The following ‘notes’ refer to the session Shifts in Income Sources and the Impact on Internal Resource Allocation Policies, a presentation at the Canadian Association of University Business Officers’ Conference, “Adjusting the Sails”, in Halifax, June 21-24, 2003
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Good afternoon. It is a pleasure to be in Halifax and have the opportunity to ‘mix and mingle’ with members of the Canadian Association of University Business Officers (CAUBO). The annual CAUBO conference provides an opportunity for networking and learning about developments in the higher education sector across the country. In that spirit, this presentation – Shifts in Income Sources and the Impact on internal Resource Allocation Policies – has been prepared based on some preliminary research into how institutions are coping and managing with fiscal realities that have emerged  over the past decade or two.

My particular interest in this topic stems from a background in planning, budgeting and institutional research and observing, during my term at the Council of Ontario Universities, some of the major resource allocation issues that institutions were grappling with as tuition was de-regulated in some programs, earmarked funding for growth became a significant issue, matching funding for capital created its own set challenges, and the federal government began investing heavily in PSE through vehicles such as CFI, CRC’s,  increased funding for the granting councils, indirect costs and the Millennium Foundation .  

Each one of  preceding issues could be the topic of a separate discussion but today the emphasis is on how shifts in income have affected internal resource allocation policies and practices.
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For today, I am going to focus on five main areas as noted in the slide.  

After a quick review of revenue changes over the past few decades, the characteristics of the revenue changes are reviewed, followed by a review of how institutions tend to respond to changing environments.  I’ll then spend some time on the various resource allocation models and policies that institutions are adopting in response to the changing fiscal environment and then, turn to some lessons that seem to be emerging from the experiences to date.

So let’s begin with a quick overview of the major revenue changes that have occurred over the past few decades.
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This table is NOT intended to put you to sleep with a hard to read set of impenetrable figures. Rather, it is intended solely to show the results of looking at revenue by source over time and illustrating how the revenue flows have changed. 

The source of this data is the annual CAUBO Report – Financial Information of Universities and Colleges.  I chose to look at a subset of CAUBO institutions and provide enough aggregation to draw some conclusions about changes in university financing in Canada. Further, the ‘change’ in revenue by source is shown as an INDEX to simplify the comparison. So, for example, since 1980 – based on the CAUBO data – and based on these institutions, it appears that provincial operating grants have increased by a factor of 1.9 while CPI has increased by  a factor of  2. Thinking of it another way, CPI doubled over the period while provincial grants increased by less than inflation.  Fees increased almost seven-fold over the same period.

The enrolment change is also illustrated – about a 40% increase over the period – but I have made no effort to calculate  a measure of per student funding change. The reasons are twofold:

· First, the emphasis here is on revenue change by source – not the overall change; and

· Second, changes in institutional funding practices and CAUBO reporting  guidelines  have a tremendous impact on the comparability of data. For example the introduction of an Alternative Funding Plan for clinical faculty at Queen’s University in the mid-1990’s resulted, overnight, in what appeared to be the addition of approximately $40 million in Operating Revenue. Yet what it really reflected was a change in reporting practice – the funding used to flow directly to the clinicians as ‘fee for service income’ and was not part of the university’s funding. Another example is the change at the University of Toronto in the late 1990’s when a significant amount of Special Purpose and Trust funds were included in Operating Revenue to provide a more comprehensive picture of the ‘operating budget’. Yet another example is the change in CAUBO from net to gross reporting which inflated reported revenues yet did not really change the revenue situation at all. Taken together, those three items account for at approximately $150 million of the reported increase in operating revenue.

We know that government agencies use the CAUBO data without recognizing its limitations and without paying attention to possible changes in reporting practice that can have a significant impact on the results.  CAUBO’s Financial Reporting Committee is reviewing the situation and no doubt will address some of these comparability issues in the future. 

However, back to the matter at hand – income shifts….
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This slide simply portrays the calculated indexed changes from the previous table. It is evident that there have been significant differences in the rate of revenue change by source over the period, with fees, donations and investment income leading the way – in the Operating Fund.
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If one looks at the distribution of operating revenue by source, it is evident the proportion of revenue from provincial grants has declined markedly while the proportions from tuition and other fees have increased significantly.  Although the actual proportion of revenue in the Operating Fund from other sources is quite small, the apparent small shifts in investment income and miscellaneous income are important and reflect concerted efforts to diversify the revenue base.  The apparent significant shift in ‘Sales of Service’ is largely a reflection of the change in reporting from “net” to “gross” that occurred in the late 1990’s.
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This slide summarizes Revenue Change for ALL FUNDS over the period.. With inflation increasing by  factor of 2 over the period, total fees have increased by close to a factor of 7, while federal grants increased by a factor of 5, and donations by almost a factor of 10 from almost $100 million in 1980 to about $1 Billion in 2000-01.

Given accounting conventions used by universities – Fund Accounting – ‘restricted funds’ tend to be segregated from the General Operating Fund.

So far the emphasis has been on the Operating Fund.  If we turn to TOTAL revenue from ALL FUNDS, it becomes apparent that there have been other adjustments in revenue flows that deserve comment.
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If we look at the effect of those changes on the DISTRIBUTION of  revenue, the figures tell a very interesting story; a significant reduction in the proportion of funding from provincial grants with significant increases in funding from fees, donations and federal grants.
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Of note is the major increase in donations and investment income. This slide illustrates the increases in those two areas and uses 1971-72 as the starting point. As you can see, for much of the 1970’s neither ‘funding source’ increased very much BUT by 1980 significant change began to occur. 

Investment income began to ‘take off”’ (fuelled, you may recall by extraordinarily high interest rates) and as provincial governments began introducing ways to slow down the growth in public spending, there was greater emphasis on private giving. It is interesting to note that for much of the 1980’s investment income was relatively ‘flat’ but the buoyant market of the late 1980’s and 1990’s contributed to significant increases in investment income (aided of course by more donations and changes in investment policies).

Interestingly the downturn in investment income in the past year or two will have a dramatic impact on an update to this graph. Moreover it helps illustrate one of the key ‘impacts’ associated with shifts in income sources – that is a potential volatility that makes longer term fiscal planning more difficult YET more important. Institutions need to consider ways to ‘smooth out’ the effects of income shortfalls – whether they be from market changes, lower than expected enrolments or government cut-backs.
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The major increases in private funding and investment income resulted in yet another development – the emergence of Special Purpose Trusts funds as the spending vehicles for those monies.  This slide, again, uses 1971-72 as the starting point and the growth in Special Purpose Trusts is truly remarkable over the period. The other major ‘fund’ that has experienced an extraordinary increase – especially in the past few years – is the Research Fund – the infusion of federal funds (and matching provincial funds) is clearly evident – granting council increases, CFI, CRC, etc.
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Suffice it to say that there is ample evidence of significant CHANGE in Revenue sources over the past few decades. And one could spend an entire session dissecting the CAUBO Report and lending interpretation to the changes that have occurred.

However, if we consider the impact on internal resource allocation it is important to note a few specific characteristics of these funding changes. 

· First, in areas like donations, sponsored research, investment income and – increasingly operating grants – there are ‘restrictions’ placed on the use of the funds. Donors provide funds for specific purposes. The federal granting agencies and programs like the Canada Research Chairs and CFI earmark the funds for special purposes. In some provinces, earmarked funding has been provided for enrolment expansion. 

· Second, often there may be matching requirements – for every dollar received the university has to generate some ‘matching funding’ as governments, in particular, seem to have become enamored with the idea of leveraging their own funds.

· Third, the increased diversity of revenue has led to increased workloads – it takes time and energy and people to raise these funds, administer them, prepare proposals for funding and provide reports to the ‘funders’.  

· Fourth, the increased revenue diversification results in increased complexity to link the funds internally – private donations for student aid, for example, have to be meshed with government student aid policies and programs.

· Fifth, the impacts on campus can be quite uneven, with some Faculties/School able to take advantage of revenue opportunities. This also applies at the institutional level since some institutions are better positioned (and prepared) to take advantage of private giving opportunities or new research funding or earmarked provincial programs.

· And finally, often these ‘extra’ funds carry with them significant costs in other areas. Additional research funds require more infrastructure.  Increased capital funding leads to on-going operating costs. Increased fees require more student assistance funding. 
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Those characteristics of the new funding environment ultimately lead to a host of financial planning issues. 

At one time the operating grant from the province was the main source of funding and managing the ‘cash flow’ meant receiving a bi-weekly or monthly cheque and making sure it was deposited. Now with a greater reliance on other sources of income with a variety of financial arrangements, there is a need to manage those funds in a much more proactive fashion. A decade ago, few institutions had a formal ‘treasury’ function charged with cash management and investment strategy. Now, it is a big business where a few basis points can mean tens of thousands if not hundreds of thousands of dollars. Not surprisingly investment management companies have taken a greater interest in universities over the past decade or so.

Universities tend to be very ‘open’ with their financial affairs but the increasing diversity of revenue sources has made it a bit more difficult to be fully transparent, despite best efforts.

Trying to plan with a variety of income sources is both more difficult yet even more necessary. However, there are still very few institutions that formally link their planning process with a comprehensive resource allocation process.

There is an increasing need to fully understand both the total revenue picture and the ‘total’ cost picture. Efforts to become more entrepreneurial carry risks and financial obligations that need to be fully understood.

The ‘budget’ and the allocation mechanisms are coming under increasing scrutiny as the link between revenue generation and expenditure moves from ‘block funding’ to a mix of central allocations and local unit revenue generation.

In that kind of an environment questions about subsidies begin to dominate discussion and institutions then spend time (sometimes too much time!) trying to rationalize existing levels of subsidy and develop new approaches to subsidization.

Finally, trying to link the resources to planning becomes an increasingly difficult task when the ‘revenue’ carries with it significant ‘steering effects’. 
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So, what are institutions doing to address these issues and concerns?
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Before delving directly into the experiences at some Canadian universities, it may be useful to 
take a step back and look at the developments over a much longer time frame.  To help us, 
Robert Birnbaum has produced a terrific book called Management Fads in Higher Education 
(Jossey-Bass, San Francisco, 2001) that chronicles the development of a variety of  ‘responses’ 
to changing fiscal environments and political environments since the 1960’s. 

(A review of Birnbaum’s book is featured elsewhere on this website)

Birnbaum’s book actually attempts to answer the question – “Why can’t universities be more like business?”  However, it is the process of taking a step back and reviewing the management developments over a long period time that is most useful to the subject of today. Birnbaum is not a fan of management fads and he offers some sound advice that is applicable to the current situation – a changing increasingly complex environment.
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Birnbaum characterizes most ‘management fads’ by quoting other authors who have looked at management fads and tried to sum up the essential ingredients.
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But Birnbaum provides some ‘lessons’ that individuals should consider whenever they are confronted with ‘faddish’ responses to complex problems. And, as we have seen the issue of shifting income sources is creating a host of complexities!

There is no silver bullet solution. However Birnbaum walks the reader through a number of steps that need to be taken when considering any new management approach – especially the ‘invest in knowledge’, ‘culturally customize’ and ‘build in assessment’.
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Finally, Birnbaum ‘nails’ the real issue which is the need for ‘good managers’ and he becomes somewhat of a champion for the hiring, nurturing and recognition of professional staff in universities. That by itself is refreshing!

Now you might say… how does any of the preceding relate to the topic at hand?  Managing the changes in the fiscal environment can be done quite proactively and there are examples from around the country of institutions that have taken a proactive stance or are in the midst of taking a very proactive stance in managing their fiscal environment – through changes to their internal resource allocation system. 

But, there is also a bit of a ‘fad’ occurring as institution’s begin moving towards a much more decentralized model of resource allocation based on revenue sharing.  Some institutions have ‘tinkered with’ or are tinkering with their own versions of Responsibility Centred Management (Budgeting). Others are entering into revenue sharing arrangements with Faculties/Schools but not necessarily fully considering the implications of moving in that direction. Accordingly Birnbaum’s messages are very relevant!
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The management of resource allocation issues tends to focus on the five points on the slide.

There is an increasing acknowledged need to insure that the right set of incentives (and disincentives) are in place for unit heads (Deans, Directors, Department Heads) to manage the unit’s fiscal affairs in a manner that fully supports the goals and objectives of the institution and the unit.

Ultimately there is an on-going tension between de-centralized approaches versus centralized approaches.  For ‘old hands’ in this business there are lots of examples of the pendulum swinging back and forth between centralization and decentralization.

Increasingly there is recognition of the need to provide a much more comprehensive picture of revenue and expenditure flows and link the basic operating budget to capital plans, fund-raising initiatives and the use of endowments and restricted investment income. To do so, leads to the need to re-define the ‘operating budget’ to make it more inclusive of other sources of income.

And, finally there are now more examples of institutions that have moved to multi-year budgets in recognition of the need to support academic plans with a longer term fiscal framework. Planning is important and once the plan is developed and being implemented it is important to provide some protection or buffer from the annual fiscal perturbations.
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One very good example of an institution that has tackled some of the issues associated with revenue diversification is the University of Toronto. Adel Sedra was the Provost at U of T during the period from the early 1990’s through 2002 – he is, effective July 1, 2003 embarking on a new career as Dean of Engineering at Waterloo.

As he was preparing to leave the Provost’s job he took the time to write a review of his tenure as Provost. That review is on the U of T website (on the Provost’s site http://www.utoronto.ca/provost/reports.htm) and I recommend it as mandatory reading.  Dr. Sedra looks back over a decade and recognizes the importance of people to the successful accomplishment of the many initiatives that were undertaken during that time. And there are several initiatives associated with trying to encourage more revenue diversification, greater decentralization, multi-year fiscal planning and linking the university’s academic plans directly to the resource allocation process – a resource allocation process that encompassed both operating and capital. 

In a more decentralized environment he used the Academic Priorities Fund as the vehicle to ensure that institutional goals were paramount.  Local units were encouraged to find new sources of revenue but that revenue had to be spent to support the units approved academic goals. And those goals had to align with the university’s goals.
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U of T is not alone in this arena anymore. The University of Alberta is now engaged in a multi-year budget environment with a major emphasis on integrated planning – academic, capital and fiscal – in support of the institution’s mission.  The University of Saskatchewan is in the initial stages of a more integrated approach and there are other examples of institutions either implementing or considering implementing changes to their existing resource allocation policies.

In revamping policies and processes, institutions are addressing a series of specific allocation issues that range from the use of  budget savings to formal arrangements for sharing revenue with Faculties/Schools to developing appropriate vehicles for ensuring that institutional goals are paramount.

One interesting development is the re-emergence of capacity and interest in accounting for ALL costs. Although discussions about sharing revenue often focus on the incremental revenue associated with a specific initiative, it is imperative that those discussions take place with full knowledge of the total cost and total revenue associated with a Faculty/School or unit. To do so requires more effort but results in better policy.
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The ‘sharing of revenue’ and the differential ability of some units to generate revenue, has led to more comments about the “Haves and HaveNots” on many campuses. Tuition de-regulation (in some provinces) has led to many professional Faculties/Schools being regarded as the “Haves”.  Or, significant increases in research funding in the sciences leads some to argue that the Humanities are part of the ‘HaveNots’.  Resource allocation practices need to be mindful of those realities.

Similarly there are increasing expressions of concern about ‘funding’ the advancement/development functions in universities. Most institutions simply do not do a good enough job explaining how the fund-raising operations are actually funded and what goals/objectives have been set.

In a more decentralized environment it is imperative that there be Faculty/Department development plans – and a good process for review and linking them to the university’s plan. And the need for an institutional plan is very clear. Without such a plan – in an environment where there are many sources of  funding – it is simply too easy to go running after dollars and lose sight of institutional goals or Faculty/School goals.

Those plans and the linking to the university’s plan and resource allocation is all part of the accountability framework that every institution should have in place. 

In a more decentralized environment with multiple sources of income, the budget can, and does, become more complicated. Fiscal issues, generally, are more complicated than a decade ago. You need to ensure that there are capable individuals in the central services and in Faculties/Schools who can understand those complexities and pay attention to process issues as well. 

Finally, universities need to do a better job of managing the funding ‘story’. On the one hand there is never enough money. On the other hand, total revenues are increasing at a rapid pace and every day it seems there are funding announcements of one sort or another – donations, research etc.  In that environment, crying ‘poor’ to faculty, staff, students, Boards, governments and the general public, begins to ring a bit hollow. 
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The summary is straightforward. Over the past few decades there have been major shifts in sources of revenue that have triggered changes in internal resource policies.  In the past decade or so, one can see a greater reliance on a decentralized approach to resource allocation on campus. 

That development has led to more emphasis on well developed Faculty / Institutional goals and the use of ‘central funds’ to reinforce institutional goals. 

However, the optimum approach  to striking a balance between centralization and decentralization changes over time depending on the many factors influencing funding and institutional circumstances.  There is no ‘cookie cutter’ approach that applies equally to every institution. 
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Let me end with some ‘lessons’ that I have culled from looking at a number of universities across the country.

There is no ‘silver bullet’.  Each university has its own set of unique circumstances that guarantees that a common ‘template’ will not apply.

However, there are some common elements that characterize the best approaches to dealing with revenue diversification – shifts in income sources.  In all cases it is the institutional commitment to those five points (on the slide) that seem to characterize the best efforts. So, as you embark on reviewing how your institution is coping with shifts in income sources keep those lessons in mind.  Trying to design revenue sharing agreements and establish the right balance between centralization and decentralization is a very delicate business. There must be an institutional framework for the consideration of those issues – a plan, measurement indicators and public accountability.

Good luck!
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