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Problem Statement


During a presentation to the CSU Board of Trustees in January 2006, the independent auditor, KPMG, made a number of observations about CSU to explain a reportable condition in respect to internal control for financial reporting.  The auditor’s observations are paraphrased as follows: 

· Serious CSU issues in the financial reporting process.
· CSU is the most complex university financial reporting entity in the country.
· Fourteen of twenty-three campuses were unable to meet reporting deadlines necessary to enable CSU consolidation.
· Issues identified:
· Significant personnel attrition.
· Significantly increased complexity within the CSU system.
· New GASB requirements.
· Significant increase in construction projects.
As observed by KPMG, CSU has one of the most complex reporting requirements of any financial reporting entity in the country.  This raises two questions:  What are the root causes of this complexity? And are any of these causes within the control of CSU?  Clearly, much of the complexity stems from the sheer size of the CSU and the number of sub-entities and critical dependencies that must be synchronized to create one audited financial report for the CSU.   The demand by Californians for access to CSU programs only foretells more growth for CSU, not less, into the foreseeable future.  Curbing growth is not the answer.  Another cause is the mandate to report financial transactions and balances, which must be initially classified to meet California legal and regulatory requirements, into financial reports that conform to Generally Accepted Accounting Principles (GAAP).  GAAP reporting is mandated in the Education Code, but even if it were not, CSU would still have needs for GAAP-based financial reports to support bond ratings for System wide Revenue Bond borrowings, for IPEDS reporting, and so on.  Eliminating GAAP financial reporting is not a viable option.  
In terms of reducing complexity CSU can and should address the reduction of transactions and simplification of related accounting requirements imposed by California law and regulatory agencies.  A frequent anecdote in CSU accounting operations involves the hiring of a college educated accountant often with substantial experience and perhaps a CPA.  Because California law, regulations and policies combine to create such an arcane accounting environment, new hires can apply very little of their knowledge of GAAP in their new duties as CSU accountants.  With an excess of CSU specificity in the current business processes and reporting, it is years before an educated accountant, even a CPA, can perform independently within the finance area of the CSU.  This coupled with the high demand for qualified accounting staff and the difficulty in recruiting and retaining such staff calls for the CSU to take a hard look at how it does business and to look for areas of improvement and simplified business processes.  
Background

In February 2006, the Financial Officers Association (FOA) endorsed the formation of an ad hoc sub-committee by the Financial Standards Advisory Committee (FSAC).  The ad hoc committee was formed to address the CSU 2006 legislative initiative that proposes to amend the Budget Act and the Education Code (Section 89721) to allow CSU to deposit all fees formerly recorded in the Higher Education Fees and Income Fund (Fund 498) in the State University Trust Fund (Fund 948), effective July 01, 2006.  
This report of the ad hoc committee identifies the key features of the CSU Fee Revenue Management Program including potential changes in accounting, budgeting, and financial reporting.  This report also provides the outline of a CSU implementation plan and transition schedule.  This report, which is intended to provide a foundation for design and implementation of the CSU Fee Revenue Management Program, is respectfully submitted for review, comment, and action by FOA, the Chief Administrative Business Officers (CABO) and the Office of the Chancellor.

A.  Overview of the CSU Fee Revenue Management Program
The CSU has proposed to eliminate Fund 498 from the Budget Act and amend the Education Code to allow for the deposit of fees into local trust accounts.  The Education Code (Section 89721) would be amended to include the following language: “(l) moneys collected as higher education fees and income from students in any state university and from other persons pursuant to Section 89700 of the Education Code.
This proposal creates the possibility of significant improvements in operating efficiencies throughout the CSU.  If implemented, these efficiencies will facilitate timely fiscal year-end closing and GAAP reporting.   By eliminating the use of Fund 498 and providing the authority to deposit fees in trust, the CSU has a unique opportunity and obligation to re-engineer critical financial operations.   In addition, the CSU will have a responsibility to manage the cash flows from fee collections to support campus operations and to optimize investment earnings.
Currently, most campus operations funded by Budget Act Support appropriations are recorded in the State General Fund (Fund 001).  In this context “State General Fund” refers to the financial records maintained by the Office of the State Controller (SCO) which currently record legislative Support appropriations, fee revenues and reimbursed activities.  Since all CSU campuses have complete stand-alone financial records systems, the State General Fund creates substantial redundancy and complexity by requiring campuses to record daily operating transactions through both the State Controller and campus books.  For a medium size campus this can mean over 200,000 transactions at the campus level that summarize to over 2,000 transactions at the SCO.  The shear magnitude of the transactions and the fact that they have to be posted equally in both the campus and the SCO’s records makes for layers of inefficient business processes.  In addition, campuses have difficulty keeping their books current and in balance with the SCO.  A single transaction can require 8 accounting entries to track the journey between the campus and the SCO using due-to and due-from transactions. 

The committee discussed other options for the implementation of the Fee Revenue Management Program, but concluded that they were either less efficient than operating completing out of trust, or even more complex than the current process of operating out of the State General Fund.  
Appendix A is a matrix comparing major categories of processes that will result in substantial efficiencies across the CSU by moving financial transactions to the State University Trust Fund and utilizing simplified summary entries in the State General Fund.
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With the authority to deposit fees in trust, the CSU will propose the Fee Revenue Management Program.  The key features of the CSU Fee Revenue Management Program include:

· All campuses must be completely operational within the State University Trust Fund prior to the depletion of the 2006-2007 State General Fund Appropriation (approximately March or April of 2007).

· All student fee revenue shall be deposited in the State University Trust Fund (Fund 948) and retained in local bank accounts outside the state treasury in conformance with state collateralization requirements.

· CSU campuses will continue to operate their Support budgets in one fund, but it will be in the State University Trust Fund (Fund 948) (not the State General Fund 0001).
· State Controller’s payrolls will be processed through the State University Trust Fund.
· Campuses will be required to manage cash and ensure the liquidity of both the State University Trust Fund and the State General Fund.
· Budget Act will allocate only state Support appropriations for CSU.
· Fund 498 will be not be part of the 2006 Support Item.
· The State General Fund will reflect expenditures of Budget Act Support appropriations through summary transactions agreed upon by the State Controller and the State Department of Finance.
· Summary transaction based on monthly State General Fund payroll processed with Plan of Financial Adjustment (PFA) until the state support appropriation is depleted
· Generally, the CSU will report regular salaries and wages, retirement, the state portion for financial aid expenditures followed by a portion of staff benefits equal to the amount remaining in the State General fund Support allocation as State General Fund (0001), through the Governors Budget reporting process.
· Governor’s Budget presentation will remain unchanged in that it will continue to reflect both legislative Support appropriations and “Higher Education Fees and Income.”
· For state purposes, investment earnings for the State General Fund are “revenue neutral”.
· An annual base computation using SMIF rates will return investment earnings to the state.

· Campuses must manage investment of fee collections and may utilize or re-invest investment earnings in excess of the calculated SMIF base.
· Deposit of Fee Revenue into trust will not impact funding for compensation. 

· CSU will identify all expenditures by FIRMS program and object as support items in both the State General Fund Support and State University Trust Fund Support.
· CSU policy will require the order of financial reporting so that regular state appropriated salaries and wages, retirement, the state portion for financial aid expenditures are reported in State General Fund Support followed by a portion of staff benefits equal to the amount remaining in the State General Fund Support allocation.
· Campus financial final budget submissions must reflect these state appropriated expenditures in the General Fund, whereas campus financial year-end (fourth quarter) accounting submissions will maintain these state appropriated expenditures in the State University Trust fund.  For year-end reporting, the C.O. will report these expenditures as State General Fund Support.  This will eliminate the need for campuses to make redundant entries in both the State General Fund Support and the State University Trust.

· Campus year-end submissions must include mandatory transfers/GF expenditure adjustments in the State University Trust Fund that are equal to the campus total State Genera fund Support allocation.
· Reimbursed Activity shall operate within the State University Trust Fund.
· The State General Fund Support appropriation will be fully expended prior to June 30 of each year.

· No State General Fund balances.

· No State General Fund accruals (needs to be prototyped for small campuses.)
The implementation of the CSU Fee Revenue Management Program provides an opportunity for CSU to re-visit a significant portion of its current business processes and re-engineer them to achieve more efficient results.  This will require establishing system-wide standards which will enable campuses to share training, business process guides and other documentation, and application solutions. 

B.  The Definition of CSU “Support” Budget Changes
With the deposit of fees in trust, the fundamental definition of funding within the CSU will change.  In the current model, the CSU is allocated a total amount (which we will call one State General Fund Support dollar) that is funded from two sources:  For discussion purposes, let’s say 70 cents comes from legislative Support appropriations and 30 cents from student fee revenue.  Since the student fees are remitted to the SCO, those funds are combined with the state appropriation and the CSU is allocated one “State General Fund Support” dollar to operate.  Under the new CSU Fee Revenue Management Program the CSU will no longer be allocated one State General Fund Support dollar but rather will receive 70 cents from the State General Fund Support and separately 30 cents directly from student fee revenue.  However, from an operational perspective and in order to realize improved, efficient business process, campuses will still operate as if they have been allocated the one “support” dollar.  
The CSU will have two “support” sources: State General Fund Support and State University Trust Fund “Support”.  The aggregate of all support expenses will be identified for CSU financial reporting purposes.   As a matter of policy, regardless of the funding source of the support expenditure, the CSU will report all regular salary and wages, retirement and the state share of financial aid expenditures as State General Fund Support, followed by a portion of staff benefits equal to the remaining balance of the State General Fund Support appropriation.
C.  Cash Management

The proposed budget bill states – “In recognition of the transition of the deposit of fee revenue from the State General Fund to the CSU local trust funds, the CSU, with DOF approval, shall annually calculate a base funding adjustment that represents the amount necessary to maintain fiscal neutrality for the State General Fund”.

It is, therefore, imperative that campuses manage cash to ensure the liquidity of both the State University Trust Fund and the State General Fund.  Once the baseline funding is established and the annual base funding adjustment is calculated, campuses must achieve, at a minimum, sufficient interest earnings to cover the annual base funding adjustment.  Any earnings in excess of the base funding may be utilized or re-invested by campuses.  

Generally, campuses must engage in a thorough evaluation of current cash management practices to manage cash flows and optimize investment earnings. This includes, but is not limited to, investment analysis and reporting, billing policies and practices, use of the Revolving Funds, and administration of Reimbursed Activities.

D.  FIRMS Reporting

The FIRMS database is used to extract financial data to report prior year, current and budget year expenditures in the Governor’s Budget and for other state and CSU reports, as well as to determine adjustments for subsequent CSU support budgets and campus allocations.  Assembly Bill 2812 (Chapter 954, Statutes of 1998) provided that revenues that were formerly recorded in enterprise funds by the SCO could be recorded in local Trust Fund accounts, exclusively.  To accommodate this authority the Chancellor’s Office adopted a reclassification framework so that certain activity reported by the campus was accurately represented in CSU state budget reports.  For example, CERF operates within State University Trust (Fund 0948) but is reported in the Governor’s Budget as CSU Continuing Education Revolving Fund (Fund 0573).
CSU will identify all expenditures by FIRMS program and object as support items in both the State General Fund Support and State University Trust Fund Support.  Further, CSU policy will generally require the order of financial reporting so that regular salaries and wages, retirement and the sate portion for financial aid expenditures (as provided by the system Budget Office) are reported in State General Fund support followed by a portion staff benefits equal to the amount remaining in the State General Fund Support allocation.
As part of the CSU Fee Revenue Management Program, campus FIRMS final budget submissions must reflect state appropriated expenditures in the General Fund (State Fund 0001/CSU Fund 001), whereas campus FIRMS year-end (fourth quarter) accounting submissions will maintain state appropriated expenditures detail in State University Trust Fund (State Fund 0948/CSU fund number not yet released). The CO will report prior year CSU State General Fund Support expenditures centrally, eliminated the need for campuses to make redundant entries in both the State General Fund Support and the Trust fund.

Campus year-end submissions must include mandatory transfers/GF expenditure adjustments in the State University Trust Fund that are equal to the campus total State General Fund support allocation as exampled in the table below.
Following is a sample of the FIRMS data under the new CSU Fee Revenue Management Program as of year end:
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E.  Accounting Structure

The basic transactions process flow for each campus is outlined below:

1. State General Fund Support appropriation (Budget Act). 

2. Student fee revenue recorded in State University Trust – Local.
3. Campus remits Trust cash to State University Trust Fund at SCO equal to required working capital.
4. Campus processes all expenditure activity in the State University Trust Fund.
5. SCO processes payroll in State University Trust Fund.
6. Campuses process a Plan of Financial Adjustment to all funds (including State General Fund) to reimburse the State University Trust Fund for payroll.  In addition campuses will process a journal entry recording the transfer in State General Fund and crediting the State University Trust Fund in a unique FIRMS Object Code. 

7. Campus processes O&E costs within State University Trust – local cash.  No SCO claims are required.
Below is a summary of how the transaction could flow thru the state controller in State University Trust and State General Fund:
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April 23, 2008 Campus PFA from other Funds  § 12996900 § 13995900 § (12995.900) § -
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F.  Implementation 

With passage of the legislation authorizing CSU to retain fees in Trust, campuses can collect student fee revenue in State University Trust and, initially, continue “business as usual” within the State General Fund.  Payroll transactions will continue to process through the State General Fund for the first several months, giving both the campuses and the SCO time to transfer all payroll headers and PPT’s from State General Fund Support to State University Trust Fund. 
This will also allow the campuses the opportunity to accumulate student fee collections to establish the necessary cash balance to begin the CSU Fee Revenue Management Program.   All payroll activity shall be transferred to the State University Trust Fund on or before the State General Fund Support appropriation is depleted for FY 2006-07 so as not to add complexity to reporting requirements during the transition.  A major objective is no balances and no accruals in the State General Fund as of June 30, 2007.
Time line of important system wide milestones:
March 20, 2006

Financial Officers Association (FOA) Review

March 28, 2006

FSAC Meeting (Information Opportunity)

April 11, 2006


Chief Business Officers Review (CABO)

May 2006


Initial system wide re-engineering and process review 


May 22 – 25, 2006

Year End Training (Information Opportunity)
July 1, 2006


New legislation and Budget Act

July 1, 2006


Campuses deposit student fees in Trust

July – Aug 2006

Campuses close legal on-time

October 2006


Campuses close GAAP on-time

January 1, 2007

Possible Mass Change for all CSU Payroll to Trust

Jan 2007


System wide re-engineering, documentation, training, etc

Spring 2007


All campuses fully converted

June 30, 2008


All campuses operate a full fiscal year on the new model

Re-engineering and process review recommendations:


It is the recommendation of this committee that a re-engineering and process review team be formed to establish CSU standard processes and implementation step by step guides.  This team should be cross functional (budget, accounting, treasury, technical, CO, etc).  The team should be small enough to be productive and large enough to cover all necessary subject matter.  In addition, it should have representation with a broad range of experience and expertise.  Some areas identified to review:
1) Accounting

a) Reimbursed Activity

b) Revolving Fund
i) Elimination of General Fund revolving fund
ii) Capital Outlay

c) Cash Management

i) State Treasury

ii) Local Banks

iii) General Fund Interest Calculation

d) Investment Strategy

2) Budget

a) Campus budget administration

b) CSU Budget administration

c) Annual Budget Submission
d) Quarterly/Annual FIRMS Submission

H.  Committee Future Events

1. February 16, 2006
Draft report to committee - Completed
2. February 22, 2006
Committee feedback - Completed
3. March 3, 2006

CO visit to SCO and Dept of Finance - Completed
4. March 8, 2006

In-person committee meeting - Completed
5. March 10, 2006
Distribute final committee report to FOA

6. March 20, 2006
In-person meeting with FOA

7. March 28, 2006
FSAC Information Opportunity
8. April 12, 2006

Present committee report to CABO
I.   Conclusion
With the deposit of fees in Trust, campuses are responsible for the additional activities related to cash management and investment strategy.  While there may more than likely be some interest earnings on the difference between SMIF and the CSU actual investments, these earnings in and of themselves do not warrant the major change campuses will have to go through to become efficient and knowledgeable at cash management.  In fact, by adding these new responsibilities to an already complex set of business processes, the CSU is at risk.

Only by re-engineering the operating business process in conjunction with the deposit of fees in trust can the CSU realize the major improvements that warrant the additional workload and business processes related to cash management and investment strategy.

The re-engineering of the operating business processes should not be considered lightly.  This is an enormous undertaking that needs to be accomplished in a very short time period.  

That said, the end result could revolutionize how the CSU does business with substantial improvements. 
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		Appendix A - Summary of Potential Efficiencies to be gained - Fees in Trust

		Efficiency to be gained				Campus Operates 100% in State University Trust/Both in PS and SCO				Campus Operates 100% in State University Trust/in PS-Payroll @ SCO in Gen Fund				Campus Operates 100% in General Fund				Campus Operates in 2 funds - General Fund and State University Trust

		Significant inmprovement in Year end closing of legal books				Yes				Yes				No				No

		Significant improvement in Year end closing of GAAP books				Yes				Yes				No				Maybe

		Simplified 21st century implementation - one fund for payroll - doesn't change per year				Yes				No				No				No

		Campus business process simplified - less specificity to CSU - more GAAP like				Yes				Yes				No				No

		Sam99 reconciliation significantly simplified (One gen fund transaction per month)				Yes				Yes				No				No

		Claims activity significantly reduced				Yes				Yes				No				Yes

		Claims reconciliation activity significantly reduced				Yes				Yes				No				Yes

		Accounting entries related to claims activity significantly reduced				Yes				Yes				No				Yes

		No prior year payroll activity				Yes				No				No				No

		No prior year accounts receivable				Yes				Yes				No				No

		General Fund appropriation is completely spent by June 30 of the year it is appropriated				Yes				No				No				No

		Staff support of PFA activity significantly reduced				Yes				Yes				No				No

		Cash remittance activity significantly reduced				Yes				Yes				No				Some

		Campus year end balances retained as fund balance				Yes				Yes				No				Yes

		Campus able to establish reserves				Yes				Yes				No				Yes

		Potential elimination of the revolving fund				Yes				Yes				No				Maybe

		Revolving Fund reconciliation complexity reduced				Yes				Yes				No				Maybe

		Closing Revolving Fund at year end eliminated				Yes				Yes				No				Maybe

		Request for allocation orders related to increase in revenue eliminated				Yes				Yes				No				No

		Campus departments can operate with one fund value that never changes				Yes				Yes				No				No

		No year end roll of the Fiscal Year Fund value in sub-system - Student Items				Yes				Yes				No				No

		No year end roll of the Fiscal Year Fund value in sub-system - HR Labor Cost				Yes				Yes				No				No

		No year end roll of the Fiscal Year Fund value in sub-system - AR-Billing				Yes				Yes				No				No

		No year end roll of the Fiscal Year Fund value in sub-system - Purchase Orders				Yes				Yes				No				No

		No year end roll of the Fiscal Year Fund value in sub-system - Asset Mgmt				Yes				Yes				No				No

		No need to establish new payroll header each year for new appropriation				Yes				No				No				No

		Due to and Due From activity significantly reduced				Yes				Yes				No				No

		Estimated time to be fully operational				6 months				6 months				Now				1-2 years






