PALI CI ES AND PRCCEDURES FOR NAI NTAI NI NG
AUXI LI ARY ENTERPRI SE RESERVES
AND | NVESTMENT YI ELDS

Auxiliary enterprises are activities operated by institutions to
provide services to students, faculty, staff, and sonetines, the
general public or special interest groups. They are operated as
busi nesses, with the need to bal ance revenues and expenditures.
Qperating reserves are usually required due to the fluctuating
nature of institutional revenue collections and the possibility of
unanti ci pated events. Reserves to neet facilities and equi pnent
needs are necessary to provide for |onger-term maintenance and
renewal and expansion needs of the institutions wthout a
requi renent for major fluctuations in fees and charges to students
and parents.

A reserve is an undivided or wunidentified portion of the net
assets of an institution, in a stated anount, held for a specia
pur pose. There are three categories of auxiliary enterprise
reserves that are related to different expenditures or budgets.

1. Qperating Reserves
2. Reserves for Renewal and Repl acenent

3. Reserves for Mjor Renovation, Acquisition, and Plant or
Pr ogr am Expansi on

Sone institutions nmay establish a fourth type of reserve to
support the debt service requirenents of long-term debt for
specific projects approved by the General Assenbly. Policies and
procedures for establishing and nonitoring such reserves are
mai nt ai ned by the Departnent of the Treasury.

OPERATI NG RESERVES
DEFI NI TI ON. The nature of auxiliary enterprises at each

institution wll influence the size of operating reserves
necessary to provide for reasonable cash flows during a fiscal
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year and fromyear to year. The operating reserve should include
anounts designated for working capital and for contingencies. The
working capital conponent provides the operating resources

required by the wunit. This portion the reserve should be
established at a level which ensures that the unit has adequate
financial resources to neet seasonal operating expenses. The
contingency conponent enables the wunit to wthstand dramatic
financial events which could not have been anti cipated. Thi s
portion of the reserve establishes the mninmm |evel of the
reserve. Except in emergency situations, the balance in the

operating reserve should never be less than the contingency
anmount .

SI ZE OF RESERVE. In general, the average size of the working
capital conmponent of the operating reserve should approxinmate
expenses required for 30-60 days, or between 6-18 percent of
annual expendi tures. The actual size of the reserve wll
fluctuate from nonth to nonth over the year. The size of the
conti ngency conponent should approximate four percent of annua
expenditures, or the equivalent of two weeks expenditures.
Average annual operating reserves falling outside of these
gui delines should be reviewed and justified on an institution by
institution basis.

RESERVE FOR RENEWAL AND REPLACEMENT

Because auxiliary enterprises are required to be self-supporting
and cannot depend on the general fund to renew and replace

facilities, institution managers nust have l|long-term strategies
for maintaining auxiliary enterprise facilities. The strategies
necessarily  mnust coordinate the timng of revenues and
expenditures. Incentives should be provided to these nmanagers to

mnimze costs to students while encouraging them to establish
prudent reserves to fund established long-term plans for renewal
and repl acenent of facilities.

DEFINITION. The reserve for Renewal and Repl acenent (R&R) should
include anounts set aside for expenditures needed to repair,
i nprove, renovate or replace existing long-lived assets. As
contrasted with the Mjor Renovation, Acquisition, and Plant or
Program Expansion reserve, the R&R reserve is not wused to
accunul ate resources for additions to plant. Expenditures from
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this category are of two types. First, repairs, inprovenents, and
renovations to facilities, infrastructure and equi pnent are funded
fromthis reserve. (Institutions nmay at their option fund najor
renovations from the Mjor Renovation, Acquisition, and Plant or
Program Expansi on Reserve.) The second category includes
expenditures made to replace a conponent or sub-system of an
existing facility. The critical test relating to funds in this
reserve is whether reserves and expenditures relate to assets
which are already owned.

S| ZE OF THE RESERVE. The Mi ntenance Reserve Fornula has served
as the basis for appropriations to colleges and universities for
educational and general facilities for several years. The sane
formula should be used to determne the expected |evel of
expenditures for renewal and replacenent of facilities and

infrastructure for auxiliary enterprises. It automatically
adjusts as new facilities are opened and existing facilities
renovat ed. The calculation can be nmade from facilities

information maintained in the Fixed Assets Accounting and Contro
System buil ding replacenent val ues provided by the Ofice of Risk
Managenent, and related information provided by the institution.
The average annual balance in this reserve should estimate the
anount generated by the maintenance reserve fornula cal cul ation

Further, wthin educational and general budget guidelines, an
anount equal to eight percent of the replacenent val ue of current
equi prent is identified as the nornmal anount necessary to maintain
the current equipnent base. This assunes that the equipnent
inventory will turn over every 12-13 years. A simlar guideline
can be used to estimate the level of expenditure required to
maintain auxiliary enterprise equipnent. Reserves should be
sufficient to maintain annual equi pment expenditures in auxiliary
enterprises approximting ten percent of the replacenent val ue of
equi prrent included in the Fixed Assets Accounting and Control
System This assunmes the equipnent will turn over every ten
years. A shorter lifespan is wused for auxiliary enterprise
equi prrent conpared to that for educational and general equipnent
due to the nature of auxiliary enterprise activities.

RESERVES FOR NMAJOR RENOVATI ON, ACQUI SI TI ON, AND PLANT OR PROGRAM
EXPANS| ON
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DEFI NI TION. The acquisition and expansion reserve should be used
to account for funds accunmulated to provide for the nmajor
renovation, construction or purchase of new facilities or
equi prent . Recent changes in the Commonweal th's debt financing
policies encourage institutions to develop capital pr oj ect
reserves or sinking funds to reduce reliance on debt financing.
Establishing capital outlay anticipation reserves for planned
projects in advance of the initiation of the project wll permt
the orderly planning and initiation of fees and user charges. In
some cases, the existence of cash reserves may influence the
financial feasibility of a project and may reduce the long-term
financing costs to the students and institution.

This fund may be used to establish reserves to initiate major new
prograns as well. For exanple, initial start-up funds nay be
needed to begin a new transportati on systemor to expand a wonen's
athletic program

SI ZE OF RESERVE. The size of this reserve should be based on the
i ndi vidual needs of each institution. Funds should accumulate in
this reserve for specific board-approved projects and needs only.

Funds for acquisition and expansi on should begin to accunul ate no
earlier than four years prior to the planned initiation date of
t he project.
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I NVESTMENT YI ELDS

Revenues from investnent yields associated with cash balances in
the various funds should be credited to the institution nonthly
for the purpose of mnimzing the costs of such services to

students and other users. By crediting auxiliary enterprise
reserves rather than educational and general appropriations, the
benefit will accrue directly to the payors of such services rather

than to the general student population which may or nmay not be
usi ng the services.

Institutions should be encouraged to rmaintain mninum bal ances
required for efficient operations. But operating reserves should
not have cash bal ances in excess of those needed to sustain the
gui deline levels of expenditure. (The maintenance reserve formul a
may not generate sufficient maintenance requirenents in one year
for institutions with small auxiliary enterprise operations. Such
institutions should docunent their needs to nmaintain |arger
bal ances.) Balances significantly in excess of average guideline
expenditure requirenments will need to be justified or wll not
receive the benefit of the investnment yield. Institutions should
establish user fees to anticipate the addition of the investnent
yi el ds.

No specific action to appropriate investnment yields associated
with operating reserves is necessary. The investnent vyield
accruing to an institution's reserve account can be credited
directly to the institution by the Conptroller. The appropriation
for auxiliary enterprises nust be sufficient to cover expenditures
of any portion of the yields, however. This authority can be
requested by the institution through the nornmal budget process.

ELI G Bl LI TY REQUI REMENTS

In order for an institution to be eligible to receive such yields,
the institution nust be recovering fully the cost of educationa
and general services provided for auxiliary enterprises, or have

an otherwi se approved indirect cost study. Institutions not
recovering such costs will have the yield reduced by an anount
equal to the under-recovery. If the yield is not sufficient to

cover the wunder-recovery, an adjustnent may be nmade to the
educational and general appropriation to increase the |evel of
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recoveries. Determ nation of whether an institution is recovering
such costs fully will be based on the nbst recently approved cost
study submtted as part of the biennial budget process. The cost
study and the annual report of actual auxiliary recoveries nust be
approved by representatives of the Council of H gher Educati on.
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As part of the biennial budget process, institutions will submt
docunentation on the anount and purpose of each of the three
reserve bal ances. The Council of H gher Education will determ ne,
in consultation with the appropriate institution, the eligibility
of such bal ances for the yield accumrul ati on.
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