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ABSTRACT 

Recent national studies on higher education have 

brought attention to the problem of deteriorating campus 

facilities. Faced with limited local funding and 

stringent state appropriations, a number of community 

colleges nationwide will be forced to make significant 

budget reductions. Continued deferred maintenance may be 

a necessary consideration by many of these colleges. At 

some point, the physical facilities will deteriorate to 

the critical stage, resulting in a substantial loss of 

public investments. These losses could be avoided by the 

timely expenditure of proportionately less money on 

preventive maintenance projects. Various theoretical 

models have been developed to determine the cost of 

eliminating the backlog of deferred maintenance and the 

cost of maintaining the campuses in the future. The 

problem is obtaining the required money allocated to 

these projects because other essential higher education 

needs will compete for the same constricted funds. 

A proposed solution to the problem of securing the 

needed money for maintenance projects is the development 

of a long-range financial plan which uses a combination 

of debt issuances and high yielding investments to fund 

capital projects for Texas community colleges. The goal 
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will be to generate the maximum amount of net interest 

income possible by using the institution's ability to 

sell bonds that are exempt from federal income tax. The 

issuances of debt should take maximum advantage of the 

small governance exception of the Federal 1986 Tax Reform 

Act. The investments of college funds should be managed 

to take full advantage of market conditions and the 

interest yield curve (relationship of interest rates to 

time). 

The major purposes of the study were to: (1) survey 

current financial activities of Texas community college 

chief financial officers, (2) analyze existing laws on 

debt issuance and investment of public funds, (3) suggest 

several financial strategies to generate additional 

interest income, and (4) demonstrate how colleges can 

accumulate money to finance capital projects. 

A survey of the forty-nine Texas community college 

chief financial officers (CFOs) was conducted to provide 

a database of current financial activities. The database 

resulting from the survey described the financial 

activities that have been employed at the community 

colleges. It appears that since most of the CFOs have 

not been utilizing the financial opportunities available 

to them, they may be unaware of the opportunities to 
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consider the financial strategies suggested in this study 

for purposes of funding capital projects. 

The survey also provided personal data about the 

chief financial officers at each college and their 

perception of others' attitudes toward financial 

innovativeness. Chief financial officers perceived 

themselves and their presidents as being the most in 

favor of financial innovativeness; in addition, they 

perceived state laws and auditors as being the greatest 

restraint to innovation, followed by faculty members and 

the general public. 

The laws on debt issuance and investment of public 

funds were analyzed to determine the amount of legal 

arbitrage available for Texas community colleges. Then 

several financial strategies were developed to maximize 

net interest income by investing the bond proceeds for 

longer periods of time. 

Long-range financial planning techniques were used 

to demonstrate how a college could use the financial 

strategies developed in this study to accumulate funds to 

finance capital projects on a continuous basis. 
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CHAPTER I 

INTRODUCTION 

This study demonstrates how an educational 

institution can use certain financial strategies to 

accumulate money to fund capital projects. The laws on 

the investment of public funds and debt issuance have 

been researched and analyzed. Various financial 

strategies are suggested to maximize net interest income. 

For purposes of establishing an information base relative 

to the financial innovativeness of Texas community 

colleges, chief financial officers (CFOs) of the forty-

nine community college districts in Texas were surveyed. 

The survey was used to determine to what degree CFOs have 

been utilizing long-range financial strategies to create 

additional interest income. Forty of the forty-nine CFOs 

responded to the survey. 

The Problem 

One of the major problems facing higher education in 

the United States is deferred maintenance, and to 

compound the situation, higher education has been 

confronted by severe fiscal constraints since the 

enrollment explosion of the 1960s (Kelsey, 1987). Many 

higher educational institutions have been forced to make 



significant budget cuts, and an area often curtailed has 

been maintenance of physical facilities (Kaiser, 1989, 

Dunn, 1989, Rush, 1989, and Halpern, 1987). 

American colleges and universities are 
deteriorating at an alarming rate: classrooms 
are becoming unusable, libraries are 
overcrowded and understocked, and laboratories 
are obsolete. These conditions not only 
jeopardize learning, they may actually endanger 
the safety of faculty and students. (Atwell, 
1989, p. xi) 

The actual size of this back log of deferred 

maintenance projects is difficult to measure, but a joint 

project of The Society for College and University 

Planning (SCUP), The National Association of College and 

University Business Officers (NACUBO), The Association of 

Physical Plant Administrators of Universities and 

Colleges (APPA), and Coopers and Lybrand estimates the 

backlog at $60,000,000,000 and the annual cost of 

$4,000,000,000, just to maintain current levels of need 

(Dunn, 1989). 

There are theoretical models for determining 

remodeling and renovating needs such as life-cycle 

analyses, replacement cost formula approach, and 

continuous inspection (Hutson and Biedenweg, 1989, 

Phillips, 1989, Shirley, 1989). This study, however, 

emphasizes funding the cost of solving the deferred 

maintenance problem rather than determining the amount of 



deferred maintenance. With little question, buildings 

and equipment wear out and need to be repaired 

periodically or replaced, but finding the needed funds 

for these repairs is often a problem. 

Although several years of intense study and 
attention has led to almost universal 
acceptance of deferred maintenance as a major 
problem, funding availability at public 
institutions in particular, has been severely 
curtailed. (Shirley, 1989, p. 59) 

Texas community colleges have three major sources of 

funding: state appropriations, local taxes, and student 

tuition and fees. None of these sources seem to be very 

promising for the majority of Texas community colleges; 

therefore, a new way of funding the maintenance of 

physical facilities must be found. 

One such option is based on the fact that the 

federal law allows educational institutions to issue 

bonds which pay the investor interest exempt from federal 

income taxes (Internal Revenue Code of 1986). 

From 1981 to 1986, colleges and universities 
floated an estimated $20 billion of tax-exempt 
debt. Effective use of debt has become one of 
the most significant tasks of college and 
university financial executives. (Forrester, 
1990, p. 73) 

"[Colleges should] avoid using cash for a capital 

project which qualifies for tax-exempt financing while 

using taxable debt for another project" (Anderson and 



Massy, 1989, p. 8). The 1986 Tax Reform Act reduced this 

special advantage, but other opportunities to generate 

net interest income still remain and can be used 

successfully. The 1986 Tax Reform Act, hereafter 

referred to as the Act, will be discussed in detail in 

Chapter V. 

Long-range financial planning strategies are 

suggested to demonstrate how a college can coordinate 

debt issuance and investments to produce additional net 

interest income. The additional net interest income 

accrued from this procedure can be maintained in a 

separate fund to provide a continuous source of revenue 

for major repair and renovation projects. This aspect of 

long-range financial planning is mentioned by Dunn in 

1989: "Finally, we have conceived these [maintenance 

needs] guidelines as an integral part of the management 

task of long-range financial and facilities planning" 

(Dunn, 1989, p. 49). 

Combining debt issuance and the accompanying 

financial strategies provide additional tools which can 

be used in the management and financing of higher 

education. As noted by George Keller in his article 

regarding financial innovation: 

. . . Most campus financial leaders are moving 
from backstage to the forefront. Some are now 
the most creative, entrepreneurial, and 



energetic people at their institutions. This 
is new. For many decades academics have kept 
the financial people at their ledgers, removed 
from policy. Now, suddenly, financial people 
are being asked to help lead and keep their 
colleges vigorous and solvent in the difficult 
decade ahead. This is not only an important 
development in the history of higher education, 
it is also a shift that requires a new level of 
professionalism and closer ties with scholars 
for all financial executives in education. It 
demands new attitudes, new techniques, and new 
ways of operating. (1984, p. 19) 

It seems that financial leaders may be able to do 

more to help their educational institutions. They have 

the knowledge of finance that can be used to generate 

additional resources needed by many colleges. Financial 

strategies developed in this study exemplify these new 

attitudes, techniques, and ways of operating as mentioned 

by Keller. 

Purposes of the Study 

The major purposes of this study are listed below. 

1. Survey current financial activities of Texas 

community colleges and the professional and personal 

characteristics of the chief financial officers. 

2. Analyze existing laws for debt issuance and 

investment of public funds for Texas community 

colleges. 

3. Develop strategies to maximize net interest income 

to fund capital projects within the guidelines of 

purpose #2. 



4. Use long-range financial planning to demonstrate how 

the strategies in purpose #3 can be implemented at a 

college to accumulate money to fund major repairs 

and renovations on a continuous basis. 

Research Questions 

To determine if the financial strategies recommended 

in this study for capital funding for Texas community 

colleges can be a useful solution, the following 

questions were pursued. 

1. The chief financial officer (CFO) is critical to the 

implementation of financial strategies. What are 

the personal, professional, and educational 

backgrounds of the community college CFOs? 

2. What debt instruments have the chief financial 

officers at Texas community colleges been using? 

3. What securities have the Texas community colleges 

been utilizing for their investments? 

4. To what extent are community colleges using cash 

management techniques to accomplish financial 

planning? 

5. What interest rates are the Texas community colleges 

receiving on their investments and how does this 

compare to the interest rates they are paying on 

their debt? 



6. What do the CFOs think are the major restraints to 

innovative financial activities? Are they the 

president, the board of trustees, the state laws, 

the faculty, the staff, the accounting system, the 

general public, or a lack of investment funds the 

major constraints? 

7. What are the CFOs' attitudes and what do the CFOs 

think are the attitudes of significant others 

(mentioned in question 6) toward innovative 

financial activities? 

8. What are the laws restricting the ability of Texas 

community colleges to issue tax-exempt debt? Given 

these restrictions, can strategies be developed that 

will allow enough debt to be issued to generate 

money to fund capital projects? 

9. What are the laws restricting the ability of 

community colleges to invest in high-interest 

earning securities? Given these restrictions, can a 

large enough positive net interest be earned to 

allow the accumulation of funds? 

10. What strategies can be employed to coordinate 

investments with debt to maximize net interest 

income? 



11. What are the possible problems that may be 

encountered in implementing these innovative 

financial strategies? What are possible responses 

to these problems? What are some preventive actions 

that could be taken to reduce the probability of the 

problems occurring? 

The Need for the Study 

Current studies indicate a large backlog of deferred 

maintenance at higher educational institutions (Kaiser, 

1989, Dunn, 1989, Rush, 1989, and Halpern, 1987). The 

community colleges in Texas have had to deal with 

significant budgetary constraints through the last half 

of the 1980s. Because of the financial restraints facing 

Texas higher education today, little possibility exists 

for additional funding from the state for community 

colleges. Therefore, Texas community colleges will be 

forced to find new, or alternative, sources of income to 

solve their deferred maintenance problems. While some of 

the colleges with wealthy local tax districts may be able 

to obtain the additional funds from local sources, the 

majority of Texas community colleges will be hard-pressed 

to find funds to keep the facilities from further 

decline. This study intends to suggest several 

strategies which may be used to develop a long-range 
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financial plan which provides for the funding of capital 

projects. 

Assumptions 

The major assumptions used in this study are listed 

as follows: 

1. A college is an ongoing institution. The life of a 

college is continuous into the future with no 

planned termination date. 

2. The data collected from the survey of CFOs are 

accurate. 

3. The perception of significant others' attitudes 

toward financial innovative activities by the CFOs 

reflects the true attitudes of these groups. 

4. General information regarding federal laws on tax-

exempt debt issuance as financial planning 

strategies is available to everyone. 

5. The need for money for major repairs and renovation 

projects will exceed most colleges' ability to 

generate funds from their traditional sources of 

income. 

Limitations 

The long-range financial plan for using tax-exempt 

debt to fund capital projects suggested in this study is 



designed specifically for community colleges in Texas. 

This plan may work for community colleges in other states 

and possibly for some public four-year colleges and 

universities, but the further the plan is shifted away 

from Texas community colleges, the greater the additional 

research necessary to ensure that the same rules for tax-

exempt debt issuance and investments apply. If many 

differences are noted, then the long-range financial plan 

should be reworked to ensure that the desired results are 

achievable. 

Contribution of the Study 

The research conducted on the rules for tax-exempt 

debt and investment of public funds may be helpful to 

college administrators, board members, and other 

individuals considering various methods of financing 

capital expenditures. 

The financial strategies presented in this study may 

be useful to some colleges and possibly stimulate other 

colleges to have creative financial ideas that may 

increase their income for capital improvements. 

The long-range financial planning chapter might be 

helpful to chief financial officers, planners, and other 

persons searching for ways to analyze and present various 

possible financial strategies. 
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The attitudes of various groups toward innovative 

financial activities may be helpful in determining why 

these activities are not being pursued at most Texas 

community colleges and in possibly helping remove some of 

the misunderstanding that may exist on the part of some 

groups. 

The database of personal characteristics of chief 

financial officers at Texas community colleges collected 

for this study may provide useful information by 

indicating the relationship between these characteristics 

and the financial innovativeness of the CFO. This 

database may also serve as a basis for future studies. 

Definition of Kev Terms 

The following definitions are to be used for 

purposes of this study. 

1. Arbitrage. The simultaneous purchase and sale of 

the same or equivalent security in order to profit 

from price discrepancies. In this study, however, 

arbitrage is used to refer to the sale of tax-exempt 

debt and investing the proceeds at higher interest 

rates in taxable securities. 

2. Capital projects. Major repairs, renovations, or 

acquisitions of fixed assets. 
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3. Cash balance. Total of cash and investments in a 

particular fund at the end of the fiscal year. It 

does not include physical assets such as buildings, 

land, or equipment. 

4. Debt issuance. The sale of some form of debt by an 

educational institution. 

5. Deferred maintenance. The delay of maintenance 

needed to keep fixed assets operating effectively. 

Usually indicates additional expense will be 

incurred later and reduced use of the fixed asset 

due to the delay. 

6. Financial innovative index. Term used by the 

researcher to measure the financial innovativeness 

of the CFOs responding to the survey. The sum total 

of different debt, investment, and cash flow 

activities a CFO indicated they had experience with 

was their financial innovative index. 

7. Financial strategies. Plans to improve the 

financial position of a college. In this study a 

combination of debt issuance and investments are 

usually used as a financial strategy to increase net 

interest income. 

8. General obligation bond. A bond secured by the 

pledge of the issuer's full faith, credit, and 

usually, taxing power. 
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9. Interest. Compensation paid or to be paid for the 

use of money. Interest is generally expressed as an 

annual percentage rate. 

10. Major repairs. Costs associated with deteriorating 

conditions due to deferred maintenance, such as 

interior building finishes, roof replacements, 

mechanical, plumbing, or electrical system 

replacements (Kaiser, 1989). 

11. Market risk. The prices of fixed rate securities 

fluctuate as interest rates move up and down. Thus, 

downward movements in the trend of interest rates 

will create the possibility of price appreciation. 

However, interest rates move up as well as down, and 

during periods of rising interest rates, investors 

selling their securities can incur capital losses. 

12. Net cash balances to debt. Total cash balances of 

all funds minus the total debt of all funds. All 

physical assets and liabilities, other than debt and 

cash/investments are excluded. 

13. Renovations. Costs associated with modification of 

functional inadequacies or obsolescence due to 

changing space needs for program use of a facility 

(Kaiser, 1989). 

14. Tax-exempt bond. Another name for a municipal bond. 

The interest on municipal bonds is exempt from 
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federal income tax under present law; however, as a 

result of the Tax Reform Act of 1986, for individual 

investors subject to the 24% alternative minimum 

tax, interest income from certain municipal 

securities must be included in calculating the tax. 

15. Yield curve theory. Relationship of interest rates 

to time. The normal yield curve assumes that the 

longer the time to maturity the higher the interest 

rate must be to compensate the lender for the cost 

of liquidity (ability to obtain cash in exchange for 

the debt instrument). 

See Appendix A for a glossary of other terms. 

Organization of Study 

Past trends in debt issuance by higher education are 

investigated in Chapter II. The methodology for this 

study is explained in Chapter III. The results of a 

survey of innovative financial activities of Texas 

community college chief financial officers are presented 

and analyzed in Chapter IV. In Chapter V, arbitrage 

(investing in similar securities at the same time to 

generate profits due to taxing differences) rules are 

examined, and financial strategies are developed to 

maximize the net interest income. A long-range financial 

plan for using tax-exempt debt to fund capital projects 

14 



for Texas community colleges is presented in Chapter VI 

This plan takes maximum advantage of current rules on 

community colleges' ability to issue bonds that pay tax-

exempt interest to investors. In Chapter VII, the 

conclusions and recommendations associated with this 

investigation are presented. 
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CHAPTER II 

HISTORICAL PERSPECTIVE 

Introduction 

Financing capital outlay was of little concern in 

the early years of this country. Volunteers constructed 

schools and colleges with no thought or consideration for 

such things as tax rates, bonds, and bond referendums 

(Wood, 1986). 

Tax exemption for municipal bonds evolved from the 

constitutional doctrine of reciprocal immunity. According 

to early constitutional interpretation, neither the 

federal government nor the states were permitted to 

interfere in each others' affairs without cause. When 

the federal income tax was first instituted in 1913, tax 

exemption of state and local debt was written into the 

Internal Revenue Code (Levitz, 1987). Public educational 

institutions fell under the same exemption, and private 

colleges have enjoyed the tax exemption privilege by 

qualifying under Section 501(c)(3) of the Internal 

Revenue Code. 

There were very few bond issues before 1920 due to 

the legal controversy on the constitutionality of the 

issuances. As Stewart and Lyon commented: 

. . . in the decade of the 1920s the state 
legislatures often were reluctant to authorize 
directly-issued bonds, because, even though the 
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bonds were limited obligations payable only 
from revenues, it was felt that a moral 
obligation to pay could not be escaped and that 
such a special debt in practice might endanger 
the state's general credit rating. (1948, p. 
vi) 

The 1930s were overshadowed by the Depression which 

impacted higher education indirectly through the 

students, who had less money to spend on higher 

education, and directly through the federal government's 

policy of subsidizing the construction of public 

buildings. This situation created an advantage for 

public institutions over private institutions that found 

it difficult to secure construction funds (Russell, 

1954). 

Stewart and Lyon's 1948 study of the use of debt in 

higher education showed that most states constitutionally 

prohibited state institutions from issuing general 

obligation bonds, as compared to revenue bonds. They 

found that revenue bonds were the primary debt financing 

tools for self-liquidating projects, and that the use of 

these limited obligation bonds differed widely throughout 

the states in response to the interpretation of the laws. 

Stewart and Lyon's study ended before the rapid 

expansion of higher education, which started after World 

War II and continued until the late 1960s. Before the 

years of rapid expansion, the principal financial 
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strategy was to avoid using borrowed funds in higher 

education (Libby, 1984; Stewart and Lyon, 1948; Millett, 

1952; Russell, 1954). The most frequently used debt tool 

was revenue bonds, which were primarily used for 

auxiliary facilities (bookstores, residence halls, and 

student unions). This approach used pledged revenues as 

limited obligation for the debt. The general rule, 

however, was not to use borrowed funds. This attitude 

against using debt is stated by Russell: 

The important caution to be observed before 
undertaking new construction is to see that the 
funds for the building are fully in hand or 
assured before work is commenced. Because of 
the failure to observe this caution, large 
numbers of institutions have found it necessary 
to borrow funds for the completion of 
buildings. In fact, about half of the 
indebtedness now carried by American colleges 
and universities has been occasioned by the 
construction of new buildings. A debt of this 
sort is such a menace to the future stability 
of the institution that every effort should be 
made to avoid it. (1954, p. 376) 

With the boom in higher education came the rapid 

increase in the issuance of tax-exempt debt by 

institutions of higher education. Increased demands for 

higher education generated greater demands for campus 

facilities. The construction of additional buildings and 

entire new campuses across the country during the 1960s 

required a considerable amount of money. New colleges 

were established and many of the existing ones grew 
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rapidly. Both situations required extra funding, and the 

issuance of tax-exempt debt became the preferred method 

for providing this additional funding. Between 1960 and 

1980, the tax-exempt market experienced a six-fold 

increase (Levitz, 1987). 

Not only was the demand for higher education strong, 

but also the cost of construction and interest rose 

rapidly during this period. The composite construction 

cost index rose from 64.8 in 1963 to 234.0 in 1980, 

representing an almost 300% increase. Interest rates 

increased from 3.11% in the early 1960s to a high of 

10.56% in 1981 for general obligation bonds (Wood, 1986). 

Table 2.1 lists the annual sales of new state and 

municipal debt issues. Between the years of 1919 and 

1945, the amount of debt issued did not change 

significantly. During this twenty-six year period, the 

maximum amount of debt issued was $1,498 million in 1940, 

and the minimum issued was $508 million in 1943. From 

1945 until 1985, however, the amount of bond issues 

increased from $819 million to $203,954 million. This 

increase represents over a 24,000% growth during that 

forty-year period; or for each $1,000,000 of debt issued 

in 1945, $249,300,000 of debt was issued in 1985. The 
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TABLE 2.1 

ANNUAL SALES OF STATE AND 
MUNICIPAL DEBT ISSUES 

Years Total Amount 
(millions) 

Years 

1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 

Total Amount 
(millions) 

$6969 
5977 
5446 
6958 
7449 
7681 
7230 
8360 
8558 

10106 
10544 
11084 
11089 
14288 
16374 
11460 
17761 
24370 
22941 
22953 
22824 
29326 
33845 
45060 
46215 
42261 
47133 
46134 
77179 
83348 
101882 
203954 
142544 
98673 
103810 

1919 
1920 
1921 
1922 
1923 
1924 
1925 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 

$770 
774 
1383 
1280 
1135 
1447 
1405 
1362 
1478 
1390 
1442 
1383 
1252 
937 

1128 
1175 
1196 
1156 
984 

1229 
1099 
1498 
1229 
576 
508 
712 
819 

1204 
2354 
2990 
2995 
3694 
3278 
4401 
5558 

For the years 1919 to 1988 as compiled by "The Bond Buyer." 
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growth in the amount of state and municipal debt issued 

was steady and continuous through that forty year period. 

Nearly every year more debt was being issued than was 

issued the preceding year. The largest increase in terms 

of total dollars and percentage of growth came in 1985, 

the last year of this forty-year period, when the amount 

of debt issued increased from $101,882 million to 

$203,954 million. These amounts represent a nearly 100% 

increase in debt issuance in one year. As the data 

indicate, the bond market was being flooded with 

municipal debt issues, and the federal government 

responded by passing the 1986 Tax Reform Act to reduce 

the amount being issued. 

The 1986 Tax Reform Act regulations became effective 

for private activity bonds (bonds issued by private 

businesses for public projects) issued after December 31, 

1985, and for bonds other than private activity bonds 

issued after August 31, 1986 (Department of the Treasury, 

5-12-89). 

In 1987, the first full year the Act took effect, 

the amount of new state and municipal debt issuance was 

only $98,673 million, less than 50% of the 1985 amount of 

debt issuance. Other things being equal, it appears that 

the 1986 Tax Reform Act had a significant impact on new 

tax-exempt debt issuance. 
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"The slump in the $760 billion municipal bond 

business began with the passage of the 1986 Tax Reform 

Act and has only gotten worse" (Herman and Peers, 1989, 

p. C-1). This article criticizes the reduction in 

activity of the bond market. The decrease in capital 

projects at higher educational institutions became 

progressively more apparent in the physical appearance of 

the campuses across the country. As noted by Harvey 

Kaiser in The Decaying College Campus: A Ticking Time 

Bomb (1989), recent estimates of deferred maintenance in 

higher education are $60 billion, with one-third of that 

total classified as "urgent." And while Kaiser (1989) 

noted differences in needs among higher educational 

institutions, he indicated that the general issue of 

deteriorating physical plants affects the nation's entire 

higher education system from two-year colleges to 

research institutions. 

Selected Studies and Presentations of 
Tax-Exempt Debt in Higher Education 

Four studies and four significant symposia on higher 

education debt financing are available to the public and 

are included in this literature review. Stewart and Lyon 

conducted the first study in 1948; as mentioned earlier, 

they studied a sample of eighty-three state colleges and 
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universities. Their study was the outgrowth of a request 

made by the executive committee of the Central 

Association of University and College Business Officers 

for a study of educational plant financing by means of 

borrowed funds. Stewart presented the initial paper in 

1940 at the association's annual meeting. He sent a 

questionnaire to 102 colleges and universities in the 

United States and Canada. Eighty-three institutions 

responded with information on their debt agreements, 

state constitutions, and statutes. The particular 

information compiled for each institutional bond issue 

was date of issuance, purpose of borrowed amount, balance 

outstanding, total cost of plant financed, coupon 

interest rates, redemption provision, maturity dates, 

marketing method, security of the issue, and source of 

funds for debt retirement (Stewart and Lyon, 1948). 

While this study on the early years of debt usage in 

higher education is useful from an historical 

perspective, it should be remembered that it was 

conducted before the extensive use of debt by higher 

education had occurred. 

The Washington State Legislature conducted the 

second study in 1972. The goal of the Washington study 

was to examine present methods of funding capital 
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construction of user facilities (facilities supported by 

customer fees such as the bookstore, cafeteria, etc.) at 

four-year institutions of higher education (Washington 

State Legislature, 1972). The legislature sent a 

questionnaire to all state institutions in Washington 

requesting information similar to that collected by 

Stewart and Lyon (1948), plus data on debt service 

coverage and fees paid to advisors and bond counsel. The 

task force conducting the study compared the cost of each 

bond to the cost of state issued bonds. Its primary 

conclusion was that lower interest costs could be 

realized if the state pledged its full faith and credit; 

and since the state would have a moral obligation to pay 

upon default, the task force concluded that it was 

reasonable for the state to assume this relationship 

outright by issuing general obligation debt for the 

institutions and save the extra cost (Libby, 1984; 

Washington State Legislature, 1972). 

R. B. Posey conducted the third study. He 

hypothesized that private institutions were required to 

disclose more information than public institutions in 

bond issues. He surveyed a sample of Oklahoma bank 

investment officers and municipal bond brokers to 

determine items that they felt were important in 
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accepting or rejecting a bond issue. Then he examined a 

sample of bond prospectuses (issued after 1967) from 

colleges in the south-central states for the extent of 

disclosure. Posey's conclusions were that private 

colleges' disclosures were significantly different and 

larger than public colleges', particularly for general 

obligation issues (Posey, 1980). 

Patricia Ann Libby conducted another study, which 

documented university debt-financing patterns, changes in 

those patterns over a period of time, and the association 

of relationships among selected debt-financing dimensions 

(borrowing decisions). Libby's study differed 

significantly from the other three selected studies by 

concentrating on just five research institutions for only 

a twelve-year period. She developed a borrowing decision 

model that used institutionally determined variables 

(amount of borrowing, use of proceeds, timing 

constraints, and legal constraints) and debt market 

conditions (current interest rates, expectations about 

future rates, plus tax-exempt financing practices and 

regulations) to determine the final borrowing 

arrangements (form-instrument, placement, independent 

assurances, actors, and various provisions) (Libby, 

1984) . 
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Libby concluded that university debt financing has 

changed since 1972, most noticeably since the time of 

Stewart and Lyon's 1948 study. There is more diversity, 

increased complexity, more activity, and larger issues on 

the average in real dollars. Institutions have made a 

dramatic change internally to meet the demands of changes 

in the financing of higher education, in particular the 

need for debt financing. 

First, management no longer appears to have the 
attitude that being in debt is bad. At most of 
the universities in this study, debt financing 
has come to be regarded as a vital funding 
tool, particularly since the end of the 1970s. 
. . . All universities also recognized the 
benefits of improved debt management and debt 
planning beyond the current firefighting 
approach to funding projects using debt. 
(Libby, 1984, pp. 217-218). 

Libby's study of debt financing at major research 

institutions documented the rapid increase in using debt 

financing and the growing importance of that source of 

funding for both public and private institutions. The 

study also indicated a growing recognition of a need for 

long-range financial plans by representatives of the 

universities. 

The representative of another institution felt 
that, in the next two or three years, the 
institution would be moving towards a "whole 
picture" approach to debt planning where 
projects and resource needs would be evaluated 
within a framework of goals. (Libby, 1984, p. 
218) 
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At least four significant seminars were held on 

investment and debt usage in higher education and have 

been published. The first of these seminars was held in 

1959. Seymour E. Harris (1960) published the papers 

presented there in his book Higher Education in the 

United States: The Economic Problems. At this seminar, 

Parker J. Hall, Treasurer at the University of Chicago, 

presented a paper entitled "Unorthodox Investing," which 

included numerous examples of non-educational related 

business activities in which the University of Chicago 

participated. Also at this meeting Paul C. Cabot, 

Treasurer at Harvard University, presented a paper 

entitled "Should Harvard Borrow?," which contained 

numerous reasons why Harvard should not use debt for 

capital projects (Harris, 1959). These topics will be 

discussed in greater detail in the section on financial 

innovation in higher education. 

The second seminar was held in Annapolis, Maryland. 

In 1987, New Directions for Higher Education published a 

collection of eight articles from that seminar. The 

publication is Financing Higher Education: Strategies 

After Tax Reform. This book was published shortly after 

the 1986 Tax Reform Act became effective. Colleges and 

universities were issuing an ever increasing amount of 
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debt up until 1986, and the Act was perceived as putting 

an end to using tax-exempt debt as the major source of 

funds for building projects for most colleges. The 

concern for how the Act would affect higher education was 

a legitimate one, because the amount of debt issued by 

higher education in 1987 was less than half that issued 

in 1985. Thus all eight articles in this book were 

written with special consideration given to the effect of 

the Act on the area of finance (Anderson and Meyerson, 

1987) . 

All the direct and indirect ways the Act affects 

higher education are described as follows: (1) reduced 

tax rates, (2) difficulty of itemized contributions, (3) 

loss of savings deductions and dividend exclusions, and 

(4) loss of the tax advantage of setting up trust funds 

for the education of children (Franck, Anderson, & 

Bernard, 1987) . 

The backlog of capital project needs for higher 

education is presented (Kaiser, 1987) and the idea of an 

integrated financial plan is offered which would 

integrate the nontraditional income-generating activities 

with the need for capital projects for the college 

(Massy, 1987). 
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The National Association of College and University 

Business Officers (NACUBO) conducted the third seminar. 

A grant from the Lilly Endowment, Inc., made possible the 

publication of "Capital Formation Alternatives in Higher 

Education," the first in a series. The book provides a 

broad introduction to basic concepts in the areas of non-

traditional capital formation and management. 

The book is divided into two parts. The first part 

presents a brief history of capital formation in higher 

education, the use of tax-exempt debt, and background on 

non-traditional business ventures. The second part, 

composed of five case studies, illustrates how five 

colleges—Arkansas College, George Mason University, 

Georgia Institute of Technology, Johns Hopkins 

University, and Stanford University—used different 

financing strategies to improve their campuses (NACUBO, 

1988). 

The case studies were based on site visits and on 

documents provided by the five institutions. NACUBO 

gives no explanation why these particular colleges were 

selected other than their varied size and scope of 

operation, possibly implying that they were somewhat 

representative of other higher educational institutions. 
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The book has as its goal the encouragement of higher 

educational institutions to develop a capital-asset 

management program at their institution which will help 

create a better future for their college (NACUBO, 1988). 

The Massachusetts Board of Regents of Higher 

Education, the Division of Capital Planning and 

Operations (the state's construction agency). Coopers and 

Lybrand, and the Forum for College Financing sponsored 

the fourth symposium in April, 1989. The task force 

recognized the need to learn as much as possible about 

the state of capital maintenance in higher education and 

the need to investigate how the private sector and other 

states financed capital maintenance. Ten papers were 

delivered on different financial approaches to solving 

deferred maintenance problems. Harvey Kaiser, Sean Rush, 

and John Dunn described the overview on the current state 

of campus deterioration in higher education. Joel W. 

Meyerson and Peter M. Mitchell edited the papers used at 

the seminar, and NACUBO published them in a book entitled 

Financing Capital Maintenance (Meyerson and Mitchell, 

1990) . 

Papers were given on four states (New Jersey, 

Minnesota, New York and Texas) which suggested solutions 

to meet the need of allocating enough money to properly 
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maintain campus facilities. All four presenters felt 

their state had been relatively successful in obtaining 

additional funds at least to slow down the deterioration 

of campuses. All the states, except Texas, readily 

acknowledged that to do the job adequately, more funds 

had to be allocated for maintenance and major renovation 

projects (Meyerson and Mitchell, 1990). The only state 

to have a capital program specifically for community 

colleges was New Jersey (Wallace, 1990). 

Clinton Hewitt, Associate Vice President for 

Physical Planning at the University of Minnesota, 

presented a paper on the need for "action plans" in which 

he suggested that leadership for developing these plans 

must come from the universities (Hewitt, 1990). 

Irving H. Freedman, Vice Chancellor for Capital 

Facilities and the General Manager of the State 

University Construction Fund for the State University of 

New York, pointed out the problem of obtaining enough 

funds for maintenance. "It is unfortunate in the state 

of New York as well as other states that the public has 

not been convinced that rehabilitation and repair to 

campus facilities is as important as new buildings" 

(Freedman, 1990, p. 50). 
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An Early Use of Debt in Higher Education: 
Harvard College, 1655 

The traditional date for the founding of Harvard is 

October 28, 1636. The General Court of Massachusetts Bay 

on that date gave 400 pounds toward establishing a school 

or college (Morison, 1964). A year later, the General 

Court appointed the first Board of Overseers. The town 

of Newtowne won the competition for the site of the new 

college, and on May 3, 1638, Newtowne became Cambridge at 

which time, in gratitude for securing the college, the 

town granted a strip of land for the building site and 

the college opened its doors in the late summer of 1638 

(Morison, 1964). 

After much financial difficulty under Nathaniel 

Eaton, Harvard College elected Henry Dunster president in 

the summer of 1640. Although Henry Dunster appears to 

have performed his duties quite successfully despite the 

college's chronic shortage of money, his salary was paid 

for only one year; thereafter, he lived largely on his 

wife's property (Morison, 1964). 

When Henry Dunster resigned from Harvard College on 

October 24, 1654, the overseers joined in petition to the 

General Court to pay him 40 pounds which the college owed 

him and could not pay. They granted him an additional 

100 pounds in consideration of his extraordinary efforts 
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in raising funds for the college and carrying the college 

for so many years past (Morison, 1964). This represents 

one of the first examples of a higher educational 

institution in the United States using debt to meet its 

obligations. 

Usage of Tax-Exempt Debt: 
Texas Community Colleges 

In the 1920s and 1930s, Texas had a small number of 

public community colleges financed by local funds and 

student tuition and fees. In 1929, Texas community/ 

junior colleges gained the right to establish separate 

junior college districts with the right to issue bonds 

and levy their own taxes. State support to community 

colleges began in 1941 with $325,000 and continued to 

increase slowly through the 1940s and 1950s (Blair, 

1991). 

In 1968, the Texas Coordinating Board through its 

Policy Paper 2 endorsed a contact-hour system of funding 

which was implemented for community colleges. The 

contact hour was defined as "one student with one teacher 

for one hour." The funding goal was to appropriate funds 

based on the median state cost for each course (Cloud, 

1989) . 
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An in-depth study of one particular community 

college is provided to explain the historical use of tax-

exempt debt by these colleges. Junior College X was 

selected to be that particular college because of access 

to its financial records and because of the extensive use 

it has made of bond issues to fund capital projects. 

Junior College District X started in 1946 with 184 

students. In 1948, 258 legally qualified, resident 

property taxpayers signed a petition requesting a general 

obligation bond election of $200,000 for College X. On 

May 15, 1948, the election was held, and 184 people voted 

for the bond issuance and 59 voted against it. This bond 

election was a victory for the new college, and the bonds 

were sold at an interest rate of 2% and 2-1/4% that same 

year. In 1949, the first college building was built. 

In 1952 and 1955, constituents passed additional 

bond issues to expand the campus as enrollment increased 

to 4,413 students by 1955. In 1958 and 1961, a bond 

issue of $675,000 for the library was defeated. The loss 

in February, 1961, was by only 36 votes. Two years later 

the district resubmitted the bond issue, and it was 

approved by a large majority. 

In 1968, Junior College X received a special 

appropriation from the state of over $3,000,000 to 
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construct the Composite Technology Building and the 

Electronic Technology Building. These two buildings 

added over 120,000 square feet of instructional space to 

the campus. 

In 1976, voters approved the last bond issue for 

Junior College X. Unless public opinion improves toward 

bond issues, there may not be any additional bond issues 

requiring public approval (general obligation bonds). 

Revenue bonds, which do not require a public vote, 

were issued by the College in 1978, 1980, 1982, 1985, 

1989, and 1992. 

A voter-approved bond issue is known as a general 

obligation bond, which has the full taxing power of a 

local governmental unit behind it. College X used 

general obligation bonds as its major source of funds for 

capital projects from 1948 to 1976. The bond rating for 

College X's general obligation bonds at times were as 

high as "AA," that is, a high rating that allows the 

institution to sell the bonds at a favorable rate. 

College X issued its last general obligation bond in 

1976. Since then the institution has issued revenue 

bonds to finance its capital projects. Revenue bonds are 

supported by a future revenue stream such as annual gross 

revenue from an auxiliary function, for example, a 
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bookstore or a cafeteria. Therefore, they are not as 

highly rated as general obligation bonds. As a result, 

revenue bonds are sold at a somewhat less favorable 

interest rate than general obligation bonds. 

Selected Examples of Innovative Financing 

in Higher Education 

University of Chicago 

At a seminar on the economics of higher education in 

the academic year 1958-59, J. Parker Hall, Treasurer at 

the University of Chicago, presented a paper entitled 

"Unorthodox Investing." Hall gave some detailed examples 

of how the University of Chicago had used debt issuance 

and unconventional investing to increase earnings for its 

endowment fund. 

The University of Chicago started these unconventional 

investments in 1948 when the administration became 

interested in the shipping business and purchased an oil 

tanker. Their first adventure into creative financing in 

the shipping business was so successful that by 1958 it 

had made a half a dozen different shipping deals (Hall, 

1959). Lease-backs were another way that the University 

of Chicago found to make extra money. They also made 

extra money on the lease car and truck business. 

Probably the "Encyclopedia Britannica" investment is the 

best known of their unconventional ventures. In addition 
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to the faculty of the University of Chicago receiving 

royalties for consultation, the company's sales grew from 

$7,000,000 to $60,000,000, and the profits rose from zero 

dollars in 1943 to about $4,000,000 in 1958 (Hall, 1959). 

Hall concluded by estimating that the unusual types 

of investments had averaged over 30% more than The 

University of Chicago could have gotten from comparable 

marketable securities at the time it made the 

investments. Hall also estimated that The University of 

Chicago had $18,000,000 out of a total pool $180,000,000 

invested in these unusual investments (Hall, 1959). 

In naming other colleges involved in these 

activities. Hall specifically mentioned Yale as also 

being active in unorthodox investments. He also reported 

the involvement of the University of Chicago, Harvard, 

and Dartmouth in a new oil refinery construction project 

in Puerto Rico (Hall, 1959). 

Harvard College 

The treasurer of Harvard College, Paul C. Cabot, 

also presented a paper entitled, "Should Harvard Borrow?" 

to the 1958-59 seminar. In his paper, Cabot listed nine 

reasons why he opposed borrowing money at Harvard 

College. Cabot reasoned: 

If we were to put up Dormitory X on borrowed 
money, other things being the same, we would 
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have to charge the students in that dormitory 
somewhat more than we would the students in 
each of the other dormitories, because in that 
last dormitory, they would have to pay for 
interest on the debt and amortization of that 
debt. (1959, p. 240) 

One could reason, however, that if it cost 

$1,000,000 to build a dormitory and the college does not 

borrow the money, then the college must pay for the 

dormitory out of its cash. If the college was earning 8% 

on its investments, while the loan cost 5% interest, then 

the college would benefit $30,000 per year by taking out 

a loan. The problem of charging back the cost of the 

dormitory loan to the students was an accounting problem 

which many colleges were already doing. Cabot continued: 

My seventh argument is that if you start 
borrowing you hinder fund raising. For 
example, at Harvard, I think it would kill our 
Program for Harvard College dead as a clam. I 
think that every alumnus would immediately say, 
"Well, if you borrowed this money for these 
buildings and for the student loans and for 
this and that, why, you could keep on 
borrowing, and I don't know why I should give 
to you when you have a large borrowing capacity 
that you can use and are using. (1959, p. 241) 

In contrast to Mr. Cabot's position of not using 

debt in 1959, Harvard would have $782,000,000 of debt 

outstanding in 1987 (Forrester, 1988). At that time 

Harvard had over a $1,000,000,000 endowment (largest in 

the United States), but still made the business decision 

to use tax-exempt debt to fund capital projects. 
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Stanford University 

Stanford University issued $102,000,000 of tax-

exempt debt on October 1, 1989. This was the first large 

post-1986 Tax Reform Act, tax-exempt debt issuance by a 

higher educational institution. Under the 1986 Tax 

Reform Act, the maximum tax-exempt debt for a private 

institution is $150,000,000 and many colleges like 

Harvard have debt far in excess of this amount. In 

addition, the Act required that arbitrage income (defined 

in Chapter IV) must be rebated back to the United States 

Treasury. This $102,000,000 debt issuance by Stanford 

contradicted the debt trend in higher education which has 

shown a 50% reduction in debt issuance since the 

enactment of The 1986 Tax Reform Act. 

In the early 1980s, the administration at Stanford 

recognized that the university was undercapitalized 

relative to the needs of its academic programs and 

diverse research projects. In May, 1985, members of the 

board adopted a new policy of debt issuance. They 

instituted a new provision permitting the use of long-

term debt for academic facilities. The old policy, which 

was adopted in 1975, had limited the use of debt to 

revenue generating facilities such as auxiliaries and 

service centers. The policy allowed long-term debt to be 
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used for academic facilities, as long as the total debt 

service did not exceed 5% of the operating budget 

(NACUBO, 1988). 

Stanford is among the very earliest leaders in areas 

of financial modeling, and it has over $1,000,000,000 in 

its endowment fund (NACUBO, 1988). Why then would 

Stanford borrow $102,000,000 of long-term debt on which 

it must rebate the arbitrage, when it has over 

$1,000,000,000 in its endowment fund? 

Patricia Ann Libby's study of debt financing at 

major research institutions found the majority of the 

debt for educational plants issued by private 

institutions was intended to meet cash flow needs during 

construction of the building while waiting for donors' 

pledges (Libby, 1984). This situation would allow an 

educational institution like Stanford to make good use of 

the six-month rule (explained in Chapter V) of the Act to 

avoid any arbitrage rebate. Given this information about 

capital needs and arbitrage rules, then Stanford 

logically used money borrowed at a low rate for its 

capital project instead of its endowment money on which 

Stanford expects to earn 7% above inflation, ranging up 

to and over 20% (NACUBO, 1988). If up to 20% can be 

earned on endowment money, keeping that money working at 
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high return rates and borrowing as much as possible at 6% 

would be a useful long-range financial planning strategy. 

Stanford's action will not likely start a new 

borrowing trend in higher education because many large 

colleges and universities are already at or near the 

$150,000,000 cap (Anderson and Meyerson, 1990), or else 

they are strongly against borrowing money. Stanford 

University was in the unique position of having borrowed 

very little in the past and having an immediate pressing 

need to get a capital project started. Politically, the 

borrowing may have also helped by getting some buildings 

constructed quickly, demonstrating that Stanford was 

sincere about its big new building project. 

Summary of Historical Perspective 

The overall trend of debt issuance in higher 

education indicates that the use of debt has increased 

and will continue to increase in the future. It appears, 

also, that from the very beginning of higher education in 

this country, college revenues and needs apparently would 

not always coincide. 

Tax-exemption for higher educational bonds evolved 

from the constitutional doctrine of reciprocal immunity, 

a doctrine included in the 1913 Internal Revenue Code. 

Legal controversy on the constitutionality of bond 
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issuance by higher educational institutions kept the 

amount of debt issuance low until the depression of the 

1930s. 

The depression and the federal government's policy 

of subsidizing construction of public buildings 

encouraged bond issuance by public higher educational 

institutions. The increase in the demand for higher 

education after World War II started a rapid growth in 

debt issuance that was encouraged by the 1965 Higher 

Educational Facilities Act and continued until the 1986 

Tax Reform Act. 
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CHAPTER III 

METHODOLOGY 

Design 

This study is a descriptive content analysis of 

quantitative data. There have been a number of models 

developed to estimate the backlog of deferred maintenance 

and predict the funds needed annually to keep campus 

facilities operating in good condition. Life-cycle 

analyses (Kaiser, 1987, Hutson and Biedenweg, 1989), 

replacement cost formula approach (Phillips, 1989), and 

continuous inspection (Shirley, 1989) are examples of 

some of these models. A major problem in implementing 

any of these models has been funding the resulting 

recommendations (Shirley, 1989). Thus, this study is 

concerned with funding the cost of solving the deferred 

maintenance problem, rather than measuring the amount 

needed to solve the problem. 

There are also numerous models on the time value of 

money. Convexity, liquidity preference, loanable funds, 

tone of the market, present value, internal rate of 

return, duration, and modified duration are some of the 

models used in investment theory (Fabozzi, 1991 and 

Kopprasch, 1985). In this study, however, it is assumed 

that there is a time value of money because there is 
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interest paid for the use of money. And since that 

interest rate is higher for taxable securities than tax-

exempt securities of similar maturity and risk, it is 

further assumed that there is an arbitrage advantage for 

colleges to issue tax-exempt debt (see Appendix B for a 

more detailed discussion of this subject). 

The laws on the investment of public funds and debt 

issuance are researched and analyzed in Chapter V. But 

in order to document current financial activity, a survey 

of Texas community college chief financial officers 

(CFOs) was conducted. Personal characteristics, 

innovative financial activities, and perceived attitudes 

of others toward these activities were the questions the 

CFOs responded to. With regard to these results, several 

financial strategies are suggested which could be used to 

accumulate funds for capital projects. 

Instrument 

The instrument used in this study is shown in 

Appendix C, and the population surveyed was the chief 

financial officer at the 49 Texas community colleges 

(Appendix D). The first survey letter (mailed on 

November 19, 1991) and the follow-up letter (mailed on 

January 9, 1992) are shown in Appendix E. Forty of the 

49 CFOs completed the survey providing over an 80% 
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response rate. The financial innovativeness and the 

personal characteristics of the chief financial officers 

at Texas community colleges were obtained from this 

instrument. The attitudes of other individuals toward 

financial innovativeness as perceived by the chief 

financial officer were also measured in the survey. The 

CFOs were also requested to rank in priority order 

significant others that restrained financial innovative 

activities at their college. The others were as follows: 

the Board of Trustees, the President, the CFO 

(themselves), the state auditors, the public, the 

faculty, the accounting staff or system, and others. The 

CFOs were also asked to rate each of these group's 

attitudes toward financial innovative activities. The 

rankings were: strongly against, against, neutral, 

favorable, and strongly favorable. 

Selection of Financially 
Innovative Activities 

The financially innovative activities that were 

measured involved the use of tax-exempt debt and the 

structuring of investments to create a positive net 

interest income for a college. Thus, the activities 

measured were debt issuance activities and various 

investment activities. More investment than debt 

activities were surveyed because investing is done more 
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often. In addition, the CFOs were asked to list all 

additional debt or investment activities in which they 

were engaged. 

The third area of financial activity surveyed was 

cash flow. This area was included because cash flow 

projections are needed to determine cash availability for 

investments and cash needs for debt issuance. The list 

of cash flow activities was directed toward long-term 

cash flow activities as opposed to short-term methods of 

increasing cash balances such as increasing collections 

and delaying cash payments. The only short-term methods 

to increase cash balances surveyed were the wire out of 

large payments and the wire in of monthly state 

appropriations. 

Survey of Financial Innovativeness 

In this study, financial innovativeness was measured 

by the number of different financial activities with 

which CFOs had experience. The survey asked them to 

indicate the types of debt issuance, investments, and 

cash flow activities which they have worked with as chief 

financial officers. The survey listed 7 different types 

of debt instruments, 16 different types of investments, 

and 6 different types of cash flow activities. The last 

question for each group asked the CFOs to list any 
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additional activities they had experienced. Each 

additional activity was counted as an additional point. 

For this study, financial innovativeness was a measure of 

how many of the different activities they used, not how 

many times these activities were used. 

Procedures 

This study was made using the following procedures. 

Phase 1: Review the relevant literature on tax-exempt 

debt issuance in higher education. 

Phase 2: Conduct a survey of attitudes and activities of 

CFOs in Texas community colleges to determine 

if innovative financial activities had been 

utilized by the community college districts. 

Compare the financial innovative index to 

personal and professional characteristics of 

the CFOs to determine any significant 

Phase 3 

Phase 4 

relationships. 

Develop strategies for funding capital projects 

with tax-exempt debt and investments that 

maximize the net interest income based on 

current federal and Texas laws for issuing debt 

and investing public funds. 

Develop a long-range financial plan that 

illustrates how funds for capital projects may 
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be accumulated. Using the financial strategies 

developed in Phase 3 demonstrate how the bond 

proceeds are spent on capital projects within 

the three-year limit and how the funds are 

accumulated in the renewal and replacement 

fund. 

Phase 5: Given the attitudes found in Phase 2, identify 

the possible problems that could occur when 

implementing the long-range financial plan. 
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CHAPTER IV 

PRESENTATION AND ANALYSIS OF DATA 

Introduction 

The major purpose of the survey of the Texas 

community college chief financial officers was to 

determine to what degree they have been using debt 

issuance and long-term investments to produce net 

interest income. Interest rates received and paid by the 

colleges, as well as innovative financial activities were 

surveyed. The innovative financial activities were from 

three areas: Debt issuance, investments, and cash flow. 

The attitudes of the CFOs and their perceived 

attitudes of others toward innovative financial 

activities were surveyed to obtain information which 

might be helpful in implementing the financial strategies 

suggested in this study. 

The personal characteristics were obtained to 

compile a more complete database of information for the 

CFOs. These characteristics were determined by the 

researcher in conjunction with the dissertation 

committee. 

The financial innovative index for each CFO was 

calculated by adding the innovative financial activities 

they indicated experience using. The comparisons of the 

CFO's financial innovative index to their personal 

characteristics are shown to provide additional 
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background information on the past activities of the 

CFOs. The personal characteristics and the financial 

innovative index comparisons, however, are background 

information. The major purposes of the survey were to 

determine if the CFOs have been using debt issuance and 

long-term investments to create additional income and 

what their attitudes are about using these strategies. 

Personal Characteristics 

Table 4.1 presents the results of the survey of 

Texas community college chief financial officers on their 

education, gender, and age. The average age for the 

chief financial officers was 50 and most of them 

indicated they were male. In addition, most of them 

indicated they had a bachelor's degree in accounting and 

the most common master's degree was in a non-accounting, 

business-related area. The range on age and education 

level is wide. Although the average age is 50 years old, 

12 of the 40 CFOs indicated they were in their thirties. 

The most common highest degree was a master's; however, 

14 of the 40 CFOs indicated that their highest degree was 

a bachelor's degree, and 8 CFOs indicated they had a 

doctoral degree. 

Table 4.2 presents the results of the survey of 

Texas community college CFOs on their professional work 

experience. The majority of the CFOs indicated they have 

more than 16 years of experience in higher education, 
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TABLE 4.1 

CHIEF FINANCIAL OFFICER RESPONDENTS 
ACCORDING TO DEGREE, GENDER, AND AGE 

Accounting Business-
Related (1) 

Non- Total 
Business (2) 

Bachelors 
Degrees 

Masters 
Degrees 

Doctorate 
Degrees 

18 14 

15 

8 

8 

40 

26 

8 

Doctorate Master's Bachelor's 

Highest Degree 8 18 14 

Male Female Total 

Gender 34 40 

30-39 40-49 50-59 60+ Total 

Age 12 12 13 40 

Average Age 
Median Age 
Range 

50.6 
46 
31-63 

(1) Business-related is all business degrees except 
accounting. 

(2) Non-business is all outside of business degrees 
(Science, Arts, Agriculture, etc.). 
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TABLE 4.2 

CHIEF FINANCIAL OFFICER RESPONDENTS ON YEARS OF 
PROFESSIONAL WORK EXPERIENCE 

Years of Experience 
1-4 5-10 11-15 16+ 

Higher Ed. 
Exp. 

Military 
Finance 
Exp. 

Private 
Business 
Exp. 

Chief 
Financial 
Officer 
Exp. 

10 21 

34 5 

10 11 10 8 

15 11 

which was considerably more than the years of experience 

as a CFO. This seems to indicate most CFOs are not hired 

directly into this position, instead they work at some 

other higher education position before being promoted to 

CFO. 

The most consistent personal characteristics were 

gender, military experience, and work experience at 

another college. There are 34 males, 34 without military 

experience and 34 that have not worked at another 

college. The most variable personal characteristics were 

the age, education level, and experience as a CFO. There 

are 15 CFOs with less than five years of CFO experience. 
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which indicates that there is a large number of 

relatively new CFOs in this overall highly experienced 

group. 

Innovative Financial Activities 

The financially innovative activities were grouped 

under three separate categories: debt issuance, 

investments, and cash management. The results of the 

survey of debt instruments are shown in Table 4.3. 

The most used debt activity was the lease-purchase 

agreement, followed by the contractual obligation, and 

the revenue bond. The fourth most popular was the 

general obligation bond, which a little less than half of 

the CFOs indicated experience with. The remaining 

activities have been used only by a few of the CFOs. The 

two most frequently used debt instruments (lease-purchase 

agreement and contractual obligation) do not provide debt 

proceeds from which a college could use investments to 

earn interest income. None of the CFOs indicated they 

used all 7 debt activities, while 2 CFOs indicated they 

used 6 activities, and 18 indicated they used 2 or less 

of the listed debt activities. 

The results of the survey of investment instruments 

used by the CFOs are shown in Table 4.4. Bank 

Certificates of Deposit and interest on checking accounts 
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TABLE 4.3 

SUMMARY OF SURVEY RESULTS OF THE 40 TEXAS 
COMMUNITY COLLEGE CHIEF FINANCIAL OFFICER RESPONDENTS ON 

DEBT ISSUANCE INNOVATIVE FINANCIAL ACTIVITIES 

Debt Issuance: Number of CFOs selecting each activity 

31 - Lease-purchase agreement. 

27 - Contractual obligations. 

26 - Revenue bond. 

19 - General obligation bond. 

9 - Advanced bond refunding. 

4 - Tax and revenue anticipation note. 

3 - Other. 

2 - Variable-rate bond. 

Number of Debt Activities Used by CFOs 
0 1 2 3 4 5 6 

CFOs 4 2 12 
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TABLE 4.4 

SUMMARY OF SURVEY RESULTS OF THE 40 TEXAS COMMUNITY 
COLLEGE CHIEF FINANCIAL OFFICER RESPONDENTS ON 
INNOVATIVE INVESTMENT FINANCIAL ACTIVITIES 

Investments: Number of CFOs selecting each activity 

40 - Bank certificates of deposit (CDs). 

39 - Interest on checking account. 

24 - U. S. Treasury bills. 

15 - U. S. Treasury notes. 

14 - Saving and loan CDs. 

13 - Repurchase agreements. 

11 - U. S. Treasury bonds. 

9 - Ginnie Mae (GNMAs). 

9 - Fannie Mae (FNMAs). 

9 - Other 

8 - Bank Pac-agreements ($100,000 at each bank in 
the system). 

6 - Freddie Mac (FHLMCs). 

5 - Accumulative investment fund (internal use). 

4 - Zero coupon bonds. 

3 - Collateralized Mortgage Obligations (CMOs). 

1 - Interest Only (lOs). 

1 - Principal Only (POs). 

Number of Investment Activities Used by CFOs 
1-2 3-4 5-6 7-8 9-10 11+ 

CFOs 6 16 
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were used by nearly all of the CFOs. This was expected 

because these two types of investments are virtually 

risk-free and require little effort or time to 

accomplish. Unfortunately, the interest rate is also 

usually very low. The next most popular investment type 

is the U. S. Treasury bills, which typically pays an 

interest rate similar to bank CDs. Less than half of the 

CFOs indicated they used any of the remaining investment 

instruments. Less than a quarter of the CFOs indicated 

they used the high-yielding mortgage-backed securities. 

Six of the CFOs indicated that they only used bank 

certificates of deposits and interest on checking 

accounts for investments. Over half of the CFOs 

indicated they had used 4 or less investment activities. 

And only 9 CFOs indicated they had used over 6 of the 

different investment activities. Thus, the majority of 

the CFOs indicated their investment experience has been 

limited to short-term investments with their local 

depository bank. These types of investments are very 

safe and easy to accomplish; however, the yield on these 

investments is usually less than the interest paid by the 

college on tax-exempt debt (see Appendix E for a more 

detailed discussion of interest rates on different 

investment types). 

56 



The results of the survey of cash management 

activities are shown in Table 4.5. Monthly and annual 

cash flow projections were used by most of the CFOs. 

Less than half of them, however, used cash flow 

projections for long-range financial planning. Eighty 

percent of the CFOs wire in their monthly state 

appropriations and 60% wire out large payments. The 

majority of CFOs do use cash management planning, but 

these activities appear to be limited to a one-year time 

horizon for most of them. 

The following discussion of these innovative 

activities presents the results of the survey as well as 

a brief description of each financial activity and how it 

could be used in a college's long-range financial plan. 

Debt Issuance 

Seven forms of debt issuance were used in the survey 

of chief financial officers at the Texas community 

colleges. 

Lease-purchase agreements 

Lease-purchase agreements are contractual agreements 

between a college and a vendor where the college agrees 

to rent the capital equipment for a period of time, and 

at the end of that time, the college will assume 
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TABLE 4.5 

SUMMARY OF SURVEY RESULTS OF THE 40 TEXAS 
COMMUNITY COLLEGE CHIEF FINANCIAL OFFICER RESPONDENTS 
ON CASH MANAGEMENT INNOVATIVE FINANCIAL ACTIVITIES 

Cash Management: Selected by CFOs selecting each 
activity 

38 - Monthly cash flow 

37 - Annual cash flow 

32 - Wire in monthly state appropriations 

24 - Wire out large payments 

19 - Five year financial plan 

5 - Ten year financial plan 

4 - Other 

Number of Cash Flow Activities Used by CFOs 
1 2 3 4 5 6 

CFOs 1 5 6 

Total for Tables 4.3, 4.4, 4.5: 
Average number innovative finane 
CFO respondent. 

11 14 3 

491/40=12.28 -
:ial activities per 
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ownership of the capital. Thirty-one out of 40 CFOs have 

had experience with lease-purchase contract. This is the 

largest number of responses obtained for any debt 

issuance instrument. 

Contractual obligations 

Until 1991 the colleges had to use a bank to clear 

the payments. Since the bank held the money, there was 

no opportunity for the college to earn interest income on 

the proceeds. Twenty-seven of the 40 respondents had 

experience with contractual obligations, which was second 

only to lease-purchase agreements. 

Revenue bonds 

College issued tax-exempt bonds that are payable 

solely from net or gross revenues such as the bookstore 

receipts or tuition and fees. Twenty-six of the 40 

respondents indicated they had experience with revenue 

bonds. 

General obligation bond 

A tax-exempt bond that is supported by the pledge of 

the issuer's full faith, credit, and taxing power. This 

bond is the most secure of all the debt instruments and 

therefore can be sold to the investors at the lowest 

interest rates. This type of bond does require voter 
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approval, however, and voters have become less inclined 

to approve additional taxes the last twenty years. 

Nineteen out of the 40 CFOs reported having experience 

with this debt instrument. 

Advanced bond refunding 

Advanced bond refunding occurs when a college pays a 

bond off before its maturity date. This comes about when 

a bond is originally issued at a time when interest rates 

are high. When interest rates come down, a college can 

call in the bond issue and pay the old bond off with 

money obtained from the issue of a new bond at a lower 

interest rate. Nine of the 40 CFOs indicated that they 

had experience with advanced bond refunding. 

Tax and revenue anticipation notes (TRANs) 

TRANS can be effectively used to allow a CFO to 

invest the regular funds of the college for longer time 

periods (see Appendix G for discussion on TRANs). Four 

of the 4 0 respondents indicated they had experience 

issuing TRANs. 

Variable rate bonds 

A bond that the interest rate may change during the 

life of the bond at regular intervals (monthly, weekly or 

yearly). The variable rate is attractive to the bond 

buyer because the market risk of owning bonds is small 
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(see Chapter V for further discussion). Two of the 40 

respondents indicated experience with variable-rate 

bonds. 

Investments 

A discussion of the results of the survey of the 16 

types of investments used by the chief financial officers 

at the Texas community colleges is presented below. 

Interest on checking account 

Interest paid on checking accounts is a very common 

practice for banks, not only for educational institutions 

but also for individual customers. Thirty-nine of 40 

CFOs indicated they had experience with this investment 

activity. 

Bank certificate of deposit 

Forty CFOs indicated they had experience with this 

investment activity. 

U. S. treasury bills 

Short-term (less than one year maturity) discount 

securities issued by the federal government. The 

interest rates are usually low and bank CDs are normally 

equivalent in yield. Twenty-four of the 40 CFOs 

indicated experience with this activity. 
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U. S. treasury note 

Federal coupon securities that have the capability 

of having a longer maturity date than U. S. treasury 

bills but shorter than U. S. treasury bonds (2-10 years 

original maturity). Thus, the interest rates on these 

notes are usually higher than bills but less than bonds. 

Fifteen of the 40 CFOs have had experience with this 

investment activity. 

Saving and Loan CDs 

Placing CDs at savings and loan institutions is 

another investment alternative that is approved by state 

law. CDs of $100,000 at each savings and loan 

institution are fully insured by the federal government; 

therefore, there is very little risk associated with this 

investment. There is also little political risk with 

these investments because there are savings and loan 

institutions in almost every district, allowing the money 

to be kept in the district. Fourteen of the 40 CFOs have 

had experience with this activity. 

Repurchase agreements 

An agreement between a bank and the college where 

the college purchases a federal security and the bank 

agrees to buy that security back at a specific time. 
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Sometimes these agreements can offer colleges a higher 

yield on their investments. Thirteen of the 40 CFOs have 

had experience with this investment activity. 

U.S. treasury bonds 

Federal coupon investments that can have maturities 

up to thirty years in length. The longer maturities 

normally have higher yields. As the bonds come closer to 

maturity, normally the lower their interest rate will 

become. Thus, although there is some market risk 

involved, there exists an opportunity for colleges to 

invest at higher levels of interest and sell back the 

securities at a lower interest rate for a profit. This 

procedure would create a profit on the investments as 

well as a higher interest rate earned during the time 

period the investment was held. Eleven of the 40 CFOs 

had experience with this type of investment tool. 

Ginnie Mae (GNMAs) 

Mortgage-backed securities that have the full faith 

and credit guaranty of the United States government (see 

definitions). Yields on these securities are normally 

substantially above the local bank's CDs rate. These 

securities are typically issued with a fifteen to thirty 

year maturity. It is possible, however, to buy seasoned 
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(older securities that were issued some years ago) that 

have a shorter maturity period. Since the principal and 

interest are paid monthly, the college can use the steady 

cash flow coming from the secutities. Also, there is the 

addition of prepayment of principal that decreases the 

average maturity period of the investments. Nine of the 

40 CFOs indicated experience with this investment 

activity. 

Fannie Mae (FNMA) 

Mortgage-backed securities that are guaranteed by 

the Federal National Mortgage Association (see 

definitions). These securities have historically been 

fully supported by the federal government; however, they 

do not officially have the full faith and guarantee of 

the United States government. Because the guarantee is 

not as strong as GNMAs and there is a longer time delay 

for payments (fifty-five days for FNMAs versus forty-five 

days for GNMAs), FNMAs have historically paid a higher 

yield than GNMAs. The yield difference normally has been 

small because most investors feel that the United States 

government is just as committed to supporting FNMAs as 

they are GNMAs. Nine of the 40 CFOs indicated that they 

have had experience with FNMA investments. 
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Bank pac-agreements ($100,000 at each 
bank in the system) 

When a college places over $100,000 at a bank, the 

FDIC insurance no longer covers the investment. The bank 

must provide pledged assets that cover the amount above 

$100,000. Those pledged securities are either federal or 

Texas state or municipal securities. There is a cost to 

the banks to provide these securities; therefore, the 

college can obtain a higher yield on its investment by 

allowing the banks a way to provide the security needed 

without pledging securities. Bank pac-agreements allow 

the bank to place $100,000 at each bank location within 

their banking corporation and force the FDIC to insure 

the investments. Eight of 40 CFOs reported experience 

with this activity. 

Freddie Mac (FHLMC) 

Mortgage-backed securities that are guaranteed by 

the Federal Home Loan Mortgage Corporation (see 

definitions). Like FNMAs, these securities have 

historically been fully supported by the United States 

government. These securities have historically yielded 

interest rates comparable to FNMAs. Six of the 40 CFOs 

have had experience with FHLMCs. 
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Accumulative investment fund 

Colleges use the accumulative investment fund to 

accumulate money in one fund to make investments easier. 

Accounts are kept of each fund's investments in the 

accumulated fund, and interest income is allocated back 

to each fund on a prorated basis. Five of the 40 CFOs 

indicated experience with this activity. 

Zero coupon bonds 

These securities are like principal only bonds in 

that there is no cash flow from these investments until 

it matures. The difference is that the maturity for the 

zero coupon bond is known and there is no prepayment 

uncertainty. Four of the 40 CFOs indicated experience 

with this type of investment. 

Collateralized mortgage obligations (CMO) 

Securities that are developed by pooling (combining) 

mortgage-backed securities (GNMAs, FNMAs or FHLMCs) and 

creating different streams of interest and principal 

payments from this pool. Thus investors that need short-

maturity investments can select a stream that with a high 

degree of probability that will return the total 

investment back within a short period of time. Some CMO 

cash flows can also allow an investor to select an income 
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stream with a high interest rate but which will not 

return any investment back for a long period of time. 

These long-maturity streams usually pay a very favorable 

interest rate and compound the interest monthly. There 

are numerous income streams from a CMO pool, and college 

CFOs need to be very careful in selecting the one that 

would be most beneficial to their portfolio. Three of 

the 40 CFOs indicated experience with CMOs. 

Interest only (10) 

These securities are the interest only part of 

mortgage-backed securities. Thus, if prepayment speed is 

slow, an investor receives the complete interest payments 

for only a fraction of the investment that a complete 

security would cost (lOs are usually priced in the 30% to 

40% range of complete securities). If prepayment speeds 

are fast, however, the owner of an 10 could see the value 

of the security decrease faster than the amount of the 

interest paid. This occurrence would result in a 

negative yield. Because lOs have a potentially negative 

yield, they should only be purchased after careful 

analysis has been done on the possible effect on the 

portfolio. One of the 40 CFOs surveyed indicated having 

experience with lOs. 
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Principal only (PO) 

These securities are the principal-only portion of 

the mortgage-backed security. There is no interest 

payment, but the investor receives the principal 

payments. Since the investor buys the security at a 

discount (60% to 70% of the full security price), the 

return on investment is the difference between the price 

and maturity value divided by the length of time the 

security was held until the payment was made. If 

mortgage loans are being prepaid at a fast rate, then 

there is a high rate of return on POs. If mortgage loans 

are being prepaid at a slow rate, then an investor could 

be stuck with a long-term investment that has no cash 

flow. One of the 40 CFOs indicated experience with these 

types of investments. 

Cash Management 

The following are the results of the survey of cash 

management instruments used by the chief financial 

officers at the Texas community colleges. 

Monthly cash flow 

The projected flow of cash in and out of the college 

accounts on a daily basis for a month. CFOs would need 

to know the cash balances for the next month to maximize 
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investment funds and still meet the cash needs for the 

next month. Thirty-eight of the 40 CFOs indicated they 

had done a monthly cash flow activity. 

Annual cash flow 

The projected flow of cash in and out of the college 

accounts for a year. The annual cash flow could be 

detailed down to a daily cash balance or to a monthly 

cash balance. CFOs would need to know the projected cash 

balances for the next year to maximize investments of up 

to one year maturity. Thirty-seven of the 40 CFOs 

indicated they had done an annual cash flow activity. 

Wire in monthly state appropriations 

Electronically sending monthly money from the state 

treasury to the college. Starting in May, 1992, the 

state of Texas will require that the monthly payments be 

made electronically to avoid the paperwork of the warrant 

system. Thus, the community colleges will be required to 

wire in their monthly appropriations. Twenty-two of the 

40 CFOs indicated they had used this activity. 

Wire out large payments 

Money that is electronically wired directly from one 

bank to another does not lose any investment time. There 

is a charge for wiring funds ($10.00 to $20.00); however, 

the interest earnings from four or five days from large 
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payments (over $100,000) can easily be many times this 

cost. Twenty-four of the 40 CFOs indicated they had 

experience with wiring out large funds. 

Five-year financial plan 

This activity is used by a CFO to look at the cash 

flow beyond the current budget year. This type of long-

term financial planning is useful for capital project 

planning, as well as investment and debt planning. 

Nineteen of the 40 CFOs indicated they had experience 

with this activity. 

Ten-year financial plan 

Like the five-year financial plan, this activity is 

useful for long-range financial planning. Five of the 40 

CFOs indicated they had experience with this activity. 

Interest Rates 

Table 4.6 lists the average interest rates reported 

from the survey. The average interest rate earned on 

investments for the fiscal year 1990-91 was 6.9%. This 

rate is nearly the same as the average interest rate paid 

on debt, which was 6.78%. 

Thirteen CFOs indicated that they earned a higher 

interest rate on investments than they paid on debt. 

Thus, most of these colleges have lost the arbitrage 
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TABLE 4.6 

TABLE OF SUMMARY OF INTEREST RATES FROM SURVEY OF 
COMMUNITY COLLEGE DISTRICTS CHIEF FINANCIAL OFFICERS 

1990-

1989-

1988-

-91 

-90 

-89 

Average Interest 
Rate Earned on 
Investments 

6.9% 

7.841 

8.271 

Rate Earned 
Greater Than 
Rate Paid 

13 

Rate Earned 
Equals Rate 

Paid 

3 

Rate 
Less 
Rate 

Average Interest 
Rate Paid on 
Debt 

6. 

6, 

7. 

Earned 
Than 
Paid 

15 

.78% 

.91% 

.01% 

No Reported 
Rate Paid 

9 

advantage of being able to sell tax-exempt debt at a low 

interest rate and invest in taxable securities at a 

significantly higher interest rate. In the two previous 

years the colleges did better on their interest rates, 

earning 7.84% in 1989-90 and 8.27% in 1988-89 while 

paying 6.91% in 1989-90 and 7.01% in 1988-89. The 

interest rates have been gradually falling these last two 

years, and the reported interest rates reflect this 

decline. The earned interest rates have fallen faster 

than the paid interest rates. 
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Attitudes 

Two of the 40 CFO respondents did not fill out the 

attitudes part of the survey. Therefore, there are only 

38 respondents for that section of the instrument. 

Tables 4.7 and 4.8 summarize the results of 

attitudes about innovative financial activities by 

various groups as perceived by the CFOs. The group most 

favorable toward financial innovative activities is the 

chief financial officers (average = 4.21), followed by 

the presidents (average = 3.87), and then the boards 

(average = 3.37). None of the CFOs rated themselves as 

being against or very against financial innovative 

activities, and all but three rated themselves in favor 

of it. The CFOs rated their president as being nearly as 

favorable toward innovative activities; with only three 

of them rated their president as being against it. The 

least favorable group is the state auditors, followed by 

the general public, and the faculty. The most variance 

(standard deviation = 1.23) of opinion was on the boards 

with 19 in favor of financial innovative activities and 9 

against. 

The greatest restraints to financial innovative 

activities as perceived by the CFOs are the state laws 

(average = 2.47), followed by public pressure (average = 
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TABLE 4.7 

ATTITUDES OF SIGNIFICANT OTHERS FOR FINANCIAL 
INNOVATIVE ACTIVITIES AS PERCEIVED BY CHIEF FINANCIAL 

OFFICERS 

(l=strongly against, 2=against, 3=neutral, 4=in favor, 
5=strongly in favor). 

In Against 
Favor 
5 1 3. 2 1 Total Avq Std 

Chief financial 
officer 12 22 38 4.21 0.61 

President 19 38 3.87 0.92 

Board 13 10 7 38 3.37 1.23 

Accounting System/ 
Accounting Staff 26 3 38 3.26 0.75 

Faculty & Staff 
Attitudes Toward 
Financial Act. 19 12 38 2.82 0.79 

Faculty & Staff 
Attitude Toward 
Building Reserves 2 

State Law/Auditors 2 

Public Pressure/ 
Attitude Toward 
Public Institutions 0 

Other 0 

1 

3 

5 

0 

20 

17 

13 

0 

12 

9 

18 

0 

38 

38 

38 

2.66 0.87 

2.58 1.04 

2.55 0.78 

.00 0.00 
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TABLE 4.8 

MAJOR RESTRAINTS TO FINANCIAL INNOVATIVE ACTIVITIES AS 
PERCEIVED BY CHIEF FINANCIAL OFFICERS 

(l=largest restraint, 2=second largest restraint, 3=3rd 
largest restraint, 4=4th largest restraint, 5+=not a major 
restraint). 

5 + 4 3 2 1 Total Avg Std 

Chief financial 
officer 28 7 3 0 0 38 4.66 0.62 

Accounting System/ 

Accounting Staff 27 4 6 1 0 38 4.50 0.85 

President 22 6 7 2 1 38 4.21 1.08 

Tradition 17 6 6 9 0 38 3.82 1.23 

Board 15 7 5 4 7 38 3.50 1.53 

Lack of Long-Term 
Investment Funds 19 1 5 6 7 38 3.50 1.63 
Public Pressure/ 
Attitude Toward 

Public Institutions 5 5 13 9 4 38 2.94 1.18 

State Law/Auditors 4 8 6 4 16 38 2.47 1.46 

Other 0 0 0 4 0 4 2.00 0.00 
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2.94). Public pressure and the state laws were selected 

in the main three restraints by the CFOs over half of the 

time. The least restraints were the chief financial 

officers, followed by the accounting system, and the 

presidents. Lack of funds and the board were each 

selected as the main restraint by 7 CFOs; these two areas 

had the greatest variances with a standard deviation of 

1.63 and 1.53, respectively. The state laws were 

selected as one of the top four restraints by 34 of the 

38 respondents. 

Financial Innovative Index 

The financial innovative index of the chief 

financial officers was compared to their personal and 

professional backgrounds to determine if there were any 

significant relationships. 

A financial innovative index was calculated for each 

chief financial officer by totaling the financial 

activities they indicated on the survey. As shown in 

Table 4.5, the average number of financial activities 

index for all CFOs is 12.2%. 

The CFOs were sorted by various personal and 

professional characteristics, and the average financial 

innovative index was calculated for each grouping to 

determine if there were any noticeable relationships 
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between these characteristics and the financial 

innovativeness of CFOs. 

Table 4.9 shows the results of a comparison based on 

the level of education. CFOs with a master's degree as 

their highest education level had the highest average 

financial innovative index (13.4), and CFOs with a 

doctorate degree had the lowest average financial 

innovative index (10.4). There does not appear to be any 

significant correlation between the amount of education 

and financial innovation because the average financial 

index does not consistently increase or decrease with an 

increase in education level. As Table 4.9 shows both 

bachelor's and doctoral-degreed CFOs are below the 

average financial innovativeness by the total group. 

The relationship of financial innovation to the 

academic major at the bachelor's degree level is shown in 

Table 4.10. CFOs with accounting and non-business majors 

have a lower financial innovative index than CFOs with 

business-related degrees, but the difference is small. 

The non-business group of CFOs had a financial innovative 

index of 12.0, which is very close to the average (12.3) 

and above the accounting group's average (11.8), which 

indicates the non-business majors are just as financially 

innovative as the business major groups. 
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TABLE 4.9 

FINANCIAL INNOVATION INDEX (FII) 
BY HIGHEST DEGREE LEVEL 

Highest Respondents Average Financial 
Degree Innovative Index* 

Bachelor's 14 11.8 

Master's 18 13.4 

Doctorate 8 10.4 

Total 40 12.3 

* Average index of sum of surveyed financial activities by 
groups of CFOs. 

TABLE 4.10 

FINANCIAL INNOVATION INDEX (FII) BY 
MAJOR OF BACHELOR'S DEGREE 

Major Respondents Average Financial 
Innovation Index* 

Accounting 18 11.8 

Business Related 14 13.3 

Non-Business 8 12.0 

Total 40 12.3 

* Average index of sum of surveyed financial activities by 
groups of CFOs. 

Table 4.11 shows the relationship of the CFOs 

financial innovative index to the size of their 

educational institution. The 1992-93 state 

appropriations were used to determine the size of the 

institutions. Since the appropriations are based on a 
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TABLE 4.11 

FINANCIAL INNOVATION INDEX BY COLLEGE SIZE 

Institution Respondents Average Financial 
Size* Innovation Index* 

Large 7 16.6 

Medium 21 12.6 

Small 12 10.0 

Total 40 12.6 

*Based on 1992-93 state appropriations for two years. 
Large is more than $30,000,000; small is less than 
$8,000,000; and medium is between $30,000,000 and 
$8,000,000. 

* Average index of sum of surveyed financial activities 
by groups of CFOs. 

contact hour formula, the size of a college's 

appropriation reasonably indicates the number of 

students' hours of instruction and the size of the 

college. Thus, the CFOs were placed in three groups 

based on their college's 1992-93 appropriations. The 

CFOs in the large educational institutions group had the 

highest average financial innovation index (16.6), and 

the CFOs in the smallest size group had the lowest 

average financial innovative index (10.0). Thus, there 

appears to be some relationship between the size of the 

college and the financial innovativeness of the CFO. On 

the average, the CFOs from larger colleges have been 

involved in more of the surveyed types of financial 

activities than CFOs from smaller colleges. 
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Table 4.12 shows the relationship of the CFOs 

financial innovative index to their age. The CFOs in 

their 40s had the highest average financial innovative 

index. The youngest group (in their 30s) had the lowest 

average financial innovative index. 

TABLE 4.12 

RELATIONSHIP OF FINANCIAL INNOVATIVE 
INDEX (FII) TO AGE OF CHIEF FINANCIAL 

OFFICER 

Age Respondents Average Financial 
Innovation 
Index* 

30s 12 10.6 

40s 12 14.4 

50-63 16 11.4 
Total 40 12.6 

*Average index of sum of surveyed financial activities by 
groups of CFOs. 

Table 4.13 shows the relationship of the CFOs financial 

innovative index to their years of experience as a CFO. The 

average financial innovative index increases with years of 

experience up to the most experienced group with over 16 

years of CFO experience. There is not, however, a large 

difference in the average financial innovative index between 

any of the groups. Even the new CFOs with only 1-4 years of 

experience had an average financial innovative index of over 

11. 
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TABLE 4.13 

RELATIONSHIP OF INNOVATIVE FINANCIAL INNOVATION INDEX 
(FII) TO YEARS OF EXPERIENCE AS CHIEF FINANCIAL 

OFFICER 

Years of Respondents Average Financial 
Experience Innovation Index* 

1-4 15 11.1 

5-10 11 12.2 

11-15 9 13.9 

16+ 5 13.0 

Total 40 12.6 

* Average index of sum of surveyed financial activities by 
groups of CFOs. 

Table 4.14 shows the relationship of the CFOs financial 

innovative index to their years of experience in private 

business. The group of CFOs with no experience in private 

business had an average financial innovative index (11.2) 

below the average financial innovative index of all the CFOs 

(12.3). Additional experience in private business did not 

seem to increase financial innovativeness, however, as the 

group with the most private business experience had the 

lowest average financial innovative index (10.0). 

The results from comparing the financial innovative 

index (FII) to the various personal, professional, and 

institutional characteristics indicates that the size of the 

institution seemed to have the greatest effect on the CFOs 

financial innovative index (FFI). The CFOs from the larger 
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TABLE 4.14 

RELATIONSHIP OF FINANCIAL INNOVATIVE INDEX (FII) 
TO YEARS OF EXPERIENCE IN PRIVATE BUSINESS 

Private Business Respondents Average Financial 
Experience (Years) Innovation Index* 

0 10 11.2 

1-4 11 13.9 

5-10 10 13.5 

11-21 9 10.0 

Total 40 12.6 

* Average index of sum of surveyed financial activities by 
groups of CFOs. 

colleges had a higher average FII than the CFOs 

from the middle-sized colleges, and the CFOs from the 

middle-sized colleges had a higher average FII than the 

CFOs from the smaller colleges. 
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CHAPTER V 

FINANCIAL STRATEGIES TO MAXIMIZE 

NET INTEREST INCOME 

The main goal of the financial strategies in this 

study is to coordinate the investments and debt to 

maximize the net interest income. The investments need 

to be within the Public Funds Investment Act of 1987 

(Art.842(a)(2), Vernon's Texas Civil Statutes (see 

Appendix F). There exists, however, a considerable 

difference in interest rates among the available 

investments. The types and maturities of investments 

selected can substantially affect the interest income of 

a college. 

The results of the survey of chief financial 

officers indicated that in 1990-91 only 13 colleges 

earned a higher interest rate on their investments than 

the interest rate they paid on their debt. Since these 

colleges may issue tax-exempt debt and their funds maybe 

invested in taxable investments, there should be a net 

interest gain for the colleges, if the maturities of the 

investments and debt are the same (see Appendix B). A 

negative net interest rate probably indicates that the 

investments are being made in shorter-term securities 

than the debt. 
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Concept of Legal Arbitrage 

Webster's New Collegiate Dictionary (1991) defines 

"arbitrage" as either (1) "relating to an arbiter to 

render judgment" or (2) "the simultaneous purchase and 

sale of the same or equivalent security in order to 

profit from price discrepancies" (p. 57). In this study, 

the latter definition of arbitrage was addressed. More 

specifically, exploring the arbitrage in structuring 

debt and investments due to tax preferential treatment 

and liquidity preference (i.e., the longer money is tied 

up in an investment the higher the interest rate must be 

to compensate the person lending the money) is the point 

of interest in the following discussion. 

The basic concept of arbitrage is simple: one 

borrows money at a low rate of interest, for example, 

(pay 6%) and invests this same money at a higher rate of 

interest (perhaps 9%). If this practice could be 

followed with $100 for one year, a net gain of three 

dollars would be realized. Similarly, $10,000,000 would 

net $300,000 per year. Banks have operated on this 

principle for years, and as long as all the loans are 

repaid, banks make a nice profit on the use of other 

people's money. 
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The question readily comes to mind: if people are 

knowledgeable of the investment opportunities and are 

trying to obtain the maximum income, why do people lend 

money at 6% when they could get 9%? They lend their 

money at the lower interest rate for three basic reasons: 

security, liquidity, and tax-exemptions. If they are 

offered greater security for their investments, they will 

accept a somewhat lower interest rate. If they are 

offered greater liquidity (ready access to their cash 

investment), they will accept a lower interest rate. 

And, last, if they are offered tax-exempt earnings, they 

will accept a lower interest rate. 

Educational institutions have a good reputation for 

security. Public educational institutions that have a 

large taxing authority behind them are an extremely 

secure investment. These same public institutions are 

also tax-exempt entities and allowed by law to issue debt 

that earns tax-exempt interest. Thus, they have been 

able to offer two items which are very desirable to 

investors: security and tax-exemptions. The third item, 

liquidity, has historically been an unattractive 

characteristic of their debt instruments because these 

institutions mainly issued long-term bonds which tied up 

money for many years. With the recent introduction of 
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low floaters (investments that theoretically can be 

cashed in every seven days) these institutions can offer 

an extremely attractive investment opportunity to the 

market. 

Giving investors an attractive product, but one that 

meets the needs of the institution, was the goal of the 

"low floaters." The investor could cash his bond very 

readily; the market was liquid enough for these 

investments that investment houses, which actually hold 

the bonds, very rarely sold them. The bonds were merely 

transferred from one investor's portfolio to another 

investor's portfolio within the same investment house. 

The 1986 Tax Reform Act reduced the tax-exempt 

attractiveness of public education debt issues by 

lowering the maximum tax rate and tightening some tax 

loopholes (e.g., alternative minimum tax). The Act had 

an even greater impact (at least for large private 

institutions) in the area of limiting the amount of debt 

issuance allowed for unlimited arbitrage earnings. 

In this study, the potential for legal arbitrage 

earnings for tax-exempt educational institutions is 

explored. First, the study examines the old arbitrage 

earnings law (section 103(c) of the 1954 tax code); 

second, it examines the new arbitrage earnings law as 
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enacted by the 1986 Tax Reform Act. Third, it presents 

an example using a debt issuance to fund a $10,000,000 

building; and, fourth, it examines the dollar impact of 

the changes in the arbitrage rules. 

The interest cost on a twenty-year, $10,000,000 bond 

can easily exceed $10,000,000, which would effectively 

double the institution's annual debt-service costs. 

Under the 1954 tax code, creative legal arbitrage 

earnings could have been made to offset totally all the 

interest cost of the bond. The 1986 Tax Reform Act 

limits the legal arbitrage earnings available to 

colleges, and therefore increases the annual net debt-

service cost. 

Arbitrage Rules Before 
The 1986 Tax Reform Act 

Section 103(c) of the 1954 tax code imposed 

restrictions on the investment of proceeds of state and 

local government obligations. These restrictions limited 

the investments of bond proceeds on higher yielding 

taxable obligations. There existed, however, various 

exceptions that allowed unlimited investment of bond 

proceeds in taxable government obligations. These 

exceptions, which allowed the amounts to be invested 

without yield restrictions, fell into three major 
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categories: "temporary period" investments, "reasonable 

required reserve" funds, and "minor portion" amounts. 

The temporary period is up to three years of unlimited 

arbitrage earnings before the bond proceeds must be spent 

on capital projects. The reasonable required reserve 

fund allowed 15% of the bonds to be kept in a fund to 

help secure bond payments. And the minor portion allowed 

the bond issuer to earn unlimited arbitrage beyond the 

three-year limit on up to 15% of the bond issue. The 

reserve fund was counted as part of the 15%, thus the 

minor portion was not needed if the full reserve amount 

was used. Issuers would have a completely legal tax-

exempt offering if they could devise a method for keeping 

all the interest earnings within these three permissible 

areas (see Appendix G for a more detailed discussion of 

the pre-rules on tax-exempt bond issues). 

The 1986 Tax Reform Act Rules 

On October 22, 1986, the Tax Reform Act of 1986 was 

signed into law. This Act affects the tax-exempt 

financing provisions of the Internal Revenue Code of 

1954. Sections 103 and 103A of the 1954 Code were 

amended by the Act, and the 1954 Code has been retitled 

the Internal Revenue Code of 1986 (Brown and Wood, 1986). 
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The 1986 Tax Reform Act tightened arbitrage 

restrictions. The issuer must keep track of all 

arbitrage earnings annually and rebate those earnings to 

the United States Treasury every five years and within 

sixty days of the final bond retirement. For this 

calculation, arbitrage earnings are the difference 

between the interest revenue on the bond proceeds and the 

amount of interest revenue the government unit would 

receive on those same bond proceeds if the interest rate 

was equal to the interest paid on their tax-exempt bonds. 

This reform takes away all the incentives of issuing tax-

exempt bonds for arbitrage profits. There are, however, 

exceptions in these new tax reform laws. 

These exceptions, which allow the amounts to be 

invested without yield restrictions, fall into four major 

categories: (1) six-month exception, (2) small 

governmental exception, (3) debt service fund exception, 

and (4) tax and revenue anticipation notes. The six-

month exception is when the bond proceeds are spent 

within six months from the date of issue. The small 

governmental exception allows $5,000,000 per year to be 

issued by educational institutions with taxing power. 

The debt service exception allows 10% in a reserve fund. 

And the tax and revenue anticipation notes (TRANs) allows 
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for negative cash flow coverage within the fiscal year 

(see Appendix H for a more detailed discussion of the Act 

rules). 

Financial Strategies 

The financial strategies described here start with 

Plan A, and become more complex by including additional 

methods of earning legal arbitrage income in Plans B 

through D-2. These financial strategies minimize the net 

financial cost of a capital project by maximizing the 

amount of legal arbitrage income. Ten percent of the 

bond proceeds can be retained in a reserve fund, but the 

rest must be spent within three years on capital. The 

impact of delaying the construction payments until the 

end of the three-year period, creating a reserve fund, 

and paying for budgeted equipment with bond money are 

shown separately in Plans B through D-1. Plan D-2 

demonstrates how the small governance exception of 

$5,000,000 can be used annually to avoid any arbitrage 

rebates. The initial assumptions on interest rates and 

construction time remain constant for all the plans. 

Appendix I contains the interest rate assumptions 

used in Plans A through D. For those individuals wanting 

to understand the concepts but not wanting to work 

through all the numbers, the following summary is given. 
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The interest costs for a twenty-year bond issued at 7% 

interest are nearly the same as the amount borrowed. 

Therefore, if $10,000,000 is borrowed, then the financial 

costs will be approximately $10,000,000. If this 

financial cost is not offset by interest income, the 

total cost of the building project is doubled. 

Plan A—Basic Building Bond 

Under Plan A the college issues a basic bond for 

$10,000,000, without any extra features, and begins 

building the new facility as soon as possible. The 

institution's financial cost will equal $9,629,000 beyond 

the construction cost of the facility (see Appendix I). 

This plan assumes the building can be built in one 

year and that the quarterly payments can be made to the 

construction company. In this example it is further 

assumed that the major costs of construction normally 

occur after the structure of the building is in place, 

thus, the quarterly payments may be assumed to be as 

follows: (1) 1st quarter, $2,000,000; (2) 2nd quarter, 

$2,000,000; (3) 3rd quarter, $3,000,000; and (4) 4th 

quarter, $2,850,000. This example could be reworked 

assuming slower or faster payments. Faster payments will 

show less interest income for Plan A, while slower 

payment will show more interest income. The effect of 
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changing the construction time on the other plans should 

not show much change because the proceeds are kept until 

the end of the three-year period. 

Interest income will, therefore, be based on 

investing the unused portions of the bond proceeds. 

Since the last $2,850,000 is not expected to be needed 

for a year, investing that portion of the bond proceeds 

at the highest possible interest rate up to a maximum of 

one year maturity would seem reasonable. The interest 

received from these investments is listed in Table 5.1. 

The interest income will be $501,500 resulting in a 

net finance cost of $9,127,500 ($9,629,000 - $501,500). 

Thus, the net finance cost is almost as great as the cost 

of the building. The investment interest rates also come 

from Appendix I and correspond to the maturity length of 

the investments of the bond proceeds. 

Arbitrage rebate probably could have been avoided by 

assigning the lowest interest earning investments owned 

by the college to the unexpended plant funds. The main 

problem for colleges that finance on capital projects 

similar to Plan A is the extra paperwork involved to 

prove no arbitrage earnings. The extra paperwork problem 

could be avoided if the college spent all of the bond 

proceeds within six months. 
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TABLE 5.1 

INTEREST INCOME FROM PLAN A 

Interest Income: 

Beginning Funds $9,850, 

Investment 
Length 

$2,000,000 

2,000,000 

3,000,000 

2.850.000 
$9,850,000 

Maturity 
Rate 

3 Months 

6 Months 

9 Months 

1 Year 

,000 

6.6% 

7.4% 

7.4% 

8.0% 

($10,000, 
issuance 

Interest 
Income 

$ 33,000 

74,000 

166,500 

228,000 
$501,500 

000 - 150,000 
costs) 

Possible 
Arbitrage 
Rebate* 

$ 4,000 

9,000 

28.500 
$41,500 

Finance Cost $9.629.000 

Net Finance Cost $9,127,500 

*Difference between interest paid (7%) and the interest 
received on the investments. 
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The annual $5,000,000 exception could be worked 

successfully for many of the community colleges in Texas. 

In Plan A, half of the bond issue could be sold in one 

year and the other half in the following year to cover 

completely the issue under the small governance 

exception. This action would avoid all of the Act's 

arbitrage rate rules on Plan A. 

Plan B—Delay building until 
the last year of the three-
year arbitrage period 

By postponing the construction of the building until 

the end of the three-year arbitrage period, the 

institution can substantially increase interest income. 

This postponement will produce two complete years of 

arbitrage earnings on the entire $10,000,000. The delay 

also allows the use of longer maturity investments which 

typically produce a higher yield. Adding the extra two 

years of income earnings will produce the interest income 

listed in Table 5.2. 

Finance costs will still equal $9,629,000, but the 

interest income has increased from $501,500 to 

$2,209,200. Thus, the net finance cost is $7,419,800 

($9,629,000 - $2,209,200) instead of the $9,127,500 as 

explained in Plan A. The extra time for investments not 

only increases the length of the period that the 
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TABLE 5.2 
INTEREST INCOME FROM PLAN B 

Interest Income: 

Beginning Funds $9,850,000 (10,000,000 - 150,000 
issuance costs) 

Investment 
Amounts 

Maturity 
Length 

Interest 
Rate 

Possible 
Interest Arbitrage 
Income Rebate* 

$2,000,000 2 Yrs 3 Mon. 8.4% 

2,000,000 2 Yrs 6 Mon. 8.4 

3,000,000 2 Yrs 9 Mon. 8.4 

2.850.000 3 Years 

$9,850,000 

8.4 

$378,000 $63,000 

420,000 70,000 

693,000 115,500 

718.200 129.800 

$2,209,200 $378,300 

Finance Cost 

Net Finance Cost 

$9.629.000 

$7,419,800 

* Difference between interest paid (7%) and the interest 
received on the investments. 
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investments were held but also allows the college to 

obtain higher interest rates by going further out the 

yield curve. Arbitrage rebates could possibly be avoided 

by issuing $5,000,000 of bonds per year over two years 

and taking advantage of the small governmental issue 

exception as in Plan A. This exception ideally suits 

community colleges because they qualify under the general 

taxing power requirement. 

Delaying the capital project may cause some other 

problems, and the bidding of the construction contract 

should be closely supervised to avoid other problems such 

as building deterioration, public relation problems, or 

contractual problems due to the time-lag between bidding 

and construction. 

Plan C—Delay building and 
keep 10% in the reserve fund 
(issue $11.000.000 instead of 
SlO.000.000^ 

This plan allows a college to borrow 10% more money 

for a reserve fund instead of the 15% extra for a reserve 

fund allowable before the Act. This procedure increases 

the interest cost to $10,586,900 instead of $9,629,000. 

The gross finance costs have increased by $957,900, but 

the interest income has been increased by more. 

In addition to the income from investments at the 

beginning of the construction period and the three years 
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of unlimited arbitrage, a full bond lifetime of arbitrage 

earnings for the reserve fund has been created. 

This 21 years of earnings allows the purchase of a 

long-term investment that normally yields very favorable 

interest rates. The additional value of fully using the 

reserve fund is shown in Table 5.3. The college now 

earns $4,264,680 in interest income and has the possible 

arbitrage rebate bill of $955,780. If the arbitrage 

rebate is avoided, which many community colleges could do 

with the small governmental exclusion, then the interest 

income for Plan C becomes $4,264,680. Now the net 

financial cost is $6,322,220 ($10,426,900 + $160,000 -

$4,264,680). This amount is a considerable savings over 

the $9,127,500 net financial cost of Plan A. 

Plan D-1—Delay building plus 
three years of budgeted 
eouipment Plus the 10% in 
the reserve fund (issue 
$17.000.000 instead of 
$10.000.000) 

If a college annually budgets about $1,500,000 per 

year for new and replacement equipment, then over a 

three-year period that amount would total $4,500,000. 

And with inflation, it could be logically estimated that 

the college would make an expenditure of $5,000,000 on 
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TABLE 5.3 

INTEREST INCOME FROM PLAN C 

Beginning Funds $10,840,000 
$160,000 issuance cost) 

($11,000,000 -

Investment Maturity 
Amounts Length 

Possible 
Interest Interest Arbitrage 
Rate Income Rebate* 

$2,000,000 2 Yrs 3 Mon 8.4 $378,000 $63,000 

2,000,000 2 Yrs 6 Mon 8.4 420,000 70,000 

3,000,000 2 Yrs 9 Mon 8.4 

2,840,000 3 Yrs 

1.000.000 21 Yrs 

$10,840,000 

8.4 

9.8 

693,000 115,500 

715,680 119,280 

2.058.000 588.000 

$4,264,680 $955,780 

Finance Cost 

Net Finance Cost 

$10.586.900 

$ 6,322,220 

*Difference between interest paid (7%) and the interest 
received on the investments. 
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equipment in the next three years. Adding this 

$5,000,000 to the bond issue would increase the bond to 

$15,000,000. And adding issuance cost plus a 10% reserve 

fund, the issue could be $17,000,000 ($15,300,000 divided 

by 90%). 

Since the college is going to borrow 70% more money 

than the building costs, the interest costs will be 

increased up to $16,334,000 instead of the original 

$9,629,000. 

In addition to the income from the investments at 

the beginning of the construction period, the three years 

of unlimited arbitrage and the 10% reserve fund, the 

college has borrowed another $5,000,000 and "sized-up" 

the entire bond issue. The amount of money borrowed has 

nearly doubled. This extra money can be kept until the 

last few payments on the bonds. Actually the extra 

arbitrage earnings could be kept even after the bond 

issue is retired. The effect of having the extra money 

to invest is listed in Table 5.4. 

The gross finance cost has increased by $6,705,000 

($16,334,000 - $9,629,000), but interest income has 

increased by nearly $15,000,000 from the original 

$501,500 to $15,274,500. Now the net financial cost is 
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TABLE 5.4 

INTEREST INCOME FROM PLAN D-1 

Beginning Funds $16,780,000 ($17,000,000 -
$220,000 issuance 
cost) 

Investment 
Amounts 

Maturity Interest 
Length Rate 

Interest Possible 
Income Arbitrage 

Rebate* 

$ 2,000,000 

2,000,000 

3,000,000 

3,000,000 

1,500,000 

1,500,000 

1,800,000 

2.000.000 
$16,780,000 

2 Yrs 3 Mo 8.4% $ 378,000 $ 63,000 

2 Yrs 6 Mo 8.4 

2 Yrs 9 Mo 8.4 

3 Yrs 

18 Yrs 

19 Yrs 

20 Yrs 

21 Yrs 

8.4 

9.7 

9.7 

9.8 

420,000 

693,000 

756,000 

2,619,000 

2,764,500 

70,000 

115,500 

126,000 

742,500 

769,500 

3,528,000 1,008,000 

9.8 4.116.000 1.176.000 
$15,274,500 $4,070,000 

Finance Cost 

Net Finance Cost 

$16.334.000 

$ 1,059,500 

*Differences between interest paid (7%) and the interest 
received on the investments. 
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only $1,059,500 ($16,334,000 - $15,274,500), instead of 

the original $9,127,500 financial costs in Plan A. The 

possible arbitrage rebate, however, is over $4,000,000 

and that could increase the net financial cost to 

$5,129,500 ($1,059,500 + $4,070,000). There are methods 

that colleges could use to lower the arbitrage rebate 

such as using lower yielding investments for these 

investment funds as mentioned earlier. A considerable 

amount of record keeping will still be necessary; 

however, by using the small governance exception, the 

community colleges could avoid the rebate problem. This 

strategy is used in Plan D-2. 

Plan D-2—Delay building 
plus three years of budgeted 
eouipment plus 10% in the 
reserve fund (issue 
$5.000.000 every calendar 
year instead of $17.000.000 
at one time) 

If a college annually budgets about $1,500,000 for 

equipment and building renovations, it could be logically 

estimated that with inflation the college would expend 

$8,000,000 on regular capital items in a five-year 

period. The $10,000,000 for the building plus the 

$8,000,000 for regular capital projects give the college 

a need for $18,000,000. Keeping 10% in a reserve fund 

would mean that the college needs to issue $20,000,000 in 
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bonds. Staying within the $5,000,000 small governmental 

unit exception would require four different calendar 

years for the bonds to be issued. This bond issuing 

strategy would obtain the total capital projects' money 

needed over a five-year period and allow the use of the 

$5,000,000 small governmental unit exception. An example 

of how this could be done is listed in Table 5.5. If the 

college plans its expenditures wisely, a considerable 

amount of legal arbitrage interest income can be earned 

without the disruption of the normal college spending 

patterns. The $4,500,000 bond proceeds the college 

receives in January, 1991, can be used to fund the 

regular capital projects budgeted for years 1991 through 

1993. The $4,500,000 bond proceeds received in December, 

1992, and June, 1993, could be spent entirely on the big 

building project along with $1,000,000 out of the 

January, 1994, bond issue. For the building project, the 

maximum legal arbitrage earnings are listed in Table 5.6. 

The $4,707,800 interest income from the building project 

reduces the original financial cost of $9,629,000 to 

nearly half. This is a significant savings and most 

people would feel it is worth the three-year wait. The 

largest amount of interest income, however, comes from 

the accumulation of money from budgeted equipment 

purchased with bond proceeds as shown in Table 5.7. 
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TABLE 5.5 

BOND ISSUES FROM PLAN D-2 (ISSUE $5,000,000 PER 
YEAR TO TAKE ADVANTAGE OF THE SMALL GOVERNMENTAL UNIT 

EXCEPTION) 

Bond Issue Reserve Building Regular 

Issue Date Projects 

$ 5,000,000 Jan., 1991 $500,000 $4,500,000 

5,000,000 Dec, 1992 500,000 $ 4,500,000 

5,000,000 June, 1993 500,000 4,500,000 

5.000.000 Jan., 1994 500.000 1.000,000 3,500,000 

$20,000,000 $2,000,000 $10,000,000 $8,000,000 

TABLE 5.6 

INTEREST INCOME FROM THE BUILDING PROJECT FOR PLAN 
D-2 

Beginning Funds $10,800,000 ($11,000,000 - $200,000 
Issuance Cost). 

Investment Maturity Interest Interest 
Amounts Length Rate Income 

$ 9,700,000 3 Years 8.4% $2,444,000 

1.100.000 21 Years 9.8% 2.263.800 

$10,800,000 $4,707,800 
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TABLE 5.7 

PLAN D-2 INTEREST INCOME FROM $9,000,000 BOND ISSUE FOR 
BUDGETED EQUIPMENT 

Beginning funds $8,820,000 ($9,000,000 - $180,000 
issuance cost). 

Investment 
Amounts 

$7,920,000 

900,000 

$8,820,000 
— 

Maturity 
Length 

21 Years 

21 Years 

Interest 
Rate 

9.8% 

9.8% 

Interest 
Income 

$16,299,360 

1.852.200 

$18,151,560 
^ ^ ^ ^ ^ ^ ^ ^ ^ s s ^ 

Since these funds are kept by the college, the interest 

income will be produced annually on a continuous basis. 

The interest earnings from the $9,000,000 invested for 21 

years is $18,151,560. This extra interest earnings 

occurs because of the arbitrage difference in rates, and 

the interest income each year is earned on non-declining 

balances unlike the debt retirement schedule for the 

bonds. The college uses the annual net interest income 

to repay the principal on the debt and continues to earn 

interest income on the total original bond amount. Since 

the beginning years of the debt repayment schedule have 

small principal repayment amounts, the 3% difference on 

interest rates is enough to pay the principal payments. 
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As the principal repayment amount increases, the net 

interest income also increases because the interest 

income is earned on a larger amount than the interest 

paid on the bond. 

The total interest income from Plan D-2 is 

$22,859,360 ($18,151,560 + $4,707,800) and the total 

interest cost is $19,258,000 ($9,629,000 X 2) producing a 

net financial cost of negative $3,601,360 or net 

financial gain. This $3,601,360 net financial gain is an 

improvement of $12,728,860 over the Plan A net financial 

cost of $9,127,500. 

Conclusion 

In this chapter, financial strategies were developed 

to fund capital projects. A study of legal arbitrage and 

investment laws showed how colleges and universities 

could reduce the financial cost of capital projects by 

borrowing tax-exempt money and investing bond proceeds at 

maximum interest rates. 

The federal arbitrage rules were investigated both 

before and after the 1986 Tax Reform Act was enacted. 

Then Plans A through D-2 were developed using the current 

arbitrage rules to minimize the net financial cost of 

funding a $10,000,000 building project with tax-exempt 

debt. Plan A began with a strategy to borrow the funds, 
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build the project, and pay back the funds over a twenty-

year period with a net financial cost of nearly an 

additional $10,000,000 beyond the construction cost. The 

plans then became progressively more complex as 

additional features were added to reduce the net 

financial cost. 

Plan D introduced the financial strategy of 

accumulating funds by purchasing budgeted equipment with 

bond funds and saving the budgeted money. This strategy 

is utilized in the long-range financial plans (Chapter 

VI) to accumulate funds to finance capital projects on a 

continuous basis. 
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CHAPTER VI 

LONG-RANGE FINANCIAL PLAN TO BUILD 

A FUND FOR CAPITAL PROJECTS 

Introduction 

In Chapter IV, the results of the survey of the CFOs 

at Texas community college districts were presented and 

analyzed; the results indicated that most CFOs are not 

using the investment/debt strategies developed in this 

study. The majority of the CFOs do not invest in 

securities beyond one year (see Table 4.4), and the most 

popular debt instruments are lease-purchase agreements 

and contractual obligations (see Table 4.3), neither of 

which allows the college to invest borrowed money to earn 

interest income. In addition, the survey results 

indicated that the majority of the CFOs do not use long-

range financial planning (see Table 4.5). 

In Chapter V, the current rules of arbitrage were 

investigated and financial strategies were developed to 

minimize the net financial cost of construction projects 

by using tax-exempt bonds and matching investment 

strategies. 

In this chapter, a long-range financial plan is 

presented showing how the financial strategies developed 

in Chapter V could be implemented at a college to build a 
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fund to finance capital projects. The results of the 

survey of the CFOs revealed that most of the community 

colleges have some current outstanding debt. Thus, the 

long-range financial plan begins with initial debt, but 

the plan could be implemented without any initial 

outstanding debt. 

The explanation of the long-range financial plan 

starts with a one-year plan and shows how a college can 

improve its net interest income by issuing tax-exempt 

debt and restructuring its investments to move further 

out the yield curve, thereby obtaining a higher interest 

rate on its investments. 

In the three-year plan, it is shown how money flows 

out of the bond funds into the operating fund and finally 

into the renewal and replacement fund. The three-year 

limit on the time that bond proceeds must be spent on 

capital projects makes the three-year plan very important 

to the long-range financial plan. The major goals of the 

three-year plan are to spend the bond proceeds on capital 

projects within the three years and also to create enough 

additional cash balances to keep the overall net cash 

balance to debt position from deteriorating. Cash 

balances in this study is defined as the amount of cash 

and investments in a particular fund at year-end. Net 
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cash balance to debt is defined as the total cash 

balances minus the total debt from all funds (see 

definitions). The additional cash balances come from two 

sources: budgeted equipment that is purchased by bond 

proceeds and extra interest income earnings. The net 

cash balance is also helped by the retirement of 

principal on existing debt. 

The continuous financial plan is shown for a nine-

year period. It is basically a continuation of the 

three-year plan. In fact, it is a series of three of 

these plans. The value of developing the continuous plan 

is seeing where the institution is being financially 

directed. Once the plan is developed and analyzed 

numerous questions such as the following can be answered: 

What if the extra interest earnings are not saved? What 

if the net cash balances were depleted by $3,000,000 for 

a new building? The impact on the financial future of 

the educational institution can be easily seen through 

the use of a long-range financial plan. 

One-Year Financial Plan 

Table 6.1 shows the cash balances for year 1991, the 

beginning year of the plan. At the end of 1991, this 

hypothetical college has $1,000,000 in its unrestricted 

funds, $500,000 in its restricted funds, and $800,000 in 
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TABLE 6.1 

BEGINNING YEAR OF LONG-RANGE FINANCIAL PLAN 
(DEBT-TO-CASH BALANCE AT AUGUST 31) 

Funds: 1991 Actual 

Unrestricted 

Interest & Sinking 

Restricted 

Unexpended Plant 

TOTAL FUNDS 

$1,000,000 

800,000 

500,000 

0 

$2,300,000 

Debt: 

Revenue Bonds - Old 

TOTAL DEBT 

$5.000.000 

$5,000,000 

Net (Funds minus Debt) ($2,700,000) 

Interest: 

Interest Income 

Interest Debt 

NET INTEREST-ANT. NOTE 

NET 

$ 161,000 

(350,000) 

g 

($189,000) 
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its interest and sinking funds for a total cash balance 

of $2,300,000. The college's long-term debt consists of 

an outstanding revenue bond balance of $5,000,000. The 

net cash to debt position at the end of year 1991 is 

negative $2,700,000. 

In 1991, the college funds were invested in short-

term CDs at the local bank for an average interest rate 

of 7%. The revenue bonds were sold four years ago at an 

average interest rate of 7% also. Thus, the college's 

interest income for 1991 is $161,000 ($2,300,000 at 7%) 

and the college's interest expense is $350,000 

($5,000,000 at 7%) which produces a net interest expense 

of $189,000 for 1991 for the college. A goal of the one-

year financial plan will be to substantially reduce the 

$189,000 net interest expense in 1992 and if possible 

turn the net interest cost into a net interest income 

source. 

For example, in 1992, the college issues a 

$5,000,000 tax-exempt bond issue at a 7% average rate of 

interest. The uses of the bond proceeds, as shown in 

Table 6.2, are $100,000 for cost of issuance, $500,000 

for deposit in the bond reserve fund, and $800,000 for 

the purchase of 1992 budgeted equipment. The $3,600,000 

balance is kept in the unexpended plant fund. 

The $800,000 used to purchase budgeted items should 

increase the college's cash surplus at year-end by 
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$800,000. Instead of adding this $800,000 to the 

unrestricted cash balance, the college creates a new fund 

named "the renewal and replacement fund," and transfers 

the $800,000 extra cash balance to this new fund. 

TABLE 6.2 

THE ONE-YEAR PLAN USE OF THE BOND PROCEEDS 

Cost of Issue $100,000 

Bond Reserve Fund 500,000 

Budgeted Equipment 800,000 

Unexpended Plant Fund 3.600.000 

Total $5,000,000 

The cash balances for 1992, shown in Table 6.3, 

shows the $500,000 increase in the bond reserve fund, the 

$3,600,000 increase in the unexpended plant fund, and the 

$800,000 addition of the renewal and replacement fund. 

The debt shows a $400,000 reduction of the old debt plus 

the $5,000,000 addition of the new debt. Total cash 

balances have increased from $2,300,000 to $7,200,000; 

the total debt has increased from $5,000,000 to 

$9,600,00;, and the net debt-to-cash position has changed 

little from $2,700,000 to $2,400,000. There has, 

however, been a significant change in the interest income 

and interest expense accounts. 
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TABLE 6.3 

ONE-YEAR PLAN 
(COMPARISON OF CASH BALANCES AND INTEREST 

FOR 1991 AND 1992) 

Funds: 1991 

Unrestricted 

Renewal & Replacement 

Bond Reserve Fund 

Restricted 

Unexpended Plant 

TOTAL 

$1,000,000 

800,000 

500,000 

$2,300,000 

1992 

$1,000,000 

800,000 

1,300,000 

500,000 

3,600,000 

$7,200,000 

Debt: 

Revenue Bonds-OLD 

Revenue Bonds-NEW-1 

TOTAL 

$5,000,000 

$5,000,000 

$4,600,000 

5,000,000 

$9,600,000 

Net (Cash minus Debt) ($2,700,000) ($2,400,000) 

Interest: 

Interest Income 

Interest Debt 

NET INTEREST-ANT. NOTE 

NET 

$ 161,000 

(350,000) 

($189,000) 

$ 720,000 

(672,000) 

$48,000 
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Interest income has increased from $161,000 to 

$720,000 ($7,200,000 at 10%) and interest expense from 

$350,000 to $672,000 ($9,600,000 at 7%). This change has 

produced an improvement in the college's net interest 

income of over $200,000 (from a ($189,000) cost to a 

$48,000 income). The additional income was due mainly to 

the college's change in investment policy, which switched 

from short-term investments in local bank CDs to long-

term mortgage-backed securities such as Government 

National Mortgage Association (GNMAS), Federal National 

Mortgage Association (FNMAS), and Federal Home Loan 

Mortgage Corporation (FHLMCS). When the college locked 

in the interest rate on its tax-exempt bond on the debt 

side of the ledger, then good financial practice 

indicates it should lock in yields on the investment side 

of the ledger. The expected maturity of the mortgage-

backed securities matched the maturity of the tax-exempt 

bonds and paid 3% additional income. The extra $237,000 

in net interest income will also be transferred to the 

renewal and replacement fund, bringing that fund's 

balance up to $1,037,000 as shown in Table 6.4. 

Thus, the goal of substantially reducing the net 

interest cost was accomplished in the one-year financial 

plan. The goals for the three-year financial plan will 
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TABLE 6.4 

FINAL ONE-YEAR PLAN 
CASH BALANCES AT THE END OF 1992 SHOWING THE INTEREST 

EARNED ON THE CASH BALANCES 

Funds: 

Unrestricted 

1992 
Balance 

$1,000,000 

Renewal & Replacement 800,000 

Bond Reserve Fund 

Restricted 

Unexpended Plant 

TOTAL 

1,300,000 

500,000 

3.600.000 

$7,200,000 

Extra Int. 
Income 

$237,000 

$237,000 

Final 
Bal. 

$1,000,000 

1,037,000 

1,300,000 

500,000 

3,600.000 

$7,437,000 

Debt: 

Revenue Bonds-OLD 

Revenue Bonds-NEW-

TOTAL 

•1 

$4,600,000 

5.000.000 

$9,600,000 

$4,600,000 

5.000.000 

$9,600,000 

Net (Cash-Debt) ($2,400,000) $237,000 ($2,163,000) 

Interest: 

Interest Income 

Interest Debt 

$ 720,000 

(672,000) 

$720,000 

(672,000) 

NET INTEREST 

NET $ 48,000 $48,000 
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be to: (1) spend all the bond proceeds (excluding the 

10% in the bond reserve fund) within three years; 

(2) maintain or improve the net cash balance to debt 

position; and (3) continually improve the net annual 

interest income. 

Three-Year Financial Plan 

The goals of the three-year financial plan are to 

use the bond proceeds for capital projects and budgeted 

equipment, while improving the net debt-to-cash position 

of the college and generate a positive net interest 

income. Table 6.5 shows the year-end values for the 

funds for the years 1991 thru 1994. 

Table 6.6 shows how the bond proceeds were spent on 

equipment and capital projects. Budgeted equipment for 

the three years totals $2,700,000 ($800,000 in 1992; 

$900,000 in 1993; and $1,000,000 in 1994). This money, 

plus the additional interest income of $1,040,000 

($237,000 in 1992; $383,000 in 1993; and $420,000 in 

1994) were transferred annually to the renewal and 

replacement fund. The annual build-up of the replacement 

fund is shown in Table 6.7. 

The net debt-to-cash balance position of the college 

improved from negative $2,700,000 to negative $1,860,000 

in the three-year period. During this three-year period, 
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TABLE 6.5 

1991-94 CASH BALANCES 
(THREE-YEAR FINANCIAL PLAN) 

Funds: 1991 1992 1993 1994 

Unrestricted $1,000,000 $1,000,000 $1,000,000 $1,000,000 

Renewal & 

Replacement 0 1,037,000 2,320,000 3,740,000 

Bond Reserve 800,000 1,300,000 1,300,000 1,300,000 

Restricted 500,000 500,000 500,000 500,000 

Unexp. Pit. g 3.600,000 2,000,000 0 

TOTAL $2,300,000 $7,437,000 $7,120,000 $6,540,000 

Debt: 

Rev Bonds- $5,000,000 $4,600,000 $4,200,000 $3,600,000 
OLD 

Rev Bonds- Q 5.000.000 4.900.000 4.800.000 
NEW-1 

TOTAL $5,000,000 $9,600,000 $9,100,000 $8,400,000 

Net (Cash 
Minus Debt) (2,700,000) (2,163,000) (1,980,000) (1,860,000) 

Interest: 

A A 
Int. Income $161,000 $720,000 $711,000 $699,000 
Int. Debt (350,000) (672,000) (637,000) (588,000) 
NET INT-ANT 

NOTE Q 120,000 120,000 
NET ($189,000) $ 48,000 $194,000 $231,000 

A: Tax Anticipation notes were issued. 
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TABLE 6.6 

USE OF BOND PROCEEDS FOR THE THREE-YEAR PLAN FROM THE 
1992 REVENUE BOND (NEW-1) 

Bond Proceeds 1992 1993 1994 Total 

Budgeted 
Equip. $800,000 $900,000 $1,000,000 $2,700,000 

Non-Budgeted 
Capital 0 700,000 1,000,000 1,700,000 

Bond Reserve 
Fund 500,000 0 0 500,000 

Cost of 
Issuance 100.000 0 100.000 

TOTAL 1,400,000 1,600,000 2,000,000 5,000,000 

the college also spent $1,700,000 ($600,000 in 1993 and 

$1,100,000 in 1994) for non-budget capital projects. The 

college spent these funds out of its bond fund and still 

improved its net debt-to-cash position. This is the type 

of financial plan that should earn a high bond rating 

from Moody's or Standard and Poor's, because it shows how 

the college intends to repay the bond and that it can 

afford the additional debt. 

The interest income was improved in 1993 and 1994 by 

the addition of a tax anticipation and revenue note 

"TRANs" (defined in Appendix H) each year. These are 

one-year notes that are issued at normally a very 
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TABLE 6.7 

BUILD UP OF RENEWAL AND REPLACEMENT FUND FROM THE 1992 
REVENUE BOND (NEW-1) IN THE THREE YEARS 1991-1994 

Renewal and Replacement Fund 

1992 1993 1994 Total 

Budgeted Equip $800,000 $900,000 $1,000,000 $2,700,000 

Additional Net 
Interest Income: 
New Net 
Int. Income $ 48,000 $194,000 $ 231,000 

1991 Net 
Int. Cost $189.000 $189,000 $ 189,000 

Incr. of Net 
Income $237,000 $383,000 $ 420,000 $1,040,000 

Total 
Increase $1,037,000$1,283,000 $ 1,420,000 $3,740,000 

Accumulative 
Total $1,037,000$2,320,000 $ 3,740,000 
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attractive (low) interest rate. The college can issue a 

tax-exempt note like this for up to $5,000,000 during the 

years it is not using its small issuance exception for 

bond issues. The funds from a TRANs will allow the 

college to invest its other revenues at longer term rates 

because the TRANs funds can be used to cover short-term 

cash needs. The extra income from a well thought out 

TRANs should produce $120,000 ($5,000,000 at 3% - $30,000 

issue cost) of net interest income. This amount was 

added to the interest income for 1993 and 1994. 

At the end of the third year of the college's long-

range financial plan, the annual interest income has 

improved by over $370,000 from $189,000 net interest cost 

to $182,000 net interest income. The total funds have 

increased from $2,300,000 to $6,540,000 and the total 

debt has increased from $5,000,000 to $8,400,000. The 

college has spent $1,700,000 on unbudgeted capital 

projects, improved its fund-debt position, and 

substantially improved its annual net interest income. If 

this same bond issue plan is used every three years by 

the college, it can continue to improve its net debt 

position and its net interest income, while funding 

$1,700,000 of capital projects every three years. This 

is the basic long-range financial plan that will be used 
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to develop the continuous plan for using tax-exempt debt 

to fund capital projects. 

The Continuous Financial Plan 

The basic goals of the continuous financial plan are 

similar to the goals of the three year financial plan: 

(1) to provide funds for capital projects, (2) to improve 

the net cash balance minus debt position and (3) to 

continue to improve the annual net interest income. 

In 1995, the fourth year of the financial plan, the 

college issues another revenue bond for $5,000,000 at 7%. 

Table 6.8 shows the first year's usage of the 1995 bond 

proceeds. 

Table 6.9 shows the 1995 year-end cash balances. 

The bond reserve funds were increased by $500,000 (the 

maximum 10% of the bond issue), and the unexpended plant 

fund has the $3,600,000 unspent money from the 1995 bond 

issue. The renewal and replacement fund is increased by 

the $800,000 from the budget equipment paid for from bond 

money. Then the additional net interest income ($281,000 

+ $189,000 = $470,000) is also transferred to the renewal 

and replacement fund. Thus, the total debt has been 

increased to $12,650,000 while the total cash balances 

have been increased to $11,887,000, bringing the net cash 

minus debt balance to a negative $763,000. The results 

120 



TABLE 6.8 

USE OF THE 1995 REVENUE BOND (NEW-2) BOND PROCEEDS 
IN THE FIRST YEAR, 1995 

Cost of Issue $ 100,000 

Bond Reserve Fund 500,000 

Budgeted Equipment 800,000 

Unexpended Plant Fund 3.600.000 

Total $5,000,000 

of the fourth year of the financial plan are, therefore, 

following the goals of the continuous plan. The net 

cash-to-debt balance has continued to improve and the net 

interest income has also improved. 

Table 6.10 shows the complete continuous plan for a 

nine-year period. The amounts are given in thousands of 

dollars to keep the size of the table as small as 

possible and to concentrate attention on the planning 

concepts instead of the individual numbers. It should be 

noted that the total debt and total funds increase every 

three years, when a new bond is issued. These amounts 

then slowly decrease until another bond is issued. 

This plan also shows that the net debt position 

(cash minus debt) slowly increases over the years from a 

negative $2,700,000 in 1991 to a positive $4,774,000 by 
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TABLE 6.9 

1995 CASH BALANCES FOR THE CONTINUOUS LONG-RANGE 
FINANCIAL PLAN 

Funds: 

Unrestricted 

Renewal & Replace. 

Bond Reserve Fund 

Restricted 

Unexpended Plant 

TOTAL 

1995 
Balance 

$1,000,000 

4,540,000 

1,800,000 

500,000 

3.600.000 

$11,440,000 

Extra Int 
Income 

$258,000 
+189,000 

$447,000 

Final 
Bal. 

$1,000,000 

5,084,000 

1,800,000 

500,000 

3.600.000 

$11,887,000 

Debt: 

Revenue Bonds-OLD $3,000,000 

Revenue Bonds-NEW-1 4,650,000 

Revenue Bonds-NEW-2 5.000,000 

TOTAL $12,650,000 

$3,000,000 

4,650,000 

5,000.000 

$12,650,000 

Net (Cash-Debt) ($1,260,000) $447,000 ($763,000) 

Interest: 

Interest Income 

Interest Debt 

NET INTEREST 

$1,144,000 

(886,000) 

$ 258,000 

$1,144,000 

(886.000) 

$ 258,000 
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2000. The net interest income of the college also gradually 

improves through the nine-year period from a negative net 

interest cost of $189,000 in 1991 to a positive net interest 

income of $989,000 in 2000. This amount is an improvement 

of annual income of over $1,000,000 in nine years. 

Table 6.11 shows the build up of the renewal and 

replacement fund. The additional net interest income plus 

the budgeted equipment purchased by bond money is 

transferred annually to the renewal and replacement fund, 

which accumulates a total of $14,024,000 by the year 2000. 

6.10 Table of continuous long-range financial plan for 

years 1991-2000. 

This nine-year financial plan provides the college a 

logical approach to fund its capital projects for the 

next nine years and at the same time improve its 

financial position. The three bond issues in the plan 

will each provide $1,700,000 for unbudgeted capital 

projects, an average of over $500,000 per year for 

capital projects. If larger amounts are needed for 

capital projects, the plan could be altered to build less 

cash balance or to add to cash balance from another 

source (e.g., donations). This procedure is just one 

approach of many that could use long-range financial 

planning to work toward the accomplishment of a college's 
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TABLE 6.11 

BUILD-UP OF RENEWAL AND REPLACEMENT FUND FOR YEARS 
1995 THRU 2000* 

Renewal & Replacement Fund 

1995 1996 1997 1998 1999 2000 

Additional Net 
Interest Income: 

New Net Interest 258 424 489 667 923 989 

1991 Interest Cost 189 189 189 189 189 189 

Incr. Int. Income 447 613 678 856 1112 1178 

Budgeted Equip. 800 900 1000 800 900 1000 

Total Annual Incr. 1247 1513 1678 1656 2012 2178 

Beginning 
Fund Amount 3740 4987 6500 8178 9834 11846 

Ending 
Fund Amount 4987 6500 8178 9834 11846 14024 

*Amounts in thousands 
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goals. The long-range financial plan allows the college 

administration to take advantage of its ability to issue 

tax-exempt debt and to move out on the normal yield curve 

for higher interest rates to generate additional income 

by matching investment strategy with debt issuance. The 

long-range financial plan can then be the basis for other 

institutional planning. 

The institution may face many unforeseeable threats 

and opportunities in the next nine years. As a result, 

the long-range plan may need to be altered many times; 

however, the value of long-range planning is still 

important. Adjusting the long-range plan to new 

opportunities or threats forces a thorough investigation 

of new ventures which may result in the discovery of 

unforeseen consequences for the college. 

Possible Problems 

Possible problems may arise with the implementation 

of the financial strategies. The biggest problem that 

may arise is the situation where the college borrows the 

funds and spends the borrowed money on capital projects 

but does not save the money that was originally budgeted 

for these projects. This activity would be financially 

unsound and possibly require years of austerity programs 

to pay-off the unfunded debt. Thus, it is very important 
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to save the funds, which the borrowed money replaces. If 

$1,500,000 of bond money is spent for budgeted capital 

projects, those budgeted funds should be frozen and not 

allowed to be used for other purposes. At the end of the 

budget year, those funds should be left to add to the 

cash balances of the institution. 

Another possible problem is the time value of money. 

The value of money invested is in some ways similar to 

good wine; it becomes more valuable the longer it sits 

unused. Thus, the money should be obtained as early as 

possible before the project starts and invested until the 

payments for the project are needed. The longer the 

money is kept invested at the highest obtainable rates, 

the more interest it will earn. There are times, 

however, when capital expenditures need to be spent, to 

avoid more costly future repairs. In these situations, 

the money may need to be spent before maximum interest 

earnings are obtained. In most situations, however, 

capital projects should be thoroughly discussed and 

scheduled at some future date to allow the maximum amount 

of arbitrage interest income to be earned. 

The CFO survey of attitudes indicated the CFOs and 

the presidents, two key individuals, are in favor of 

financial innovative activities. The CFO must implement 
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the financial plan and exercise daily control over the 

investments to assure maximum results. The president 

needs to support the financial plan and the CFO's efforts 

to accumulate the funds. Other groups, however, still 

may have the power to disrupt the president and CFO's 

efforts, and the attitudes of these significant others 

must be taken into consideration. The board of trustees, 

the faculty and staff, the state legislature, and the 

general public are the significant other groups. 

The board of trustees needs to understand and 

support the financial plan at least to the point of 

supporting bond issues and budgets. The survey of CFOs 

indicated the majority of the board of trustees were 

"neutral" to or "in favor" of innovative activities. The 

faculty needs to support the financial plan at least to 

the point of allowing the funds to accumulate. The 

survey indicated the faculty are mostly "neutral" on 

innovative activities. This would become a problem if 

the faculty misunderstood the plan's intentions and 

viewed it as a scheme by the administration to reduce the 

operating budgets. 

The board and faculty's negative views might be 

eased by educating them on the goals of the plan and how 

it will work to benefit them. The state legislature and 
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general public's negative views maybe harder to solve. 

The board and faculty usually identify with the college 

and could more easily understand that improving the 

future of the institution would benefit them. The public 

and the state have many other interests and would not be 

as likely to identify their interest with that of the 

college. These two groups are also very large and it is 

difficult to get their attention, to educate them on a 

complex subject like long-range financial planning. 

Some possible arguments that different groups may 

have about the accumulation of funds and possible 

responses are listed below. 

(1) Faculty and Staff. An employee may say, "I want 

my share now. The depressed economy has decreased my 

salary and my department's budget. Any money available 

should go for salary increases and department budget 

improvements." 

Response: The increase in college cash balances was not 

created by reducing the budget. Your salary and your 

department's budget were not reduced to build cash 

balance. You have not been forced to sacrifice anything 

for the improvement in the college's financial position. 

(2) General Public. A taxpayer could say, "A 

college is not a profit-making institution. Only the 
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minimum amount needed to operate a college should be 

collected. If there is any extra money, it should be 

used to reduce taxes." 

Response: No additional taxes were levied to build a 

cash balance. The additional interest income has allowed 

us to be less dependent on the taxpayers. The 

improvement in cash balances allows the college to be 

more responsive to the educational needs of the 

community. 

(3) A state legislator could say, "There is a great 

need for educational funds in the state of Texas. Some 

institutions have large cash balances, while other 

institutions have a great need which they cannot fulfill. 

The state should reallocate funds to correct this 

imbalance." 

Response: Good business management techniques should be 

encouraged at educational institutions. Our cash 

balances were not created by reducing expenditures or 

collecting extra income from the taxpayers. Our 

financial position includes the combination of debt and 

cash balances that gives us a desirable financial 

flexibility. A reduction in cash balances would destroy 

this financial flexibility and reduce our credit rating. 

(4) A student may say, "A college's primary task is 

to educate students. If there is any extra money, it 
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should be used to lower tuition and fees. Economic hard 

times has created a visible need for education and a 

shortage of money. Lowering educational costs would be a 

good way for the college to help the community." 

Response: The college is an ongoing institution. It has 

provided an opportunity for an inexpensive, conveniently-

located education for the community. The college should 

be well-managed to ensure that this opportunity continues 

to exist. To use all the college's cash balance to solve 

the current economic problems would be jeopardizing the 

college's future. 

Conclusion 

The long-range financial plan developed in this 

chapter used financial strategies presented in Chapter V 

to accumulate funds for capital projects. The extra 

interest earnings that the college can obtain by 

investing in higher yielding securities needs to be kept 

and reinvested. It is very important in the early years 

of the plan to accumulate as much money as possible. If 

the extra earnings are used to increase the operating 

budget, the opportunity to build cash balance is lost, 

and the extra earnings will have to be generated each 

year just to meet the additional budget demands. 
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There are different methods that can be used to 

ensure the extra earnings are not spent as part of the 

operating budget; however, the preferred method is to 

establish an agreed understanding with all major college 

groups that the funds will be left to grow before the 

plan is implemented. 

The college should have a long-range financial plan, 

to which both the board of trustees and the 

administration feel a strong commitment. Having this 

plan officially accepted allows the college faculty and 

staff to make their budget plans in coordination with the 

financial plan. They know that a certain amount of money 

is set aside every year for capital projects, and that 

money is not available for salaries or operating 

expenses. The faculty and staff value working at a 

college that has attractive and well maintained 

facilities, but they also need to know the funds are 

spent fairly. Their old building may not be remodeled 

this year, but if they know it is scheduled to be 

renovated in three years—after the current, more 

pressing repairs are made—they will be more likely to 

see the fairness of the plan. 

Having an official financial long-range plan may 

also help the college obtain a better credit rating. 
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Showing credit rating agencies exactly how, when, and 

from what source borrowed funds are going to be repaid 

should help the college obtain a better credit rating. A 

we11-developed financial plan, with all of the major 

assumptions explained, should be very helpful in 

justifying the college's request for a high credit rating 

to the agencies. 

William E. Vandament in his book Managing Money in 

Higher Education, notes that the fundamental purposes of 

financial management are these: 

1. The long-range protection and enhancement 
of the organization's ability to 
accomplish its missions 

2. The provision of adequate resources to support 
the present valued activities of the 
organization 

3. The maintenance of accountability to those 
organizational constituencies with a stake in 
the organization's services (1989, p. 8) 

A long-range financial plan is designed to protect 

the future capability of the institution to perform its 

activities in a systematic manner. The goal of 

generating the highest total yield will produce the 

maximum resources, which will allow a larger number of 

systematic activities to be scheduled for the future. In 

addition, a long-range financial plan can be the basis 

for other long-range plans. While planning needs 

flexibility, it also needs some initial framework to give 
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planners a sense of meaning and a belief that their plans 

will become a reality. A long-range financial plan can 

provide a reality base to give plan-weary faculty and 

staff a feeling of practical importance which too often 

is missing in "blue sky" planning. 
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CHAPTER VII 

SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS 

Campuses at many higher educational institutions are 

decaying, but getting funding to correct these needs is a 

problem. As stated in Chapter I, there is a recognized 

need to address the deteriorating physical facilities, 

but higher education is facing stringent fiscal times. 

The problem exists nationwide. 

The purpose of this study was to demonstrate how 

long-range financial planning can be used to structure 

debt issuance and investments to accumulate funds to 

finance capital projects. The strategies were designed 

specifically for Texas community colleges, but modified 

versions of it could probably be used by other higher 

educational institutions. 

The following procedures were used to accomplish the 

development of the long-range financial plan. First, the 

results of the survey of community college districts' 

chief financial officers were presented and analyzed in 

Chapter IV, which indicated that most CFOs are in favor 

of innovative financial activities even though most of 

them have not participated in many of these activities. 

The arbitrage rules on tax-exempt debt and the 

restrictions on investment of public funds were 
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investigated in Chapter V, and financial strategies were 

developed that would maximize net interest income. 

Third, since there is an opportunity to use the financial 

strategies, a long-range financial plan was presented in 

Chapter VI, which showed how the financial strategies 

could be implemented at a college to accumulate funds to 

finance capital projects on an annual basis. Fourth, 

after the long-range financial plan was developed in 

Chapter VI, a discussion of the possible problems that a 

college may encounter in implementing the plan was 

presented giving consideration to the effect of the 

attitudes of other groups on financial innovative 

activities. 

Answers to Research Questions 

1. The chief financial officer (CFO) is critical to the 

implementation of financial strategies. What are the 

personal, professional, and educational backgrounds of 

the community college CFOs? 

The results from the survey on the data relating to 

this question are shown in Tables 4.1 and 4.2. The 

personal, professional, and educational backgrounds of 

the chief financial officer at Texas community colleges 

vary widely. Although nearly half of the CFOs have a 

bachelor's degree in accounting, the advanced degrees are 
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usually in some other field. The average age is 50, and 

the average years of experience in higher education is 

16. There are, however, a sizeable number (15 out of 40) 

that are in their thirties and have less than 5 years of 

experience as a CFO. This group of relatively new CFOs 

may be seeking information to improve their job 

performance and be especially receptive to ideas on 

innovative financial activities. 

2. What debt instruments have the chief financial 

officers at Texas community colleges been using? 

The results from the survey on the data related to 

this question are shown in Table 4.3. The results of the 

survey indicates that long-term debt is not widely used 

by the CFOs and that innovative use of some of the more 

complex debt instruments are used by only a very few. A 

third of the CFOs have not issued a bond and the most 

popular debt instruments were lease-purchase agreements 

and contractual obligations, neither of these allowed the 

college to earn interest income on debt proceeds. 

3. What securities have the Texas community colleges 

been utilizing for their investments? 

The results from the survey on the data related to 

this question are shown in Table 4.4. The results of the 

survey indicates that the majority of the CFOs used 

short-term securities that normally have a lower yield. 

Only 15 had experience with U. S. treasury notes and 11 
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with U. s. treasury bonds. Just 9 indicated experience 

with mortgage-backed securities. The majority (25 of 40) 

indicated they had not used any investments beyond the 

bank CDs and U. S. treasury bills. The yield on these 

investments (as described in the Appendix E) are usually 

low and could even be lower than the interest rate paid 

on long-term tax-exempt bonds issued by the colleges. 

4. To what extent are community colleges using cash 

management technioues to accomplish financial planning? 

The results from the survey on the data related to 

this question are shown in Table 4.5. The results of the 

survey indicates that most of the CFOs surveyed have not 

been using long-range planning for cash flow projects. 

Nearly all the CFOs indicated they have used monthly and 

annual cash flow projections. Less than half, however, 

indicated they had ever used a five-year financial plan 

and only 5 had used a ten-year financial plan. Multi-

year financial plans are very useful for determining 

long-term investments, because an investor needs to know 

how much money can be invested for how long so he or she 

can maximize the interest earnings. 

5. What interest rates are the Texas community colleges 

receiving on their investments and how does this compare 

to the interest rates they are paving on their debt? 

The results from the survey on the data related to 

this question are shown in Table 4.6. The results of the 
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survey indicates that most Texas community colleges have 

not been receiving a higher interest rate on their 

investments than they have been paying on their debt. 

The interest rate earned has been decreasing faster than 

the interest rate paid. Since most CFOs invest in short-

term securities, it is expected that the interest rate 

earned would decrease faster than the interest rate paid 

on the long-term debt. In 1990-91, this decline was so 

fast that most of the colleges lost their arbitrage 

advantage and were not producing a positive net interest 

income. 

6. What do the CFOs think are the manor restraints to 

innovative financial activities? Are they the president, 

the board of trustees, the state laws, the faculty, the 

staff, the accounting system, the general public, or a 

lack of investment funds the major constraints? 

The results from the survey on the data related to 

this question are shown in Table 4.8. The CFOs indicated 

the major restraint to innovative financial activities 

has been the state law. Since the state law on 

investments (see Appendix D) allows investments in long-

term securities with a normally higher yield than the 

securities most CFOs are using, there exists an 

opportunity to use some of the financial strategies 
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suggested in this study. The support of the CFO, 

President, and the Board of Trustees are important to the 

successful implementation of the financial strategies and 

the results of the survey indicated the CFO and President 

were rarely a major restraint but that the Board of 

Trustees was one of the four major restraints at most 

colleges. Some of the Board's concern maybe eased by 

providing them with more planning information. The 

Board's opinion of the financial strategies may become 

more positive, after they have developed a long-range 

view of the educational institution. To be comfortable 

with ten or twenty-year investments, one should be in the 

habit of thinking of the college's future out ten to 

twenty years. 

7. What are the CFOs' attitudes and what do the CFOs 

think are the attitudes of significant others (mentioned 

in Question 6) toward innovative financial activities? 

The results from the survey on the data related to 

this question are shown in Table 4.7. None of the CFOs 

indicated they were against innovative financial 

activities. Since they are the person who should take 

the lead in implementing the financial strategies 

suggested in this study, there exists an opportunity for 

these strategies to be used. Almost all of the CFOs also 
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indicated their presidents were favorable toward 

innovative financial activities. This is important, 

because the CFO needs strong support from the president 

to implement these strategies. The survey results 

indicated the state auditors were against innovative 

financial activities, while the other groups were mainly 

neutral to slightly against. Those groups which are 

closely associated with the college, such as the Board of 

Trustees, faculty, and staff may become more favorable 

after they have seen some positive results from the 

financial strategies. 

8. What are the laws restricting the ability of Texas 

community colleges to issue tax-exempt debt? Given these 

restrictions, can strategies be developed that will allow 

enough debt to be issued to generate money to fund 

capital projects? 

A detailed answer to this question was presented in 

Chapter V. Texas community colleges can issue a 

considerable amount of tax-exempt debt which could be 

used to generate money to fund capital projects. The 

financial strategies developed in Chapter V showed that a 

considerable amount of tax-exempt debt can be issued by 

Texas community colleges. And none of the arbitrage 

earnings would need to be rebated. If a sufficient 
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arbitrage spread could be obtained, these colleges could 

accumulate the money needed to fund capital projects. 

What are the laws restricting the ability of community 

colleges to invest in high-interest earning securities? 

9. Given these restrictions, can a large enough positive 

net interest be earned to allow the accumulation of 

funds? 

A detailed answer to this question was presented in 

Chapter V and Appendix E. The Public Funds Investment 

Act of 1987 (Art. 842(a)(2), Vernon's Texas Civil 

Statutes) is the state law restricting the community 

college's ability to invest public funds. The 

restrictions allow investment in government securities 

that historically have yielded a large enough positive 

net interest to allow the accumulation of money needed to 

fund capital projects. Theoretically, the college should 

make 30% higher interest rates on their investments than 

they pay on their debt, because the maximum federal 

income rate is over 30%. The difference in maturity 

length, however, could offset most of this advantage, as 

it did in 1990-91 for most of the colleges surveyed. The 

colleges could regain the advantage provided by tax-

exempt bonds, if they match the maturity of their 

investments with the maturity of their debt. To 
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accomplish this they need to view themselves as an 

ongoing institution with no known termination date. It 

appears that many of the colleges are managing their 

investments as if the college had less than one year to 

exist. It maybe more logical to assume the college will 

exist far into the future and plan the investments 

accordingly. 

10. What strategies can be employed to coordinate 

investments with debt to maximize net interest income? 

A detailed answer to this question was presented in 

Chapter VI. Long-range financial planning was used to 

show the annual flow of cash between funds and the build

up of money in a fund designated for future renewal and 

replacement of physical facilities. The one-year plan 

demonstrated how the financial strategies could be 

implemented the first year to increase the net interest 

income by $237,000 and to add over $1,000,000 to the 

renewal and replacement fund. The three-year plan showed 

how all the bond proceeds were expended on capital and 

the annual effect on fund balances and net interest 

income. In the three years, $1,700,000 was spent on 

unbudgeted capital projects, plus the annual net interest 

earned improved by $420,000. Although the total debt 

increased, the net funds minus debt position of the 

college improved and a considerable amount of money was 
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accumulated in the renewal and replacement fund. The 

continuous financial plan presented the effect of three 

three-year plans. At the end of the nine years, the 

annual net interest earned increased by over $1,000,000 

and the renewal and replacement fund accumulated over 

$14,000,000. 

11. What are the possible problems that may be 

encountered in implementing these innovative financial 

strategies? What are possible responses to these 

problems? What are some preventive actions that could be 

taken to reduce the probability of the problems 

occurring? 

A detailed answer to this question was presented in 

Chapter VI. After the financial strategies have been 

implemented, problems could occur if the money is not 

allowed to earn the needed interest income. Many of the 

problems that could arise are due primarily to a 

misunderstanding of how the financial strategies work to 

benefit the college. No additional taxes or budget 

reductions were required to build the fund balances. The 

extra income from the net interest earnings was 

accumulated in the renewal and replacement fund along 

with unspent money from budgeted equipment that was 

purchased with bond proceeds. The principal on the old 
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debt needed to be retired whether or not the financial 

strategies were implemented, so that cost was not 

increased by the implementation of these financial 

strategies. These possible problems and their impact on 

the successful implementation of the long-range financial 

plan are discussed in Chapter VI. Part of the solution 

is to communicate the goals of the plan before it is 

implemented. The main goal of the plan is to improve the 

financial position, and maintain the physical condition 

of the facilities of the educational institution. 

Involving the various groups in the planning process may 

help them visualize how the accumulation of funds will 

benefit them. Helping in the planning of the future 

remodeling of facilities they use may allow these groups 

to be more patient. 

Conclusions 

The results of the survey of the community college 

districts' chief financial officers indicate that they 

perceived themselves and their president as being in 

favor of innovative financial activities, yet they have 

been reluctant to pursue these activities. The survey 

findings indicate that most CFOs are not using the 

investment instruments that are allowed by the state of 

Texas investment laws. Most CFOs are only using the CD 
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rates offered by their depository contract which usually 

pays an interest rate similar to U.S. treasury bills. 

The interest rate results from the survey also indicate 

the investments used are mainly of a short-term nature. 

When interest rates declined over the last two years, the 

average interest rates earned by the CFOs declined from 

8.27% in 1988-89 to 7.84% in 1989-90 and 6.9% in 1990-91. 

During this same time period, interest rates paid only 

declined from 7.01% and 6.78%, indicating that the 

investments are short-term and the debt long-term. Thus, 

there exists an opportunity for the community colleges to 

use the financial strategies developed in Chapter V to 

generate additional income and accumulate funds to 

finance capital projects. A long-range financial plan to 

accumulate these funds was presented in Chapter VI. The 

financial strategies presented in this study and the 

long-range financial plan developed could offer an 

opportunity for many of these colleges to generate 

additional income and accumulate funds to finance badly 

needed capital projects. These colleges have the 

advantage of being able to issue tax-exempt debt and most 

of them used that advantage when their campuses were 

initially built. Now that these college campuses are 

getting older and wearing out, the leaders of these same 

colleges appear to be reluctant to issue tax-exempt debt 
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to properly maintain their physical facilities. It could 

be that maintenance projects are seldom as glamorous as 

new building projects and community college leaders are 

confused about how to attack the problem. There are many 

needs competing for public funds and the attention of the 

public is difficult to obtain when it comes to getting 

additional funding. College leaders, however, cannot 

afford to let their institutions' facilities deteriorate 

until the public decides it must provide additional 

support. The long-range financial planning strategy 

presented in this study is a method that could be used to 

provide a solution to deteriorating campuses. 

To implement these strategies the chief financial 

officer needs to understand how the plan works and know 

as much as possible about the different investment and 

debt instruments available. A long-range financial plan 

needs to be developed that will take the educational 

institution in the desired direction of accumulating 

funds for the proper maintenance of their physical plant. 

Maximum support for the plan needs to be created. 

This is an opportunity for the chief financial officers 

to take a pro-active role at their institution. The CFO 

is probably the only one that can implement the financial 

strategies proposed in this study, because of the 
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financial knowledge he possesses plus the daily control 

he has over the financial resources of the institution. 

He will need the support of his president and the board 

of trustees as a minimum, and it would be helpful to also 

have support from the faculty and staff. One way of 

gaining the support of other groups is to involve the 

significant others in long-range financial planning. 

This will focus attention on the institution as an on

going operation with long-term needs. Planning how to 

address these long-run needs will lead to the planned 

accumulation of funds to finance these needs. The 

involvement of the board and the faculty are important to 

assure that one of these groups does not upset the 

financial plan by insisting that the accumulated funds be 

spent before adequate interest has been earned. 

Once the long-range financial plan is developed and 

the CFO feels confident about the investment and debt 

instruments that will be used, the plan can be 

implemented. The first years of the plan are critical to 

the successful implementation, because capital 

expenditures need to be delayed as long as possible to 

allow interest income to accumulate. Initially, this 

will produce little physical change on the campus 

facilities which may cause some to become impatient and 
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demand action. This maybe overcome by involving these 

groups in long-range facility planning. Facility 

planning takes time and allows people to visualize how 

the accumulated fund will improve the institution. 

Accumulated money is just a number to some faculty, but 

planning how to spend $500,000 to improve buildings they 

teach in allows them to visualize the actual benefits of 

the long-range financial plan. 

Recommendations 

The following recommendations are based mainly on 

the findings from the survey of the chief financial 

officers. Little previous work has been done in this 

area and this study hopefully will encourage additional 

research. The order in which the recommendations appear 

does not imply any priority. 

1. The results of the survey indicated the CFOs at 

the larger institutions had significantly more experience 

with innovative financial activities than CFOs from the 

smaller institutions. Additional research in this area 

could be done to confirm this finding and determine the 

possible causes. Some possible causes are as follows: 

(a) The larger colleges can afford to hire someone who 

specializes in investments and debt issuance. (b) The 

larger institutions can afford to pay higher salaries and 
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therefore attract better qualified CFOs. (c) The larger 

institutions have greater need for funds for capital 

projects and greater funds to invest; therefore, it is to 

be expected that they would be involved in more financial 

innovative activities. 

2. The results of the survey indicated that the 

educational level of the CFO did not have a significant 

effect on the number of innovative financial activities 

that they had experience with. This finding should be 

verified in future studies with tighter controls. It was 

expected that the higher the educational level of the 

CFO, the larger number of innovative activities they 

would be involved in. There are a number of variables 

that need to be controlled to make a scientific study of 

this relationship creditable. For example, (1) the size 

of the institution, (2) the number of years of experience 

as a CFO, and (3) the area of study that the degrees are 

in; all need to be controlled because of their potential 

effect on financial innovative activities. 

3. The results of the survey indicated which 

financial activities the CFOs had experience in, but did 

not give any insight into why they did or did not have 

experience in these activities. Future research might 

explore the reasons for not being involved in some of 

these activities. For example, CFOs may not have their 
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institutional monthly state appropriations wired in 

because they were unaware of the ability to do so. 

4. The attitudes of the significant other groups 

toward financial innovative activities as perceived by 

the CFOs could initiate a number of interesting follow-up 

studies. For example, rather than the CFOs' perceived 

attitudes of others toward financial innovative 

activities, it would be interesting to obtain the 

attitudes of the other groups directly from them. Then 

compare the actual attitudes. It would also be 

interesting to get the other group's perceived attitude 

of the CFO toward financial innovative activities. 

5. One of the assumptions of this study was that 

the college is viewed as an ongoing educational 

institution with no known termination date. The 

investment policy at many colleges, however, forbids 

investing in securities beyond one year. It would make 

an interesting study to survey the community colleges in 

Texas and nationally to document what the various 

investment policies are and why. 
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Definition of Terms 

The following definitions are to be used for 

purposes of this study. 

1. Ad valorem tax. A tax rate based on the value (or 

assessed value) of property. 

2. Average life. The average amount of time that each 

principal dollar in the pool is expected to be 

outstanding. In theory, however, some mortgages 

remain outstanding until the final stated maturity. 

3. Bond. An interest-bearing promise to pay a 

specified sum of money-the principal amount-due on a 

specific date. 

4. Callable bonds. Bonds which are redeemable by the 

issuer prior to the specified maturity date at a 

specified price at or above par. 

5. Debt limit. The statutory or constitutional maximum 

debt that an issuer can legally incur. 

6. Debt service. All payments required and necessary 

to retire the debt obligation including interest and 

repayment of principal as well as maintaining all 

reserve and sinking funds (see Sinking Fund). 

7. Default. Failure to pay principal or interest 

promptly when due. 
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8. Denomination. The face amount or par value of a 

security which the issuer promises to pay on the 

maturity date. Most municipal bonds are issued in a 

minimum denomination of $5,000, although a few older 

issues are available in $1,000 denominations. Notes 

are generally available in a $5,000 minimum 

denomination. 

9. Floating rate bond. A long-term bond for which the 

interest rate is adjusted periodically according to 

a pre-determined formula, based upon specific market 

indicators. 

10. Industrial development bond. A security issued by a 

state, certain agencies or authorities, a local 

government body or development corporation to 

finance the construction or purchase of facilities 

and/or equipment to be leased to a private 

corporation and backed by the credit of the private 

corporation rather than the credit of the issuer. 

11. Issuer. A state, political subdivision, agency or 

authority which borrows money through the sale of 

bonds or notes. 

12. Legal opinion. An opinion concerning the validity 

of a securities issue with respect to statutory 

authority, constitutionality, procedural conformity 
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and usually the exemption of interest from Federal 

income taxes. The legal opinion is usually rendered 

by a law firm recognized as specializing in public 

borrowing, often referred to as "bond counsel." 

13. Letter of Credit. An irrevocable obligation of a 

domestic or international commercial bank to make 

funds available to meet the principal and interest 

payments on a bond issue, if necessary. 

14. Level debt service. A maturity schedule for a bond 

issue, or a group of issues by one issuer, designed 

so that total interest and principal coming due in 

each future year until final maturity is 

approximately equal. 

15. Maturity. The date when the principal amount of a 

security becomes due and payable. 

16. Non-callable bond. A bond that cannot be called 

either for redemption by or a the option of the 

issuer before its specified maturity date. 

17. Notes. Short-term promises to pay specified amounts 

of money, secured by specific sources of future 

revenues, such as taxes. Federal and state aid 

payments and bond proceeds. 

18. Paying agent. Place where principal and interest 

are payable. Usually a designated bank or the 

office of the treasurer of the issuer. 
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19- Physical facilities. Fixed assets (land, buildings, 

improvements to grounds and equipment) for this 

study land value is not used because land does not 

usually wear out. 

20. Principal. The face amount of a bond, exclusive of 

accrued interest and payable at maturity. 

21. Ratings. Designations used by investors' services 

to give relative indications of credit quality. 

22. Replacement cost of facilities. The current cost to 

replace the physical facilities. It is assumed that 

the older assets will be replaced by new assets that 

are comparable to the old assets when they were new. 

23. Sinking fund. A fund accumulated by an issuer over 

a period of time to be used for retirement of debt, 

either periodically or at one time. 

24. Tax base. The total property and resources subject 

to taxation. 

25. Tax-exempt debt. Debt issued that pays interest 

which is exempt from income taxes to the debt buyer. 

26. Underwrite. To purchase a bond or note issue from 

the issuing body to resell it to the general public. 

27. Yield to maturity. A yield concept designed to give 

the investor the average annual yield on a security. 

It is based on the assumption that the security is 
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held to maturity and that all interest received over 

the life of the security can be reinvested at the 

yield to maturity. 
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As mentioned in the body of the study, since a 

college can issue debt that is exempt from federal income 

tax (and state income in most states with income tax) and 

invest that money in securities that are taxable for 

others, it is reasonable to assume they could earn a 

higher interest rate than they pay. Since the federal 

income tax rate is over 30%, it would be reasonable to 

assume that the interest earned should be 30% higher than 

the interest rate paid. Only 13 of the 40 chief 

financial officers surveyed, however, indicated they 

received a higher interest rate than they paid in the 

fiscal year 1990-91. And an unofficial random sample of 

comments from this group of CFOs indicates the 1991-92 

results will be more unfavorable. 

The two factors that probably reduced the interest 

rate earned by colleges were maturity length and market 

risk. Maturity length of securities can substantially 

affect the rate of interest on an investment. The longer 

the investor agrees to allow his money to be locked into 

an investment, the higher the interest he will usually 

demand. This is a common situation and the relationship 

of maturity time to interest rates is called "The Yield 

Curve." 
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Since colleges usually borrow long-term and invest 

short-term, they often lose a substantial part of their 

arbitrage advantage. A way to measure the difference in 

interest rate due to maturity length is to compare 

different federally issued securities. This can be done 

a number of different ways. One easy method is to read 

the Wall Street Journal or other financial publications. 

Table E.l shows the different interests that were 

available on April 22, 1992, for various federally 

supported securities. The interest rates available 

ranged from 3.5% to 9.0% on the different investment 

securities, while tax-exempt issue varied from 6.0% to 

6.7%. Thus, it was possible on that day to invest in 

government securities that earn a higher interest rate 

than the interest paid on tax-exempt securities. The 

higher interest rate, however, was on securities that 

most of the surveyed CFOs indicated they did not have 

experience using. The interest rates on April 22, 1992, 

were typical of interest rates in 1991 and 1992 (as of 

June). If the interest rate market does not change, it 

may be that more CFOs will need to learn more about 

different types of investments in order to earn net 

interest income for their college. Investing in short-

term securities like U. S. Treasury bills will only earn 
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from 3.5% to 4.0% interest. Investing in longer term 

U.S. Bonds could earn up to 8.0% and investing in 

mortgage-backed securities could earn over 8.0% interest 
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Table B.l 

INTEREST RATES ON VARIOUS FEDERAL 
SECURITIES TAKEN FROM THE WALL STREET JOURNAL 

ON APRIL 22, 1992 

Treasury Bills 
Days to Maturity Ask Yield 

28 
63 
91 
119 
182 
350 

3.56% 
3.64% 
3.76% 
3.85% 
3.92% 
4.27% 

Government Bonds & Notes 
Years to Maturity Ask Yield 

1 
2 
3 
5 
10 
20 
30 

4.28% 
5.46% 
6.05% 
6.91% 
7.57% 
8.00% 
8.03% 

Tax-Exempt 
Yield 

10-Yr. G.O. (AA) 6.0% 
20-Yr. G.O. (AA) 6.6% 
30-Yr. G.O. (AA) 6.7% 

Mortgage-Backed Securities 

GNMA 
FNMA 
FHLMC 

8.29% 
8.39% 
8.29% 

Collateralized Mortgage Obligations (new 
issues) 

Maturity 

2 Years 
5 Years 
10 Years 
20 Years 

Spread above U.S. Bonds 

120 
125 
125 
105 

% 

6.68% 
8.16% 
8.81% 
9.05% 
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SURVEY INSTRUMENT 

USED IN THIS STUDY 
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Exhibit C-l 

Personal Background 

1. Education: 

Degree Major Year Degree 

Received 

2. Years of experience in higher education; 

3. Years of experience in military finance 

4. Years of experience in private business 

5. Years of experience as chief financial 

officer in higher education: 

6. Number of college(s) at which you have 

been the chief financial officer: 

7. Age: 

8. Sex: 

9. Your Position Title & College: 
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Exhibit c-̂  

?!•«>• circle all th« «ctiviti«« in Sections A, B t c b.ia.* «>.4^K •,.., w -
p.rfor..d or .up.rvi..d •. . chi.f financi" litlc.r L'^MgS.riSllcIuon*"" 

A. D«bt isauanc*. 
1. Revenue bond. 
2. General obligation bond. 
3. Lease-purchase agreement. 
4. Contractual obligations. 
5. Tax and revenue anticipation note. 
6. Variable-rate bond. 
7. Advanced bond refunding. 
8. Other-please describe)._ 

B. InvestBients. 
1. Interest on checking account. 
2. Bank Certificate of Deposits (CDs). 
3. Accumulative investment fund (internal use). 
4. Saving and loan CDs. 
5. Bank Pac-agreements ($100,000 at each bank in the system) 
6. U. S. Treasury bills. 
7. U. S. Treasury notes. 
8. U. S. Treasury bonds. 
9. Repurchase agreements. 
10. Ginnie Mae (GNMAs). 
11. Fannie Mae (FNMAs). 
12. Freddie Mac (FHLMCs). 
13. Collateralized Mortgage Obligations(CMOs). 
14. Interest Only (lOs). 
15. Principal Only (POs). 
16. Zero coupon bonds. 
17. Other-(please describe). 

C. Cash Banageaent. 
1. Monthly cash flow. 
2. Annual cash flow. 
3. Five year financial plan. 
4. Ten year financial plan. 
5. Wire out large payments. 
6. Wire in monthly state appropriations. 
7. Other-(please describe). . 
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D. Interest Rate: In order to ascertain what sort of return you are 
getting on all college investments would you give an overall rate of 
interest on income and expense - please estimate if you do not know 
exactly. 

1990-91 1989-90 1988-89 

1. a. Bstiaated average interest 
rate earned 

b. Bstiaated total interest 
income 

2. a. Estimated average interest 

rate paid 

b. Estimated total interest 

3. Debt Issued 
E. Please rank in order (e.g. #1 as causing the highest restraint) the 
areas providing, in your opinion, the greatest restraint to financial 
innovative activities at your institution. Then rate each area's attitud 
toward financial innovative activities (1-strongly against, 2«again8t, 
3=neutral, 4-in favor, 5=strongly in favor). 

Ranking Attitude 
Rating 

Board of Trustees 

President 

Chief financial officer 

State law/state auditors 

Public pressure/attitude toward public institutions 

Tradition/faculty & staff attitude 

Accounting system/accounting staff 

Lack of long-term investment funds/faculty fc staff 
attitude toward building reserves 

Other-(please describe). 

F. If you have any comments you would like to make, I would very much 
appreciate your doing so. Use the back of this page if needed. 
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APPENDIX D 

LIST OF THE 49 TEXAS COMMUNITY 

COLLEGES SURVEYED 
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Alamo Community College District 
P. O. Box 3800 
San Antonio, Texas 78284 

Alvin Community College 
3110 Mustang Road 
Alvin, Texas 77511-2064 

Amarillo College 
P. O. Box 447 
Amarillo, Texas 79178 

American Educational Complex 
Highway 190 West 
Killeen, Texas 76541 

Angelina College 
P. O. Box 1768 
Lufkin, Texas 75902-1768 

Austin Community College 
P. O. Box 140526 
Austin, Texas 78714 

Bee County College 
3800 CharCO Road 
Beeville, Texas 78102 

Blinn College 
902 College Avenue 
Brenham, Texas 77833 

Brazosport College 
500 College Drive 
Lake Jackson, Texas 77566 

Cisco Junior College 
Route 3, Box 3 
Cisco, Texas 76437 

College of the Mainland 
8001 Palmer Highway 
Texas City, Texas 77591 

Collin County Community College District 
2200 West University 
McKinney, Texas 75070 

175 



Cooke County College 
1525 W. California 
Gainesville, Texas 76240 

Dallas County Community College District 
4343 North Highway 67 
Mesquite, Texas 75150-2095 

Clarendon College 
P. O. Box 968 
Clarendon, Texas 79226 

Del Mar College 
Baldwin and Ayers 
Corpus Christi, Texas 78404 

El Paso Community College 
P. O. Box 20500 
El Paso, Texas 79998 

Frank Phillips College 
P. O. Box 5118 
Borger, Texas 79007 

Galveston College 
4015 Avenue Q 
Galveston, Texas 77550 

Grayson County College 
6101 Grayson Drive 
Denison, Texas 75020 

Hill College 
P. O. Box 619 
Hillsboro, Texas 76645 

Houston Community College System 
P. O. Box 7849 
Houston, Texas 77270-7849 

Howard College 
1001 Birdwell Lane 
Big Spring, Texas 79720 

Kilgore College 
1100 Broadway 
Kilgore, Texas 75662-3299 
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Laredo Junior College 
West End Washington Street 
Laredo, Texas 78040 

Lee College 
511 South Whiting Street 
Baytown, Texas 77520-4796 

McLennan Community College 
1400 College Drive 
Waco, Texas 76708 

Midland College 
3600 North Garfield 
Midland, Texas 79705 

Navarro College 
3200 W. 7th Avenue 
Corsicana, Texas 75110 

Northeast Texas Community College 
P. O. Box 1307 
Mt. Pleasant, Texas 75455 

North Harris County College 
250 Sam Houston Parkway East, Suite 300 
Houston, Texas 77060 

Odessa College 
201 West University 
Odessa, Texas 79764 

Panola Junior College 
1109 West Panola Street 
Carthage, Texas 75633 

Paris Junior College 
2400 Clarksville 
Paris, Texas 75460 

Ranger Junior College 
College Circle 
Ranger, Texas 76470 

San Jacinto College District 
4624 Fairmont Parkway 
Pasadena, Texas 77504 
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South Plains College 
1401 College Avenue 
Levelland, Texas 79336 

Southwest Texas Junior College 
Garner Field Road 
Uvalde, Texas 78801 

Tarrant County Junior College District 
1500 Houston Street 
Fort Worth, Texas 76102-6599 

Temple Junior College 
2600 South First Street 
Temple, Texas 76504-7435 

Texarkana College 
2500 N. Robison Road 
Texarkana, Texas 75501 

Texas Southmost College 
80 Fort Brown 
Brownsville, Texas 78520 

Trinity Valley Community College 
500 S. Praireville 
Athens, Texas 75751 

Tyler Junior College 
P. O. Box 9020 
Tyler, Texas 75711 

Vernon Regional Junior College 
4400 College Drive 
Vernon, Texas 76384 

Victoria College 
2200 E. Red River 
Victoria, Texas 77901 

Weatherford College 
308 E. Park Avenue 
Weatherford, Texas 76086 

Western Texas College 
South College Avenue 
Snyder, Texas 79549 

Wharton County Junior College 
911 Boling Highway 
Wharton, Texas 77488 
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*F1* 

Dear *F2*: 

As a graduate student of Higher Education Administration at Texas 
Tech University, I am gathering data for my doctoral dissertation 
entitled "A Paradigm for Using Tax-Exempt Debt to Fund Capital 
Projects for Texas Community Colleges." The project will explore 
innovative financial opportunities for Texas community colleges. 
The extent of the contribution this study makes to the field of 
higher education finance depends upon your responses. 

To develop such a model, I am making an inventory of current 
financial practices, and I need your help in documenting the 
actual financial activities in use by Texas community colleges. 

Please circle the financial activities you use that are listed in 
sections A, B and C of the attached survey. In addition, would 
you complete the personal data form and indicate the major 
restraints you have experienced to financial innovative 
activities at your institution. I would be extremely grateful if 
you would return it to me as soon as possible in the enclosed 
self-addressed stamped envelope. 

Let me thank you in advance for your time and help in this 
effort. I know how busy your schedule is and I appreciate your 
assistance. 

Your responses and the information gathered will be held in the 
strictest confidence. Should you be interested in receiving a 
copy of the results of this effort, please let me know on the 
last page. 

Thank you again. I look forward to seeing you in June at Corpus 
Christi. 

Sincerely, 

Roger A. Coomer 

Enclosure/Self Addressed Stamped Envelope 
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Dear ̂ F2^: 

About six weeks ago, I mailed a survey of financial 
innovative activities to you which will be used in my 
evaluation of financial practices at Texas community 
colleges. This will be a very important study, and your 
assistance would greatly be appreciated. 
The first mail out obtained a good response, and I am 
close to achieving the response rate I need. You could 
make the difference. 

I realize you are very busy and that you have many other 
demanding priorities for your time. However, I only 
mailed instruments to the community colleges in Texas, 
and your input is critical to the completion of my 
dissertation. 

Please help. Although the survey may appear long, the 
time necessary to accomplish this task is minimal 
(probably about fifteen minutes) . Your responses and the 
information collected will be held in strictest 
confidence. Perhaps I will some day be in the position 
to help you. Many thanks! 

Sincerely, 

Roger A. Coomer 
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Art 842»-2. Public Fundi InTettment Act 

Short TtUc 

Sec. 1. This Act may be cited as the Public 
Funds Investment Act of 1987. 

Authorlxed InvettmcnU 

Text of subiec (a) <u amended by Acts 
1989, 71st Ug., ch. 39, § 1 and AeU 1989, 
71st Leg., ch. 6S8, § 1 

Sec. 2. (a) An incorporated city or town, a coun
ty, a public school district, a district or authority 
created under Article HI, Section 52(bKl) or (2), or 
Article XVI, Section 69, of the Texas (>)nstitution, 
an institution of higher education as defined by 
Section 61.003 of the Education Code, a hospiul 
district, a fresh water supply district, or any non
profit corporation acting on behalf of any of those 
entities may, in accordance with this Act, purchase, 
sell, and invest its funds and funds under its control 
in the following: 

(1) obligations of the United States or its agencies 
and instrumentalities; 

(2) direct obligations of the State of Texas or its 
agencies; 

(3) other obligations, the principal of and interest 
on which are unconditionally guaranteed or insured 
by the State of Texas or the United States or its 
agencies and instrumentalities; 

(4) obligations of states, agencies, counties, cities, 
and other political subdivisions of any state having 
been rated as to investment quality by a nationally 
recognized investment rating firm and having re
ceived a rating of not less than A or its equivalent; 

(5) certificates of deposit issued by state and na
tional banks domiciled in this state that are: 

(A) guaranteed or insured by the Federal Deposit 
Insurance Corporation, or its successor, or 

(B) secured by obligations that are described by 
Subdivisions (1H4) of this subsection, which are 

Source: TEA Publication No. AD 0-130-01. 
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intended to include all direct federal agency or 
instrumentality issued mortgage backed securities 
that have a market value of not less than the 
principal amount of the certificates or in any other 
manner and amount provided by law for deposits of 
the investing entities; 

(6) certificates of deposit issued by savings and 
loan associations domiciled in this state that are: 

(A) guaranteed or insured by the Federal Savings 
and Loan Insurance (Corporation, or its successor; 
or 

(B) secured by obligations that are described by 
Subdivisions (1H4) of this subsection, which are 
intended to include all direct federal agency or 
instrumentality issued mortgage backed securities 
that have a market value of not less than the 
principal amount of the certificates or in any other 
manner and amount provided by law for deposits of 
the investing entities; 

(7) prime domestic bankers' acceptances; 
(8) commercial paper with a stated maturity of 

270 days or less from the date of its issuance that 
either 

(A) is rated not less than A-1, P-1, or the equiva
lent by at least two nationally recognized credit 
rating agencies; or 

(B) is rated at least A-1, P-l, or the equivalent 
by at least one nationally recognized credit rating 
agency and is fully secured by an irrevocable letter 
of credit issued by a bank organized and existing 
under the laws of the United States or any state 
thereof; and 

(9) fully collateralized repurchase agreements 
having a defmed termination date, secured by obli
gations described by Subdivision (1) of this subsec
tion, pledged with a third party selected or approved 
by the political entity, and placed through a primary 
government securities dealer, as defmed by the 
Federal Reserve, or a bank domiciled in this state. 

Text o/subsec (a) as amended by Acts 
1989, 7l8t Leg., eh. 693, f I and Acts 
1989, 71st Leg., eh 750, § 1 

Sec. 2. (a) An incorporated city or town, a coun
ty, a public school district, an institution of higher 
education as defmed by Section 61.003 of the Edu
cation &)de, any nonprofit corporation or public 
funds investment pool created under The Intertocal 
Cooperation Act (Article 4413(32c), Vernon's Texas 

Civil Statutes) acting on behalf of any of those 
entities, or i navigatioD district organized under 
Article III, Section 52. or Article XVI, Section 59, of 
the Texas (Constitution may, in accordance with this 
Act, purchase, sell, and invest its funds and funds 
under its control in the following: 

(1) obligations of the United States or its agencies 
and instrumentalities; 

(2) direct obligations of the Sute of Texas or ito 
agencies; 

(3) other obligations, the principal of and interest 
on which are unconditionally guaranteed or insured 
by the State of Texas or the United Sutes; 

(4) obligations of states, agencies, counties, cities, 
and other poUtical subdiviaions of any state having 
been rated as to investment quality by a nationally 
recogn̂ ized investment rating Tvrm and having re
ceived a rating of not less than A or its equivalent; 

(5) certificates of deposit issued by state and na
tional banks domiciled in this state that are: 

(A) guaranteed or insured by the Federal Deposit 
Insurance Corporation, or its successor, or 

(6) secured by obligations that are described by 
Subdivisions (1H4) of this subsection, which are 
intended to include all direct agency or instruroeD-
tality issued mortgage backed securities rated AAA 
by a nationally recognized rating agency, or by 
Chapter 726, Acts of the 67th Legislature, Regular 
Session, 1981 (Article 2529b-l, Vernon's Texas Civil 
Statutes), and that have a market value of not less 
than the principal amount of the certificates; 

(6) fully collateralized direct repurchase agree
ments having a defmed termination date, secured by 
obligations described by Subdivision (1) of this sub
section, pledged with a third party selected or ap
proved by the political entity, and placed through a 
primary government securities dealer, as defmed by 
the Federal Reserve, or a bank domiciled in this 
state; and 

(7) certificates of deposit issued by savings and 
loan associations domicfled in this sUte that are: 

(A) guaranteed or insured by the Federal Savings 
and Loan Insurance (Corporation or its successor, or 

(B) secured by obligations that are described by 
Subdivisions (1H4) of this subsection, which are 
intended to include all direct federal agency or 
instrumenUUty issued mortgage backed securities 
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that have a market value of not less than the 
principal amount of the certificates. 

(b) In addition to investment in obligations, certif
icates, or agreements described in Subsection (a) of 
this section, bond proceeds of an incorporated city 
or town, a county, a public school district, or a 
navigation district, or local revenue of an institution 
of higher education, may be invested in common 
trust funds or comparable investment devices 
owned or administered by banks domiciled in this 
state and whose assets consist exclusively of all or a 
combination of the obligations described by Subsec
tion (a) of this section. Common trust funds of 
banks domiciled in this state may be used if they: 

(1) are available; 

(2) comply with the provisions of the Internal 
Revenue Code of 1986 and applicable federal regula
tions governing the investment of bond proceeds; 
and 

(3) meet the cash flow requirements and the in
vestment needs of the political subdivision or insti
tution. 

(c) In this section: 

(1) "Bond proceeds" includes but is not limited to 
proceeds from the sale of bonds and reserves and 
funds maintained for debt service purposes. 

(2) "Prime domestic bankers' acceptances" means 
a bankers' acceptance with a stated maturity of 270 
days or less from the date of its issuance that will 
be, in accordance with its terms, liquidated in full at 
maturity, that is eligible for collateral for borrowing 
from a Federal Reserve Bank, and that is accepted 
by a bank organized and existing under the laws of 
the United States or any state, the short-term obli
gations of which (or of a bank holding company of 
which the bank is the largest subsidiary) are rated 
at least A-1, P-l, or the equivalent by at least one 
nationally recognized credit rating agency. 

(3) "Repurchase agreement" means a simulta
neous agreement to buy, hold for a specified time, 
and then sell back at a future date, obligations 
described by Subsection (aKl) of this section, the 
principal and interest of which are guaranteed by 
the United States or any of its agencies, in market 
value of not less than the principal amount of the 
funds disbursed. The term includes direct security 
repurchase agreements and reverse security repur
chase agreements. 

(d) In addition to the investmenU described by 
Subsection (a) of this section, an entity listed in that 
subsection nuiy, in accordance with this Act, pur
chase, sell, and invest its funds and funds under its 
control in an SEC-registered, no-load money market 
mutual fund with a dollaî weighted average portfo
lio maturity of 120 days or less whose assets consist 
exclushrely of the obligations that are described by 
Subsection (a) of this section and whose investment 
objectives include seeking to maintain a stable net 
asset value of $1 per share. No entity listed in 
Subsection (a) of this section is authorized by this 
Act to invest in the aggregate more than 20 percent 
of its monthly average fund balance, excluding bond 
proceeds, in money market mutual funds described 
in this subsection or to invest its funds or funds 
under its control, excluding bond proceeds, in any 
one money market mutual fund in an amount that 
exceeds 10 percent of the total assets of the money 
market mutual fund. 

Bid! 

Sec. 3. (a) Investments under Section 2(b) of this 
Act may be made only after competitive bids are 
solicited from at least three banks as provided by 
this section. The bids may be solicited orally. 

(b) An incorporated city or town or a pubUc 
school district must attempt to solicit bids initially 
from banks located within its boundaries. If there 
are not three banks available for the investments 
within the city's, town's, or public school district's 
boundaries, the city, town, or public school district 
may solicit bids from banks located within the coun
ty or counties in which the city, town, or public 
school district is located in addition to those banks, 
if any, that are located within the boundaries of the 
city, town, or public school district If there are not 
three banks svailable for the investments within the 
boundaries of the city, town, or public school dis
trict, or of the county or counties in which it is 
located, the city, town, or public school district nuy 
solicit bids from any bank within the state in addi
tion to those banks, if any, that are located within 
the boundaries of the city, town, public school dis
trict, county, or counties. 

(c) A county must attempt to solicit bids initially 
from banks located within its boundaries. If there 
are not three banks available for the investments 
within the county, the county may solicit bids from 
any bank within the state in addition to those banks, 
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if any, that are located within the boundaries of the 
county. 

(d) An institution of higher education as defined 
by Section 61.003 of the Education Code or a navi
gation district must solicit bids from at least three 
banks located within the state. 

(e) A nonprofit corporation acting on behalf of an 
incorporated dty or town, a county, a public school 
district, or an institution of higher education as 
defined by Section 61.003 of the Education Code 
shall follow the procedures identified in Subsection 
(b), (c), or (d) of this section, as applicable to the 
entity on behalf of which the nonprofit corporation 
is acting. 

(f) If a bank has notified a governmental entity 
or nonprofit corporation that it is unable or unwill
ing to bid for investments under Section 2(b) of this 
Act, the governmental entity or nonprofit corpora
tion that receives the notification may presume that 
the bank is unable or unwilling to bid for the 
investments until the bank notifies the governmen
tal entity or nonprofit corporation otherwise in writ
ing. 

Standard of Care 

Sec. 4. Investments shall be made with judg
ment and care, under circumstances then prevailing, 
that persons of prudence, discretion, and intelli
gence exercise in the management of their own 
affairs, not for speculation, but for investment, 
considering the probable safety of their capital as 
well as the probable income to be derived. 

Written Pollclct 

Sec. 5. (a) Investments shall be made in accord
ance with written policies approved by the govern

ing body. The investment policies must address 
liquidity, diversification, safety of principal, yield, 
maturity, and quality and capability of investment 
management, with primary emphasis on safety and 
liquidity. 

(b) A governing body may provide in its written 
policies that bids for certificates of deposit be solic
ited orally, in writing, electronically, or in any com
bination of those methods. 

NonappUcatloR to ReUrcmcnt Fundi 

Sec. 6. This Act does not apply to the investment 
of funds under the control of a public retirement 
system, as defmed by Section 12.001(2), Title HOB, 
Revised Sututes.' 

• {Unuroberwl u V.T.O. Gorernmrat Code. | 802.002(2). 

Authoritr k AddlUonal 

Sec. 7. The authority granted by this Act is in 
addition to that granted by other law. 

ActB 1987, 70th Leg., eh. 889, f ( 1 to 7, eff. Aug. 31. 1987 
Amended by Aeti 1989,7Ut Leg., ch. 39, | 1, eff. April 26. 
1989; Acta 1989. 71st Leg., ch. 628, H 1. 2. eff Aug. 28. 
1989; AcU 1989, 71at Leg., eh. 693, | 4, eff Aug 28. 1989; 
AcU 1989, 7 l i t Leg., ch. 750. H 1. 2. eff. Juoe 15, 1989. 

AeU 1W9. 71tt Uf., efc. 628. I S proridn 

"This Act takca tffcet muncdiatcly. except that SubMctioa (d), 
Sectkm 2, Public Puada Investmeat Act of 1W7 (Artiek M2B-2. 
Veraon's Teu< Oril Suuito). M »Mmi by Soctioa 1 of tha Act. 
takes effect (1) immediately with respect to inetitutiofM of hifhcr 
education; and (2) only if the eonetitutjonal ameiMlmeDt propoaed 
by the 7Ut Legialature. Rcfular Seaaioo. 1»S», [SJ.R S9] auUiora-
ing local gorenimeBU to mveet their fundi a* proridcd by law m 
apprOTw) by the voten with respect to all other entitjes If that 
amendment is not approved. Subsection (d) of Section 2 ka« no 
effect for entities other than lastitutiooa of hifhcr educatwe " 

AcU 1969. 7Ut Lee. SJ.It No SS was adopted at the 19S9 
November election. 
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In Chapter V, a summary of the arbitrage rules 

before the 1986 Tax Reform Act was presented. The 

following is a more detailed discussion of the three 

exceptions to the arbitrage rules. 

Temporary Period 

Under prior law (section 103(c) of the 1954 Code), 

"unlimited arbitrage could be earned on proceeds invested 

for a temporary period prior to their application to the 

governmental purpose of the issue or to pay debt service" 

(Brown & Wood, 1986, p. 43). The temporary period was 

generally limited to three years for new issues and 

thirty days for reissues. The latter, however, could be 

substantially increased if the old bond had a call date 

that would only allow the bond to be refunded at some 

future date. Then the temporary period for the refunding 

of the old bond could be extended for up to two years. 

Another requirement for the temporary period 

exclusion was that users be able to demonstrate that they 

proceeded with all due diligence to accomplish the bond 

issuance purposes. Generally, issuers needed to enter 

into some binding agreement to build or purchase the 

capital project within six months of the date of 

issuance. 
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Reasonably Recmired Reserves 

"Unlimited arbitrage was permitted for investments 

held in a reasonably required reserve or replacement 

fund" (Brown & Wood, 1986, p. 43). The rationale for 

this exception was that the public buying the bonds would 

feel more secure about the governmental bonds if at least 

one year's payments were set aside in a reserve fund 

designated for debt payment. This practice made the 

bonds more attractive to buyers and as a consequence sold 

at a more attractive interest rate for the government 

unit. The maximum amount allowed to be placed in an 

unlimited yield fund was to be the lesser of 125% of the 

average annual debt service or the maximum annual debt. 

This reserve amount was further subject to the 

requirement of being no larger than 15% of the original 

bond issue. 

Minor Portion 

Although not as significant as the previous two 

items, the minor portion exception allowed the issuer to 

earn unlimited arbitrage earnings on a minor portion of 

the bond proceeds that were not limited to the three-year 

(temporary) rule or the reserve rule. In combination, 

however, these two exceptions (reserve and minor portion) 

had the effect of "sizing up" or increasing the size of 

bond issues by 15% as a standard practice. If a college 
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needed $10,000,000 for a new project, then good financial 

practice deemed it wise to issue debt for $11,500,000. 

The additional $1,500,000 could earn unlimited arbitrage 

for the life of the bond. At a conservatively estimated 

arbitrage interest rate differential of 3%, the college 

would net $45,000 per year. A twenty-year bond would 

realize $900,000 in extra net earnings from "sizing up" 

the bond. 
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In Chapter V, a summary of the 1986 Tax Reform Act 

was presented. A detailed discussion of the four 

exceptions to the arbitrage yield restriction are 

presented in this appendix. 

Six-Month Exception 

If all gross proceeds of the bond issue are expended 

within six months from the date of issue, the rebate 

requirement will not apply. This exception does not 

allow any "sizing up" advantage (i.e., no funds for 

reserve requirements). The six-month issue can be pushed 

to one year under certain circumstances. 

Tax and Revenue Anticipation Notes Exception 

Tax and revenue anticipation notes are known as 

"TRANs." Colleges are allowed to issue TRANs for cash 

flow purposes. For example, if a college has a small 

fund balance and most of its income comes in the later 

part of the year and if expenses come along on a regular 

basis throughout the year, then it is possible under this 

situation for a college to have a balanced budget and 

still run short of money during the year. To alleviate 

this problem, colleges are allowed to issue tax-exempt 

TRANs to get money to carry them through the cash short

fall periods. Colleges may issue and retire these short-

term debt instruments within the same business year. 
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It may seem that TRANs are only for very poor 

colleges desperately in need of cash and of little use 

for the average college. There are some features of the 

TRANs, however, which make them attractive to the average 

college. The amount of the loan can include not only the 

estimated cash short fall, but also the gross 

expenditures of the month following the cash short fall. 

Thus, if a college estimates $1,500,000 short-fall, but 

spends about $2,000,000 per month, then it may issue a 

TRAN for $3,500,000. The TRANs can also be issued for up 

to one day short of a full year, not just for the period 

estimated that the college will be short of money. And 

in figuring the estimated short fall of money, the 

college may exempt funds restricted for special purposes 

(i.e., self-insurance requirements, bond covenants, 

scholarships, debt reserves, etc.). Given these 

additional features of the TRANs, it is not surprising 

that some creative college financial managers have made 

good use of this form of legal arbitrage. 

The 1986 Tax Reform Act provides a special safe-

harbor for TRANs. 

If at the end of six months from the date of 
issuance, the cumulative cash flow deficit of 
the governmental unit has exceeded 90 percent 
of the face amount of the issue, proceeds of 
the TRANs are treated as having been expended 
for the purpose of the issue. (Brown & Wood, 
1986, p. 48) 
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This fact could cause issuers some problems if they use 

the entire following month in sizing the issue and in 

that month the revenue comes in before the expenses. 

Debt Service Fund Exception 

A third exception in the 1986 Tax Reform Act 

arbitrage rebate rules occurs when a debt service fund 

earns less than $100,000 during a bond year. The debt 

service reserve fund is limited to 10% of the issue 

proceeds. 

Minor Portion Exception 

The minor portion is restricted to 5% of the bond 

proceeds or $100,000, whichever is less. The debt 

service reserve no longer counts against the minor 

portion. 

Small Governmental Issue Exception 

If the aggregate face amount of all tax-exempt 
obligations to be issued by certain small 
governmental units with general taxing power 
(and all subordinate entities thereof) during 
the calendar year of the issue in question is 
reasonably expected not to exceed five million 
dollars and 95 percent or more of the proceeds 
of the issue in question are to be used for 
local government activities of the issuer, then 
any arbitrage earned on the issue in question 
will not be subject to rebate. (Brown & Wood, 
1986, p. 50) 

Succinctly stated, school districts and public colleges 

and universities with general taxing power can annually 
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issue $5,000,000 of tax-exempt debt that is not subject 

to the arbitrage rebate rules. This exception is 

valuable, and using an assumed arbitrage interest rate 

spread of 3% should be worth up to $150,000 per year for 

TRANs and that amount times the life of the proceeds for 

long-term debt. This exception is significant and should 

allow small colleges all of the arbitrage earnings they 

can justify. Large colleges, however, are severely 

constricted by the new arbitrage rules because they have 

greater need for large debt issues and can more easily 

afford to hire the financial experts who have the 

knowledge of how best to structure debt instruments to 

the maximum advantage. 

Noncomp1iance 

Instead of the severe loss of tax exemptions, a 

possible penalty under the 1954 tax code because of 

failure to adhere to the rebate rules under the 1986 Tax 

Reform Act, the U.S. Treasury may impose a penalty of up 

to 50% of the amount of the rebate payment due to the 

issuer. The 50% penalty may seem rather harsh, but it is 

considerably less of a penalty than removing an issuer's 

tax-exempt issuing ability or, worse yet, declaring an 

already issued bond taxable retroactively. 
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Table I.l presents the interest rate assumptions 

used in Chapter V. Theoretical interest rates are the 

net interest rates an individual would receive after 

taxes if he invested in the taxable market and then paid 

the maximum tax rate. The realistic interest rate 

assumes that there must exist an incentive beyond the 

break-even point for the investor to invest in tax-exempt 

bonds. For illustration purposes, one should estimate 

the incentive to be an extra 15% after-tax income return. 

In actual practice, this incentive factor will vary 

depending on a number of factors: supply and demand for 

tax-exempt investments, the public's expectation of 

future income tax rate changes, and the individual bond 

investor's own gain versus risk perception. 

For example, if $100 is invested for one year at 8% 

in a taxable government bond, it will earn eight dollars, 

on which taxes will have to be paid. If a person were in 

the 50% tax rate, four of the eight dollars of interest 

will be paid in taxes, leaving only four dollars of net 

after-tax earnings. An investor would be better off to 

purchase a tax-exempt investment that would yield 

something over 4% interest. In this instance, the 

theoretical lower limit for tax-exempt interest is 50% of 
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the taxable interest rate. The taxpayer, however, will 

need some incentive to make this change. For example, 

4.6% may be enough to spur him to make tax-exempt 

investments instead of the net 4% after-tax earnings on 

the taxable investments. 

TABLE I.l 

INTEREST RATES (USED IN THE BOND PLANS A THROUGH D) 

Interest Rates 
Period Taxable Interest 

Rates 

1 Week 

1 Month 

6 Months 

1 Year 

2 Years 

5 Years 

10 Years 

20 Years 

6.0% 

6.6% 

7.4% 

8.0% 

8.4% 

9.0% 

9.4% 

9.8% 

Tax-exempt : 

Theoretical 

4.1% 

4.5 

5.1 

5.5 

5.8 

6.2 

6.5 

6.8 

Interest Rate 

Realistic 

4.5% 

5.0 

5.5 

6.0 

6.3 

6.7 

7.0 

7.5 

Table 1.2 shows the basic bond repayment schedule 

used in Chapter V. The interest rate at which tax-exempt 

bonds will sell fluctuates daily. The different maturity 

dates within the issue will also normally sell at 
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TABLE 1.2 

REPAYMENT SCHEDULE (USED AS BASIS FOR BOND PLANS A 
THROUGH D) 

Year 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

Total 

Principle 

200,000 
200,000 
200,000 
300,000 
300,000 
300,000 
300,000 
400,000 
400,000 
400,000 
400,000 
500,000 
500,000 
500,000 
600,000 
600,000 
700,000 
700,000 
800,000 
800,000 
900,000 

10,000,000 

Interest 

700,000 
686,000 
672,000 
658,000 
637,000 
616,000 
595,000 
574,000 
546,000 
518,000 
490,000 
462,000 
427,000 
392,000 
357,000 
315,000 
273,000 
224,000 
175,000 
109,000 
63,000 

9,479,000 

Total 

900,000 
886,000 
872,000 
958,000 
937,000 
916,000 
895,000 
974,000 
946,000 
918,000 
890,000 
962,000 
927,000 
892,000 
957,000 
915,000 
973,000 
924,000 
975,000 
909,000 
963,000 

9,479,000 

Average effective rate 7.0% 

Issuance cost equals $50,000 plus 1% of the total bond 
value. 
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different rates (a $5,000 note that matures the second 

year will have a different demand than a $5,000 note that 

matures the sixteenth year). For illustration purposes, 

7% was used throughout the life of the bond. One 

interest rate for twenty-one years of maturity is 

unusual, but the net total costs of the bond is the main 

focus, and using only one interest rate will give a 

reasonable estimate of that cost. 

Table 1.3 shows the amount borrowed and the gross 

financial costs for plans A through D-2 in Chapter V. 

TABLE 1.3 

THE GROSS FINANCIAL COST OF PLANS A THROUGH D-2 

Plan Amount 
Borrowed 

Interest 
Cost 

Issue 
Cost 

(50,000 + 1%) 

Total 
Gross 
Finan 
Cost 

B 

D-1 

D-2 

$10,000,000 $9,479,000 

$10,000,000 $9,479,000 

$11,000,000 $9,479,000 
X 110% = 
$10,426,900 

$17,000,000 $9,479,000 
X 170% = 
$16,114,300 

$20,000,000 $9,479,000 
X 200% = 
$18,958,000 

$150,000 $9,629,000 

$150,000 $9,629,000 

$160,000 $10,586,900 

$220,000 $16,334,300 

$300,000 $19,258,000 
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