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On behalf of the Economic Rules Group I am pleased to submit the enclosed Report. After you
review the report, the Group will be glad to meet with you and Interim Provost Augsburger to
discuss our findings and recommendations.
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tirelessly and kept in the forefront of their minds the university’s greater good.
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ECONOMIC RULES REVIEW GROUP REPORT

CHARGE

In her memorandum to the Economic Rules Review Group (“the review group™) of October
20, 2000, President W. Ann Reynolds stated:

“It has become clear to me that the goal of ensuring UAB’s continued growth and
prosperity dictates that we review and then refine both the processes and the
procedures by which three key unrestricted revenue sources are distributed within the
institution. To that end, you have been appointed a member of a small group which
I am charging with the following tasks:

1) Review how the primary sources of unrestricted revenues (state appropriation,
tuition and fees, indirect cost recovery) come in to UAB;

2) Review how these revenues are distributed internally to the schools/units;

3) Discuss and recommend as appropriate how we may want to adjust the
internal distribution of revenues.

In my view, the most important task of this group is to address how our internal
allocation processes might be adjusted to make more explicit the linkages that must
exist between those forms of faculty productivity which generate the aforementioned
income and the allocation of these funds to each school. Also, our allocation must
recognize the importance of core academic support functions like our libraries and
instructional technology.”

FINDINGS

A. Review how the primary sources of unrestricted revenues (state appropriation,
tuition and fees, indirect cost recovery) come in to UAB;

1 State Appropriations

The process for determining state appropriations for 16 senior institutions of higher
education in Alabama follows five steps:

Step 1: Determination of Need through Alabama Commission of Higher Education (ACHE)
REGIONAL STANDARD formula

Step 2: UAB’s Appropriation Request to the State Budget Office (approved by the UA Board
of Trustees)

Step 3: ACHE Funding Recommendations for the Legislature



Step 4. Governor’s Recommendation for Funding Higher Education in the Alabama
Education Trust Fund Budget

Step 5: Legislative Appropriation

A basic description of these five steps and the ACHE REGIONAL STANDARD calculation
are presented in Appendix A. The ACHE REGIONAL STANDARD formula calculation
includes the following components:

Regular Academic Program

First Professional Health Formulas
Research and Public Service
Facilities Renewal Allowance
FICA and Teachers Retirement.

This REGIONAL STANDARD is a complex formula that serves as the basis of
determination of need across the 16 higher education institutions. It should be noted that
instruction (i.e., credit hour production) is the strongest determinant of the formula.
Furthermore, credit hours are weighted based on discipline and level; these weights attribute
greater significance to graduate education versus undergraduate education. The weighted
ratio of a highest graduate education credit hour to the lowest undergraduate education credit
hour is over 20 to one.

A review of the materials in Appendix A and history of this process shows what is expected
in a regulatory process that is in the end subjected to political judgement. Negotiations,
compromises, and earmarks (e.g., designation by legislature that all new funds are dedicated
to salaries) are common. Consequently, there is not a clear linkage between UAB’s ACHE
REGIONAL STANDARD calculation or its ACHE funding recommendation and the actual
appropriation. This is evident if the FY 2000-01 state appropriation process as demonstrated
in the following data:

UAB
FY 2000-01 ‘
ACHE Regional Standard (Step 1) $401,882,300
Appropriation Request (Step 2) - $223,498,316
ACHE Funding Recommendation (Step 3) $220,185,958
Governor’s Recommendation (Step 4) $215,233,790
Legislative Appropriation (Step 5) $215,613,790

The graph in Appendix B shows that over the past several years UAB has increasingly
received less of the REGIONAL STANDARD. In FY 89 UAB received 91 percent of the
‘standard compared to 54 percent in FY 2001. Over this period state appropriations largely
have been based on what was awarded the prior year with an annual percentage increase that
is closely similar across the 16 universities.



The increasing disconnect between the ACHE standard and actual funding appears to create
dilemmas. While the appropriations are primarily based on previous year allocations, the
ACHE Regional Standard still holds advantage for UAB because the formula currently
provides the only mission-based standard that compares UAB to other institutions. (In FY
2000-01, UAB and three other institutions received "special" equity funding intended to
address these institutions’ higher disparity in funding when compared to the ACHE Regional
Standard. Hence, the Governor recommended a 5.9 percent increase for UAB while a 5.5
percent increase was recommended across all of higher education.) And while the formula
emphasizes teaching it is unclear to this review group whether the differential weighting
between doctoral credit hours in the sciences and lower division general education courses
(i.e., 20 to 1) is an accurate weighting mechanism or useful as a guide to strategic activities
related to teaching.

At the unit level, one may choose to expand graduate teaching or undergraduate teaching in
expectation of differentially higher payoffs in state funding, if the ACHE formula was
followed both by the state and internally. However, given that UAB cannot be guaranteed
of receiving any increase in state funding as a result of any increase in the formula, it is likely
that the increased cost of the graduate or undergraduate education may not be covered by
state funding. The slope of the increase in UAB’s weighted credit hour production is greater
than the slope of increases in state funding. As a result, increases in UAB’s weighted credit
hour production and its ACHE formula calculation simply result in driving down the
percentage of the ACHE Regional Standard UAB receives in state funds.

2. Tuition and Fees

Determination of tuition and fees is more straightforward than state appropriations. Deans
recommend tuition and school-specific fees to the provost and president. University-wide or
general fees (e.g., Bartow Arena Fee) are developed by the provost and president in
consultation with the deans and other administrators. These decisions consider peer
comparisons, the level of state funding, inflationary changes, and anticipated increases in the
cost of education. Final approval of tuition and fee recommendations are made by the
president and the Board of Trustees on an annual basis.

3. Indirect Expense Recovery (IER)

IER is the fund generated through conduct of extramurally supported grants and contracts.
It represents a cost allocation formula specified by federal regulations and subject to federal
approval that permits universities to recover, at least partially, certain common costs incurred
in support of sponsored activities. The federal formula for UAB includes the following
components as a percentage of the modified direct costs of research awarded:

Buildings & Improvements-Depreciation 3.0%
Equipment Depreciation 3.3%
Interest 0

Operations & Maintenance 11.8%
Library 0.7%



Departmental Administration 15.7%

General Administration 7.8%
Sponsored Projects Administration 1.2%
Total 43.5%

As indicated above, UAB’s current on-campus, sponsored research IER rate is 43.5 percent
of modified direct costs. It should be noted that UAB currently has six separate negotiated
rates: research on-campus; research off-campus; instruction on-campus; instruction off-
campus; other sponsored activities on-campus; and other sponsored activities off-campus.
While state and local agencies and private foundations may have policies that limit the
overhead rate they will pay (at a rate lower than the official IER rate), it is noted that
activities funded via these sources still have comparable indirect costs.

B. Review how these revenues are distributed internally to the schools/units:
The following table indicates which units receive major unrestricted general operating

funds revenue:
Units Receiving

Funds Central | Academic Hospital | Auxiliaries
State X X X X
IER X X
Tuition & Fees X X

Appendix C contains a table that illustrates for what purpose each revenue (i.e., tuition, fees,
state appropriation, indirect expense recovery) is received and what expenditures each
revenue supports. The table is not meant to be exhaustive but contains representative
samples. As the review group was charged to recommend adjustments to the distribution
mechanisms or rules, a summary of current major allocation rules, policies or practices are
summarized for each revenue source.

1. State Allocation

As the table above illustrates, central administration, academic units, hospital and auxiliaries
all receive state allocations. Funding from the state is intended to support the general
operations of UAB as well as FICA and Teachers Retirement System (TRS) benefits.
Funding to these four entities is distributed from year-to-year on a "base constant plus an
incremental increase" basis. The base was set when line items were appropriated by the
legislature. The last year for line item appropriations was FY 1988. (See Appendix D)
Sometimes the incremental increases to the base are targeted by the legislature for specific
purposes. When not, the incremental increases are at the discretion of the president based
on the priorities identified by the senior University leadership.



Central Administration currently receives a 15.25 percent share of state funds. This
percentage was determined when two workgroups were formed by Dr. McCallum in FY
1992 to review the methodology for funding Central Administration. At the conclusion of
the committees” work, it was concluded that Central Administration was not being
adequately funded, and it was recommended that UAB use a methodology of taxing revenues
to fund Central. It was recommended that the amount provided from state appropriation and
tuition and fees be based on the components of the ACHE Regional Standard calculation that
relate to Central Administration and that the amount provided from indirect expense recovery
be based on the Central Administration expense components of the indirect expense rate for
research. This funding mechanism for Central Administration was implemented for FY
1993. Please refer to Appendix E for a detailed account of the work of these groups. Central
Administration unit budgets are reviewed by a committee including the vice president for
financial affairs and administration, the associate vice president for financial affairs, the
budget director, and the provost with requests for additional funding prioritized and
presented to the president for review and approval. Appendix F lists the cost entities by unit
within Central Administration funded by this allocation.

The hospital typically gets its fair share of the incremental increase in state funding. A recent
estimate of the ACHE Regional Standard for the hospital shows it currently receives nearly
80 percent of the standard (if ACHE still identified it separately) compared to 53 percent for
UAB as a whole. This is primarily due to the fact that state appropriations for the hospital
are heavily driven by FICA and TRS needs for the hospital and not by credit hours. The
state historically had paid these benefits on behalf of the hospital. Then, the state began
allocating these items directly to UAB (FICA in FY 1989-90, and TRS in FY 1995-96.) (See
Appendix D.)

Auxiliaries receive their fair share of the incremental increase in state funds. State finding
for auxiliaries is intended to cover the costs of FICA and TRS for employees. Historically,
the state had paid these benefits for these employees. The original base for auxiliaries was
determined by FICA and TRS needs. Auxiliaries include the bookstores, housing, parking,
and athletics. State funding is only a portion of auxiliaries’ revenue sources as they receive
revenue from the services they provide as well as from other university sources. (For
example, housing, athletics, and parking receive support from the president’s discretionary
fund.) Auxiliaries maintain their own budgets. The annual budgets for each auxiliary are
reviewed by the provost (housing and dining) or vice president for financial affairs and
administration (all others, except Townhouse) with proposed adjustments to charges
reviewed and approved by the president.

The academic units receive the balance of the incremental state funding through allocations
made by the provost. The review group reviewed an analysis comparing actual state
appropriations to the schools from FY 1994 forward using the ACHE funding formula as a
standard. The analysis in Appendix G shows that state funding to the respective schools
stayed relatively stable over this period in terms of the percent share of these funds assigned
to the respective units. In this table the health schools and joint health sciences are listed
individually and the academic affairs schools are lumped together. Individual schools within
Academic Affairs do not receive an identifiable state allocation. Each of the Academic



Affairs schools receives a “guaranteed budget” from the provost’s office which is based on
a pool of funds including state appropriations, tuition and some fees, and part of the indirect
expense recovery of those schools. It also should be noted that this analysis explores only
funding that is directly available to the schools. State funds are expended by the provost’s
office for other items that benefit each of the twelve schools differentially such as the ROTC
program, the Honors program, Sterne and Lister Hill libraries, the Animal Resources
Program, etc.

The share of state revenue (excluding state funds paid on behalf of the schools by the
provost) allocated directly to the six health schools combined and to the six Academic
Affairs schools combined is similar to what would be awarded should UAB use the ACHE
formula as an internal allocation mechanism. Historically, however, allocation of state
dollars to each of the health schools has not been adjusted on an annual basis to account for
an increase (or decrease) in factors that determine the ACHE formula calculation. This also
would apply to the six schools within Academic Affairs if the schools were treated
separately. Finally, it should be pointed out that the Alabama Commission on Higher
Education has never intended the Regional Standard formula to be used internally.

Interim Provost Augsburger reported that for FY 2001, the provosts’s office did review credit
hour production across the schools and used that as a basis to reallocate state funds among
certain schools. No exact funding formula was used to make these reallocations.

2. Tuition and Fees

Both Central Administration and the schools receive tuition and fee revenue. Tuition is
allocated to the appropriate schools and/or units based on the course prefix for each course.
(Each course prefix is unique to one school.) Central Administration receives revenue
reallocation from tuition and some fees (11.5 percent) after the revenues are distributed to
the schools and/or units. However, internal distribution of tuition and fees is asymmetrical
across the schools at UAB. The six health schools and the joint health sciences directly
receive their tuition and fee revenue. The tuition and fee revenue attributable to the
remaining six schools is directed to the provost. This revenue becomes a part of the pool that
is used to allocate funds to each of the six Academic Affairs schools.

Periodically, fees and charges for services have been created to support certain activities.
These are usually derived on an ad hoc basis. Examples include the tax placed on the
learning resource fee charged on a credit hour basis by several schools. After implementation
of this fee, it was determined by the deans and provost that a 15 percent tax would be applied
to these revenues to support the libraries. Also, the President’s Cabinet recently approved a
per student charge to be levied to the schools to partially support the cost of foreign national
scholars visiting UAB. The review group noted that over time ad koc decisions regarding
taxes and specific charges set up inconsistencies on what should be covered by a specific
charge and what should be covered under current broad taxes.



3. Indirect Expense Recovery

Both Central Administration and the schools including the joint health sciences receive IER
monies. As part of the change in funding for Central Administration implemented in FY
1993 (see discussion in State Appropriation Allocation and Appendix E), the allocation
methodology for indirect expense recovery was reviewed in 1992. The review also took into
account the fact that UAB was getting ready to negotiate a new indirect expense rate and that
funding was needed for debt service on the Bevill Building, which was under construction.
The president and vice presidents reviewed the issues and discussed ramifications of various
options with the deans. That review resulted in the decision to allocate the budgeted indirect
expense recovery as follows:

7.67% off the top Equipment Use to the two academic vice presidents

$2,000,000 Vice President for Health Affairs for Academic Health Center
debt service

$1,500,000 President for discretionary purposes to support research

33.5% of net Central Administration for general operating purposes

Balance Schools based on market share of total generated

This methodology was discussed during the strategic planning work done in 1995 and 1996
with the only change being that the equipment use share was reduced to 7.5 percent off the
top. This was because the original 7.67 percent represented the equipment use component
of the 42.5 percent research rate and the research rate had increased to 44 percent. In 1997,
the Indirect Cost Task Force was formed to review everything related to indirect cost
recovery including the allocation. The Task Force recommended some changes that were
implemented including establishment of a clinical trials rate and changing the school
allocation basis to utilize the PI's primary faculty appointment. During the same period, the
deans agreed to a proposal to increase the debt service allocation by an additional $1,000,000
for the Kaul Building. During 1998 and 1999, the deans agreed to proposals to allocate
$500,000 for debt service on the Center for Biophysical Sciences and Engineering
(Professional Arts Building) and $170,000 for the Center for Research in Women’s Health
(Hospital Annex I). In approving these allocations, the deans were agreeing that part of the
indirect expense recovery generated by their schools could be used to support construction
of facilities in support of sponsored research activities in schools other than their own.

Current Internal Allocation of indirect expense recovery:

7.5% off the top Equipment Use to the Provost .

$3,000,000 Provost for Academic Health Center debt service

$1,500,000 President for discretionary purposes to support research

$ 670,000 President for debt service on Center for Biophysical Sciences
and Engineering and Center for Research in Women’s Health

33.5% of net Central Administration for general operating purposes

Balance Schools based on market share of total generated






