Strategic Budget Advisory Committee
5/9/13, 1:40 p.m.
Minutes from the April meeting were approved.
Diane Newton was unable to attend today, so there was no review of the usual financial reports.

o Financial reports were emailed to SBAC members. If anyone has questions or comments
about them, please email Diane Newton.

Bunny Adcock — introduction and review of UCA Financial Analysis he has put together

o Snapshot and explanation of various ratios and financial relationships: Primary Reserve
Ratio, Net Operating Revenue Ratio, Viability Ratio, Debt Burden Ratio, Composite
Financial Index, etc.

o Purpose of the report is to compile all necessary information into one place where
anyone can review it and come away with a good understanding of the University’s
overall financial position

o This report will help the Board of Trustees in setting parameters as laid out in the
Strategic Plan.

o Full report is attached to minutes — revised as of 5/13/13
The committee will meet in June and July.

The meeting was adjourned at 2:25 p.m,



Financial Analysis for UCA

The purpose of this report is to offer key ratios and financial data that will give an indication of the financial
health of our University. This report is a result of my experiences as Vice President of Finance at UCA and as
State Bank Commissioner, In both instances, I've observed organizations making poor decisions because of
the lack of information. In my opinion, if these organizations had been properly mformed, they would have
made different decisions, and the outcomes that affect people and the organizations, may have been different.

I want to make one point very clear. The purpose of this report is not to tell the Board of Trustees what they
can or cannot do. The purpose of this report is to point out strengths and weaknesses. If the Board is made
aware of weaknesses and wants to continue, that is fine. One problem may have been that previous boards
were not fully aware of these indicators and may have made decisions without all of the financial
information. I offer an example of when I was the State Bank Commissioner and was in an exit interview
with the FDIC in a community bank. The FDIC told the Bank’s Board that they had entirely too many loans to
one certain type industry. This is called concentration of credit. The president of the bank complained, *“That
is all we do here. I don’t have any other loans.” The FDIC Examiner in charge said, “I'm not telling you to
stop making those loans. I'm telling you to be aware of the risk.” That is the purpose of this report. Be aware
of the risks,

COMPOSITE FINANCIAL INDEX (CFI)

There are four key financial questions that institutions need to ask themselves.
1. Are resources sufficient and flexible enough to support the mission?
2. Are resources, including debt, managed strategically to advance the mission?
3. Does asset performance and management support the strategic direction?
4. Do operating results indicate the institution is living within the available resources?

It is generally accepted that the following five ratios offer a good overall financial measurement of an
institution. These five ratios are by far the most important ratios you will see in this report. The charts and
information that follow these five key indicators are back-up and further information. Those charts and
information will add clarity and explanation to these five ratios.

The CFI includes four commonly used financial ratios:

Primary Reserve Ratio — A measure of the level of financial flexibility

Net Operating Revenues Ratio — A measure of the operating performance
Return on Net Assets Ratio — A measure of overall asset return and performance
Viability Ratio — A measure of the ability to cover debt with available resources




CFI Elements

Primary Reserve Ratio
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If all revenue stopped, what amount of expendable resources would be available. This ratio provides
a snapshot of financial strength and flexibility by indicating how long the institution could function
using its expendable reserves without relying on additional net assets generated by operations. In this
case, the total resources that an institution could spend on operations (¢xpendable net assets) are
divided by the total expenses for the year. So if the funds that could be spent were $4 million and
total expenses were $2 million, the ratio would be 2.0 (4 divided by 2). If it were turned around, and
funds that could be spent were $2 million and total expenses over the year were $4 million, the ratio
would be 0.5 (2 divided by 4). The most obvious interpretation of this is that with a ratio of 2.0 the
institution in the first scenario could exist for two years with no additional revenue before all the
expendable resources were gone, while the institution in the second scenario could operate for six
months. No institution would ever want to do this, of course. The real significance is that a ratio is
0.15 would mean funds for about two months of operation. In this case the institution will
probably need to borrow short-term to make payments, and it does not have the resources it needs to
maintain the physical plant and to invest m the future. The Higher Learning Commission
recommends a primary reserve ratio of at least 0.4 or better. The KPMG benchmark is 0.400.

The university’s FY 2012 ratio of .245 when weighted represents expendable net assets available to
cover 2.94 months of mission driven expenditures. KPMG’s suggests that rescrves of about 5
months of expenses are nceded to carry on a reasonable level of facilities maintenance and
appear capahle of managing modest unforeseen adverse financial events,

The below chart compares the University’s Primary Reserve ratio for each of the years to the IPEDS
and Arkansas averages for this ratio:

FY 2008 2009 2010 2011 2012
UCA -0.008 0.028 0.127 0.216 0.245
IPEDS* 0.292 0.249 0.298 0.346 -

Arkansas**  0.341 0.302 0.330 0.317 0.394

*IPED schools include: Eastern lllinois, Western Kentucky, Appalachian State, and Middle Tennessee.
**Arkansas schools include: Arkansas Tech, UALR, and ASU-Jonesboro.
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Net Operating (Operating Margin) Ratio is calculated as operating income (loss)+net

non-operating revenues/operating and non-operating income. A positive ratio indicates that the
institution experienced an operating surplus for the year. Generally speaking, the larger the
surplus, the stronger the institution’s financial performance as a result of the year’s activities. A
negative ratio indicates a loss for the year. A small deficit in a particular year may be relatively
unimportant if the institution is financially strong and is aware of the causes of the deficit and has an
active plan in place that cures the deficit. A target of at least 2% to 4% is a goal over an extended
time period, although fluctuations from year to year are likely.

The primary reason that institutions need to generate some level of surplus over long periods of time
is because operations are one of the sources of liquidity and resources for reinvestment in
instimtional initiatives. Conversely, generating a known deficit in the short term may well be the best
strategic decision that a board makes, if it is an affordable investment in its future and the deficit will
clearly be eliminated through specific actions.

A comparison of UCA’s Net Operating Revenue ratio compared to the IPED schools average and the
Arkansas schools average is presented below:

FY 2008 2009 2010 2011 2012
UCA 0.043 0.030 0.034 0.056 0.051
IPEDS* 0.032 0.012 0.055 0.060 -
Arkansas**  0.012 0.015 0.047 0.038 0.040

*IPED schools include: Eastern lllinois, Western Kentucky, Appalachian State, and Middle Tennessee.
**Arkansas schools include: Arkansas Tech, UALR, and ASU-Jonesboro.

A positive number will generally indicate a year when revenues outpaced expenditures. The KPMG
benchmark is 0.04 which suggests a spending rate of 4 to 6 percent for public institutions that
do not have a set spending rate. In FY 2012 the increase was slightly less than in the previous year.

Return on Net Assets Ratio is calculated as the change in net assets/net assets. This ratio
determines whether the institution is financially better off than in previous years by measuring total
economic return. Both unforeseen and planned events can and will affect the return on net assets
ratio, and some years the ratio may be below the recommended level of 3% — 4% above inflation.
Occasional drops in the strength factor of this ratio, however, are not a cause for concem if the
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financial reason for the drop is understood and it is a one-time financial event from which the
institution can recover, If the return on net assets ratio is not 3% — 4% above inflation for a
period of time, you should be concerned. The KPMG benchmark is 0.06 or 6% to establish a
rate of return in excess of the growth in total expenses.
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The University’s Return on Net Assets ratio is compared to the Arkansas Schools and IPED school
ratio averages:

FY 2008 2009 2010 2011 2012
UCA 0.075 0.036 0.131 0.104 0.062
IPEDS* 0.084 0.042 0.110 0.116 -

Arkansas®*  0.056 0.077 0.087 0.091 0.067

*IPED schools include: Eastern lilinois, Western Kentucky, Appalachian State, and Middle Tennessee.
**Arkansas schools include: Arkansas Tech, UALR, and ASU-Jonesboro.

The trend shows a decline since 2010, but it is important to note that beginning in 2009, the
university coupled a dramatic cut in expenditures with stimulus funding and bond reimbursements,
much of which was captured by the university as expendable net assets.

Viability Ratio is calculated as expendable net assets/long term debt. This measures the
availability of sufficient cash, or other convertible assets, to pay institutional obligations. In that
the long-term debt need not be paid off at once, there are no absolute thresholds for this ratio. In the
viability ratio, the “expendable” resources are divided by long-term debt. When expendable funds
equal lon =rm debt, for example, the ratio would be 1. When expendable funds are twice the
amount of long-term debt, the ratio is 2. Falling below a ratio of 1.0 will limit the institution’s ability
to fund new initiatives through debt and will make current creditors nervous. Certainly not all debt
is bad, but you will want to keep your institution above the 1.25 level on the viability ratio as
recommended by KPMG.
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FY 2008 2009 2010 2011 2012
UCA -0.011 0.044 0.223 0.317 0.322
IPEDS* 0.523 0.439 0.469 0.538 -
Arkansas**  0.710 0.642 0.530 0.549 0.615

*IPED schools include: Eastern llinois, Western Kentucky, Appalachian State, and Middle Tennessee.
**Arkansas schools include: Arkansas Tech, UALR, and ASU-Jonesboro.

The university’s rate increased significantly over the 2008 low water mark of -0.011 to 0.317 for
2011 and has increased shightly for FY 2012. These increases are significant, especially since more
than $36 million of long term debt was added to the balance sheet. The current ratio indicates the
university has $32 of expendable net assets for every $100 of debt. NACUBO has a benchmark of
1:1, however universities with stable state support can safely operate at lower levels. This is
evidenced by the IPEDS and Arkansas averages for 2011.

Crl

Definition: The Composite Financial Index (CFI) is a measure of the institution's overall financial
health based on the sufficiency and flexibility of resources, the management of debt, the performance
of assets, and the results of operations. A score of 3.0 is considered the threshold for financial health.

Once each of the four ratios is calculated above, the relative strength of the score, or strength factor,
and its importance in the mix of creating a composite score, or weight, is computed. The result is one
weighted score for each indicator that when added together produces the Composite Financial Index.
The strength factors and CFI score are standardized scores that fall along a scale of -1 to 10.

Interpretation:
A CFI score of 3 is the threshold of institutional financial health. A score of less than 3 indicates a

need for serious attention to the institution’s financial condition. A score of greater than 3
indicates an opportunity for strategic investment of institutional resources to optimize the
achievement of institutional mission.










Higher Learning Commission Ratios-FY2008 thru FY2012

UCA’s Ratios and CFI1 Score(un-weighted)

Ratio and Description Ideal per KPMG 2012 2011 2010 2009 2008
Primary Reserve Ratio .40 or better 0.245 0216 0.127 0.028 <0.008>

This ratio indicates the amount of time during

which an instituiion could pay its expenses. A

A0 indicates it would have the ability to cover

ahout 5 months of expenses from reserves. It

means institutions operating at this ratio rely on
Internal cash flow to mect short term cash needs,

are gble tu curry on reasonable fucilities mainienance,
and appear capable af munaging modest unforescen
adverye financial events,

Net Operating Revenue Ratio 2%-4% 51% 5.6% 34% 3.0% 43%

A positive ratio indicates the colfege experienced
An operating surpius for the year. The larger the
surplus, the stronger the institution financial
performance as a result of the year s activity,
However, a large surphus may indicate under
spending on mission critical investments.

Return on Net Assets Ratio 6% 6.2% 104% 13.1% 3.6% 7.5%

This ratio determines whether the institution

is financially better off than in previous years

by measuring total economic return. The ratio
Jurnishes @ broad measure of the change in an
institution’s total wealth over a single year and

iz based on the level and change in total ret assets.
Thus, the ratig provides the most comprehensive
meuasure of the growth or decline in total wealth
of unl Institution over a specific period of lime.

Viability Ratio 1.2 0322 0317 0.223 0.044 <0.011>

This ratio measures one of the most hasic
determinants of clear financial health: the
Availability of expendable net assets to cover
debt should the institution need to setife its
obligations as af the balance sheet duate. The
level that is right for the institution is institution
specific.

Composite Financial Indicator Score (CFI)
3 or greater 1.92 231 210 071 1.05

This ratic combines the four core ratios above
into a single score. The combination, using a
prescribed weighting plan, allows a weakness

gr strength in a specific ratio io be offset by
another ratio result, The CFT is useful in helping
boards and senior management understand the
Sfinancial position that the institution erjays in
the markelplace.
















Facilities Maintenance Ratio = Plant Expense

Total Revenue
This ratio answers the question of how much of total revenues are expended on operations and
maintenance of plant facilities.

FY 2008 2009 2010 2011 2012
6.79% 6.68% 11.46% 8.49% 8.46%

*The benchmark for Facilities Maintenance Ratio is 6.4%

The three year downward trend could suggest the university is not keeping up with its commitment to
facility aintenance, however, the 2010 ratio reflects a higher than normal spending on facilities due
to the Federal ARRA funding. With that consideration, the ratio trend is stable for years 2011 and
2012, yet significantly higher than in years earlier than 2010. This indicates that even while
rebuilding reserves and supporting the academic mission of the university, the facilities are not
neglected, but rather put on a more prominent level.

A sampling of the major projects that have enhanced the living and learning environment include: the
completion of an off-campus redundant site for the technology based support of the campus; the new
College of Business; the new LEED certified residential facility; restoration of a historic 776 seat
auditorium; complete interior facelift of an academic facility; renovations to multiple housing
facilities; strategic property purchases; construction of a 200 seat amphitheater; and, major deferred
maintenance on more than 20 buildings.

Space needs for Academic Buildings at the University

The chart below is the calculation which determines space needs. The formula subtracts the
space needs from our actual academic and library space to arrive at a deficit figure. The
University’s calculated Academic space needs per the ADHE table above are 2,297,391 square
feet. Our actual square feet as reported to ADHE for 2012 was 1,428,119. Therefore, based on
the current calculation the University has a need of 869,272 square feet.

Summary of Academic Space Projection Model Outcome

Space Type Method |Square Feat
Classrocom 702,793
Library - Shdy Space {6.25 5q. Ft. par FTE 65,274
Stack Space 0.1 Sq. FL. per Volume 98,676
Staff Cffices 12.5% of Stack & Stwdy Space 20,494
Technology/Service |9 Sq FLFTE 93,995
Tatal Library 278,440
Research 9,000 Sq. FLAFt Million Research Funds 58,281
Office Space - Faculty 190 Sq. FL. per FTE Fagudlty 140,055
Non-Faculty  }1.8 times FTE facully times 170 Sq.6F 225,563
Sub Total 1,405,132
Academic Support Space 9% of Classroom, Library, Research, Office 126,462
Total Academic Space 1,631,594
Ingtitutional Support Space 765,797
Total Space Needs 150% of Academic Space Requirements 2,297,391
Actual Space 2012 1,428,119
Additional Square fi. needed 8689.272| (Source: ADHE 2/26/13)
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fiscal year shall be deducted from the state funding recommendations as determined by the
appropriate funding formula model for the fiscal year in the following biennium.

NOTE: “Academic scholarships” does not include:

*Graduate assistantships or fellowships

*Tuition waivers based on age, military service, or occupation and ouf-of-state
tuition waivers for graduate students or students from contiguous states in close
proximity to a college or university.

*Scholarships for transfers from two-year institutions

*Scholarships made to a student who gualifies for a maximum Pell grant

*Performance scholarships made to a student who qualifies for a maximum Pell
grant.

The University’s Academic and Performance scholarship expense without the exclusions above as
presented on the ADHE Series 30-1 report are listed below:

2011-12
2010-11
2009-10
2008-09
2007-08

14.64%
16.39%
19.43%
23.19%
Records for the exclusions were not documented for this year or prior
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Unrestricted/Unallocated Cash

The unrestricted/unallocated balance that has been previously reported is funds that are in the
Education & General or Auxiliary funds that are available for use in operations. These funds are not
restricted as to use. The amounts reported below are cash and cash equivalents and do not reflect any
receivables or payables which would be used in the calculation of fund balance.

The unrestricted/unallocated balances without receivables and payables at June 30" for eacb fiscal
year follow:

2012 $19,014,226
2011 $11,768,838
2010 § 4,545,095
2009 § 719,263
2008 <§ 4,279,020>

Fund Balances
FUND BALANCE is when liabilities are subtracted from assets, there is a fund balance. A positive

fund balance means there are more assets than liabilities; a negative fund balance means just the
opposite. Fund balance can be complicated by the fact that part of the fund balance is reserved and
part unreserved. The difference between reserved and unreserved is that the unreserved can
potentially be authorized for future expenditures while the reserved cannot. Additionally, the fund
balance is a residual and not necessarily a cash amount.

Educational and General Fund balances are the perennial measure of the financial condition of
institutions for higher education. For universities that minimum recommended level is 5 percent of
the E&G operating budget with an ideal level of at least 14 percent. In 2011-12, only five of the
universities were able to achieve that level and only two mstitution’s fund balance was less than 5
percent. However, that can be misleading unless other fund balances are studied in detail along with
these findings.

University E&G Fund Balances as a Percent of Revenues FY
FY 2008 - FY 2012
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The growth rate (measured as the change in net assets/net assets at the beginning of the year from the
audited financials), for the University since 2010 has reached unsustainable levels due to Federal
stimulus ARRA funding in 2010-2012 and the strategic plan to hold down expenses in order to
rebuild the fund balances and unrestricted cash reserves. The growth rate in the future should come
down as the University’s reserves are rebuilt and the rate will align more with the foundation. The
UCA Foundation’s growth rate appears to be in a more acceptable and stable range other than for
2012 which was due to one-time items. These one-time items include a decrease in investments of
$332,642 due in part to paying off a loan against an insurance policy owned by the Foundation, a
write-off of $1.369 million of unconditional promises to give for a grant from the Walton Family
Foundation due to its termination, and additional debt of $2.14 million for a loan on the weight
training center and skyboxes.

NEW STATE LAWS

Department of Higher Education Funding Formuta

In 2011, Senate Bill 766 was introduced and later passed to become Act 1203 of the regular session
of the Arkansas General Assembly to clarify funding formula calculations for state supported
institutions of higher education. The Act reads, “The Department of Higher Education in
collaboration with state college and university presidents and chancellors, shall develop funding
formulas consisting of a needs-based component and an outcome-centered comnponent which will, in
prnciple, seek to provide fair and equitable state support to all postsecondary students across the
state, regardless of the state institution attended, while at the same time recognizing:

1) The different needs for lower level, upper level, and graduate level mstruction at the
various institutions;

2) The requirements for specialized equipment, labs, and smaller class sizes in some
disciplines;

3) Unique missions such as agricultural extension services, research, medical sciences,
workforce development, and public service; and

4) Growth, economies of scale, and other appropriate factors.

It appears the purpose of this act is to “promote and increase the satisfactory progression,
matriculation, and graduation of all students enrolled in two-year colleges and universities.”

Due to the complexity of this act, plus our current economic conditions, the implementation of these
measures will most likely be delayed.
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INSTITUTIONAL EMPHASIS

Instructional Expenditures per FTE Student= Instructional Expenditures
FTE

This ratio provides a measure of the unit cost of preduction for education provided to students.
Causes for declining numbers warrant further investigation, as they could indicate either increased
efficiency in producing instruction or decreased emphasis on academic programs.

FY 2008 2009 2010 20 012
$5,416 $5,680 $5,351 $5,610 $5,570

We should stay fairly consistent in this measure, meaning our class size and faculty to student ratio is
maintained at a consistent level.

Student to Faculty Ratio

Student FTE to Faculty FTE Fall 2013

ASU) 26.4 14.7 15.0

ATU 27.2 14.7 9.2
HSU 23.5 11.6 9.2
SAUM 22.5 111 9.6
UAF 34.4 13.5 5.4
UAFS 21.4 14.4 -
UALR 23.8 15.9 8.2
UAM i8.3 11.0 8.5
UAPB 21.6 12.1 4.4
UCA 23.9 13.7 81

The University’s Institutional Research department has student FTE to faculty FTE ratio data broken
down and presented by the below categories:

FY 2007 2008 2009 2010 2011
Honors College 12.4 13.9 13.8 10.4 8.6
Undergraduate Studies 14.4 18.6 15.4 16.9 16.2
University Total 17.7 18.3 17.9 17.4 17.2
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**Please place a cherk marl- heside your name to indicate your attendance of the

meeting on . Thank you.
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Instructional Development Center  Sylvia Childers (V) ri 2014
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Athletic Administration designee Darrell Walsh (V) 2013
President-elect, Faculty Senate George Bratton (NV) E 2013
Vice-President, Staff Senate Lindsey Osborne (NV) 2013
Vice-President. SGA lovana Ilic (NV [ ] 2013

V = Voting member
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