core ratios that represent important aspects of financial risk that should be
monitored consistently:

e operations (primary reserve ratio)
° long-term debt (viability ratio)
e short-term results (net income ratio)

e the ability to increase wealth (net asset return)

The resulting score dilutes weakness in one ratio with strength from another.!

The CFI is computed using a four-step process. After the value of each ratio is
calculated, it is converted to a strength factor that compares individual ratio values
with corresponding threshold points on the CFI scoring scale (table 6.1). The
strength factor is then weighted for the relative importance of that factor in the
final CFI score. The weighting factors are normalized for retained wealth rather
than for income from current operations.

A college’ financial health is ascertained by comparing the CF1score to the CFI
performance chart (table 6.1). The scores overlap because the index is not intended
to represent financial health as a precise point on a chart, but rather as a range for
a particular level of health. Given the CFI score, the range also suggests action the
institution ought to consider.

Core Ratios and Computations

Primary Reserve Ratio

The primary reserve ratio measures the financial strength of an institution, indicating
the surplus resources it could use for debt without recourse to additional net income
(net asset) support from operations (table 6.2). Preferably, the ratio would increase
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Table 6.1
Consolidated Financial Index Scoring Scale

Scale Level CFl Scoring Range Action

One -1to 1 Assess viability to survive

Two 0to2 Re-engineer the institution

Three 1t03

Four 2to4 Direct resources toward transformation
Five 3tob

Six 4t06 Focus resources to compete in future state
Seven 5to7

Eight 6to8 Experiment with new initiatives

Nine 7t09 New initiatives/achieve a robust mission
Ten >9 Deploy resources to achieve a robust mission

Source: Ronald E. Salluzzo, Philip Tahey, Frederic J. Prager, and Christopher J. Cowen, Ratio Analysis in
Higher Education, 4th ed. (New York: KPMG LLP and Prager, McCarthy & Sealy, LLC, 1999), p. 24.

at the same rate as growth in expenses. If the ratio increases more slowly than
expenses, expendable net assets will represent a shrinking margin of protection
during adversity. A declining primary reserve ratio indicates a weakening financial
condition. A ratio of .4 indicates that the institution has five months of reserves
(40 percent of 12 months), which suggests cash flow for short-term cash needs,
reasonable levels of cash for facilities maintenance, and reserves for unanticipated
events. When the ratio is below .15, the institution probably uses short-term
borrowing for cash and struggles to find reserves for reinvestment.?

Net Income Ratio

Net income ratio indicates whether operations produced a surplus or a deficit.
This ratio has a direct bearing on the other three (primary reserve, return on net
assets, and viability). Given the impact of depreciation, net income ratio should
fall within or above 2—4 percent. Large deficits over a period of years signal the
need for the institution’s board and management to focus on restructuring the
institution’s income and expense streams. A deficit in a single year is not cause for
concern if the institution is financially strong, understands the reasons for the
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deficit, and has a plan to remedy the situation. There are two computational forms
of this ratio. The first—excess (deficiency) of unrestricted operating revenue over
operating expenses (table 6.3)—is used when operating activities are separated
from nonoperating activities. The second form—change in unrestricted net assets
(table 6.4)—is used when operating activities are not disaggregated.’

Table 6.2
Primary Reserve Ratio
o Total expendable net assets + unrestricted net assets )
o -
= +temporarily restricted net assets 2
4]
c - property, plant, and equipment 'i,
% U ®
2 (net of depreciation) §
g +long-term debt ®
(]
E - o
& 3
Total expenses Total expenses &
é’.

Source: Salluzzo et al., Ratio Analysis in Higher Educ