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To:                                               Goff, Ann Frances V
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From: Fethke, Gary C
Sent: Thursday, June 12, 2014 4:37 PM
To: Anstreicher, Kurt M; Gardial, Sarah
Subject: New funding model

Sarah and Kurt,
 
I’m enclosing a draft of something I’m writing that relates to the new funding model.  I’m trying to make the point
that differences in the cost of programs ma er, and they ma er significantly.  Rewarding three quite different
universi es based on the number of resident enrollments provides an incen ve to equalize unit costs and to
make all of the universi es the same.  This is not a good idea to my way of thinking.  I welcome comments,
sugges ons, etc.
 
Best,
 
Gary
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Regents’ New Aid Formula is Found to be Really Lacking 

In a Des Moines Register Opinion piece (“Regents’ aid formula was found to be lacking,” June 7, 2014), David Miles laid out the thinking that led to the recently adopted performance-based budget allocation for the Regent universities.  He cited two criteria for allocating the state appropriations: 

1. “Does the present methodology provide essential funding to equitably cover the gap at all three universities between tuition paid by resident students and their fully allocated cost of instruction?”

2. “Does the current approach incent our institutions to educate Iowans?

It’s nice to see the criteria articulated, and it’s helpful to have access to the data that was used to shape the thinking of the committee.  However, I think that a reasonable assessment reveals that the new program will meet neither of these criteria, in part because the Miles Commission did not fully consider relevant cost differences in the mix of undergraduate and graduate programs.

Resident tuition paid and fully allocated cost

The first question only can be answered by defining with some precision terms like “tuition paid by residents” and “fully allocated cost of instruction.”  Residents do not pay list tuition; they pay list tuition minus tuition set asides, allowances and other adjustments.  For example, in 2013, the actual average tuition paid by UI residents was $8,315.  The UI appropriation per resident was $12,555.  Thus, tuition paid by resident students plus the subsidy per resident student amounted to $20,870.  How does this revenue relate to UI cost?

The three Regents universities have different fully allocated costs because of their very different program mixes; they also face different peers in competing for faculty and staff.  High-cost professional programs in dentistry, medicine, law, and pharmacy significantly affect the UI cost structure, just as the lack of these programs affects the cost structures of ISU and UNI.  The annual costs to educate a student as reported to College Measures by the UI, ISU, and UNI are $20,371, $13,932, and $13,182 respectively.  These costs are all very much in line with those of peer institutions.  ISU’s costs are 68% of UI’s and UNI’s costs are 65%.  Mr. Miles reports the current subsidies for UI, ISU and UNI are: $13,612, $8,543, and $7,481.  The subsidies for ISU are 63% of UI’s and UNI’s are 55%.  It appears that the subsidies basically track the differences in cost.

The traditional budget allocation for the UI has been doing what Mr. Miles suggested that it should do.  Revenue from tuition and the subsidy exceeded the cost per UI student by just $499 ($20,870 - $20,371).  The subsidy thus appears to fill “the gap…between tuition paid by resident students and their fully allocated cost of instruction.”  This also appears to be the case for ISU and UNI.

Performance-Based Budgeting

What will happen under the new performance-based scheme?  The annual legislative appropriation to the regents is a base-plus allocation; as such, it’s not based on resident enrollment.  Recently, as resident enrollment has increased, the subsidy per resident has decreased.  This has occurred because state support for higher education has declined and enrollment has increased.  Specifically, from 2010 to 2014, total state support declined by 11 %, while total enrollment increased by over 19%.  Growth in demand for public higher education, competing demands for other needed state services, and the Great Recession swamped the ability of the legislature to keep pace with enrollment growth.

What are the implications of strapping onto the Legislature’s base-plus allocation the new performance-based scheme in which sixty percent of the annual appropriation is earmarked to support resident enrollment?  Several implications of how this 60% is to be allocated seem to have been missed.  For example, if overall resident enrollment increases from its current level of 40,341 by 1000 residents, the subsidy per resident would decline from $7,127 to $6,956. This decline occurs if there is no link between enrollment and the amount allocated by the legislature.  Essentially, the three universities compete for whatever is allocated, and any increases in total resident enrollment that are achieved will simply reduce support per resident; it’s a zero sum game!  

Using the regent’s data and current resident enrollments, the average appropriation for each resident under the new scheme is projected to be $7,127.  Taking into consideration both tuition per resident and the new subsidy, the UI will receive $15,532 per resident ($8,315 net tuition plus $7,127 performance-based subsidy).  Note that this combined revenue per student is $4,839 short of the UI’s reported cost per full time student of $20,371.  This substantial gap cannot be closed by adding resident enrollments.  If implemented today, assuming current UI resident enrollment and no change in cost per student, the total shortfall at the UI would be $66.4M; this is not a trivial matter.  If the UI somehow managed to entice 1000 residents from ISU or UNI, the shortfall would increase to $71.2M.   When you lose $4,839 on each resident, you can’t make that up by adding more.

Incentives

Mr. Miles’ second question asked whether the performance-based proposal would incent Regents institutions to educate Iowans.  As a Regents’ policy, all three universities charge the same tuition to residents; all have the same entry requirements; and all implement similar tuition set-aside programs.  These conditions imply that the average tuition revenue received will be about the same.  For the sake of the argument, say the $8,315 now received by the UI is a typical amount.  Under the new scheme, the subsidy per resident will be $7,127.  This calculation implies that each resident student will contribute $15,532 in revenue.  This revenue contribution falls short of “fully allocated cost” per student at the UI by $4,839, but exceeds it by $1,600 at ISU, and by $2,350 at UNI.  While the proposed change would pass Mr. Miles’ criterion for ISU and UNI and more than cover their revenue/cost gap, it would fail significantly for the UI.  Can the UI afford to admit a resident when doing so leads to a loss of almost $5,000 per resident?  Since it cannot raise tuition unilaterally and has to break even, the options are to cut unit costs by lowering quality, cut back on the UI-distinguishing high-cost programs, or forego admitting more resident students.    

The apparent outcome of the new funding model is to push for an equality of cost per FTE across the three universities, with the UI needing to find ways to drastically cut its costs (or raise revenue from other sources), with ISU and UNI able to increase their expenditures per student.  The missed implications of the funding scheme is that it  provides an incentive to equalize costs across universities, presumably by offering similar profiles of programs.    

The distribution of enrollment among universities depends on program offerings, personal preferences, and the amount spent by each university on programs that attract students.  In short, if you want to attract more residents, you lower net tuition and spend more resources on popular academic programs, intercollegiate athletics, small classes, providing personal attention by quality faculty, attractive dormitories, better food services, wellness centers, student services (recruiting, advising, placement),  and appearing welcoming.  All of these things are expensive.

Since list tuition and entry standards are the same for all three universities, the only way to lower net tuition is to use more of the tuition set aside funds to attract residents, regardless of their financial need.  The current tuition set aside amounts for the UI and ISU are about $80M and $75M respectively.  These funds can be focused at resident recruiting, and, surely, some will be used strategically, and inequitably, in that fashion.

The spending per FTE on student services at the UI, ISU, and UNI are currently $1,258, $1,116, and $739, respectively.  There is room under the new allocation for ISU and UNI to increase spending in these and related areas, but there is little flexibility for the UI to do so, without cutting expenditure on instruction.  Yes, ISU and UNI are “incented” to attract residents, because it’s profitable for them to do so under the new funding formula.  Unfortunately, the UI will likely join in the competition.  But, lowering net tuition for residents will increase the already substantial gap between resident revenue and fully allocated cost.  We can easily turn a $4,839 gap into something significantly larger.

[bookmark: _GoBack]Rewarding resident enrollments and ignoring the cost structure of three quite different public universities has led to a plan that “incents” the institutions to become more alike.  Tuitions for residents are the same, entry requirement for residents are the same, and, now, the new funding model allocates the same subsidy per resident.  In invoking a level playing field on the revenue side, the regents are introducing rules that encourage the three institutions to educate Iowans at the same cost.  It seems reasonable to ask: In what?



