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Using institutional financial aid to discount tuition

Abstract

The purpose of this paper is to examine the increases in institutional spending for financial aid and to
discuss the implications for colleges and universities. Specifically, it will examine how these increases
have affected the way institutions award financial aid. The consequences of these changes are then
discussed and a case study of a mid-sized, public university is presented to provide insight into the
systems of awarding institutional aid. The discussion concludes with ideas for easing the need for
institutions to commit such large amounts of money towards aid programs.
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As the cost of tuition continues to grow faster than the rate of inflation, colleges and
universities are being asked to justify the increases to families as well as those responsible
for governing the institutions. Reduced government funding for higher education, the
method for determining financial aid eligibility, and increased administrative expenses have
contributed to the problem of rising tuition rates. Likewise, stiff competition for students
has colleges and universities reexamining their financial aid and pricing strategies.
Government and institutional policies may, in fact, contribute to the problem by increasing
the expenses of colleges and by discouraging institutions from controlling spending.

Since 1990, the average tuition at private and public institutions has risen by 95%
and 82% respectively (Morganthau and Nayyar, 1996). These increases can be blamed in
part on increased spending within higher education. Reiland (1996) found that the number
Qf administrative positions in colleges has more than doubled in the last twenty years and
the administrati\}e cost per student has increased 19%. Increases in the number of faculty
positions have also been seen to a lesser degree. Reiland also points out that average
| salaries for professors have increased more than 100% between 1980-1993.

In conjunction with increased spending by institutions, federal aid to higher
education has declined in the wake of increased spending for entitlement programs such as
medicare and medicaid. Such reductions are realized in decreased funding for financial aid
programs and reduced state aid. Fully funding the financial aid programs, however, does
not alone solve the problem. The methodology used to determine financial aid eligibility

may actually reduce incentives for families to save for college because it reduces the




eligibility of families with higher savings. A recent survey of college bound students that
showed family savings has declined illustrates this problem (Sevier and Kappler, 1996).

In an effort to alleviate the financial strain, institutions have sought ways to increase
tuition revenues through efforts to maintain or increase enrollments. They have
implemented complex marketing strategies that include glossy publications, telemarketing,
and increased institutional funding for financial aid and merit scholarships. In addition,
there is pressure to improve facilities and academic programs to aid recruitment efforts.
These strategies, and the increased enrollments that often result, create more expenses by
forcing institutions to hire additional personnel, to provide more money for financial aid,
and to increase class sizes.

These effects contribute to the public's growing skepticism about the quality of
higher education and are ;)utcomes of the cycle of rising costs created by federal and
institutional policiés. The current methods being employed to alleviate these problems have
contributed more to the problem than to the solution and need to be re-evaluated. It is
important to determine which systems are effective in providing access td higher education,
without overinflating the costs or sacrificing educational quality.

The purpose of this paper is to examine the increases in institutional spending for
+ financial aid and to discuss the implications for colleges and universities. Specifically, it
will examine how these increases have affected the way institutions award financial aid.

- The consequences of these changes are then discussed and a case study of a mid-sized,

public university is presented to provide insight into the systems of awarding institutional
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- aid. The discussion concludes with ideas for easing the need for institutions to commit such
| large amounts of money towards aid programs.
Methods of Awarding Institutional Aid

While experts debate the impact financial aid has on enrollment decisions, it is clear
that colleges are spending more money on student aid programs. Between 1983-1991,
institutional spending for financial aid increased 10% above the rate of inflation for need-
based aid and 13% for merit or non-need based assis£ance (McPherson and Schapiro,
1995). In addition, spending for merit aid increased at twice the rate of need-based aid at
public institutions (McPherson and Schapiro).

A study by the Institute for Research on Higher Education at the University of
Pennsylvania (1994) found that colleges are offering more financial aid to a larger
percentage of applicants. In many cases financial aid is derived from tuition revenue.

When financial aid is éwarded in this way, the process is described as "tuition |
discounting”. The methods used to discount tuition are complicated and in 1995 prompted
Morganthau and Nayyar to liken college costs to airline ticket prices where every student
pays a different rate.

-In an effort to stretch institutional financial aid dollars, colleges and universities
often rely on a process called "financial aid leveraging" when making aid awards.
Leveraging is characterized by Gose (1996) as a process of determining the minimum
amouht of money needed to recruit and enroll students. To do this, institutions organize

students into groups based on family income, ethnic background, and academic interests



-| md determine the impact financial aid has on their likelihood to enroll. The benefits of
leveraging include: (a) a more efficient use of money, (b) higher enrollments, and (c)
inéreased tuition revenues.

Many institutions are beginning to take leveraging a step further by systematically
awarding only a portion of a student's need, a process called, "gapping." Students are
then expected to pay the amount of tuition not funded through financial aid (McPherson
ad Schapiro, 1993). In addition to gapping, some colleges and universities employ the
controversial method of considering a student's ability to pay for college in making
wimission decisions. McPherson and Schapiro explain that institutions may in fact admit
sudents without regard to need, but may choose not to award aid to average students.
Likewise, colleges at times consider ability to pay in admitting students who have academic
keficiencies or have been placed on wait lists. Students at these institutions who can pay
tie full tuition are mdre likely to be admitted.

- In addition to deterfnining the specific amount of financial aid to award students,
iﬁstitutions adjust pricing strategies as well. One method is to increase both tuition and
mstitutional spending for financial aid. Hearn and Anderson (1995) describe this as a,
tigh tuition/high aid" strategy. This method allows colleges to enhance the quality of
pograms at a reasonable cost, while at the same time makirig education accessible to most
mdents. Hearn and Anderson explain how the Minnesota legislature developed a high aid
nd high tuition approach. To implement this strategy, the state first determined the

rrcentage of total college costs that students should pay and what percentage should be



- paid by the state. The amount paid by the state would vary depending on the expected
parental contribution and amount of federal aid received by each student. Once the plan
(Lwas in pla(;e, the state began to increase tuition rates. The logic of a "high tuition/high aid"
Lpproach is that middle to upper income families absorb the tuition increases, while the
leedier students benefit from the additional financial aid. Likewise, colleges realize higher
~ |evenues, which may be utilized to improve program quality (Hearn and Anderson, 1995).
In contrast to the high aid and tuition method, some colleges have begun to
mplement a strategy to reduce tuition and institutional financial aid. Waldorf College, an
ndependent, two-year college in Iowa, facing a reduction in tuition revenue as a result of

- |ncreased spending for financial aid, responded by cutting tuition and financial aid

~ [pending. In addition, the college sought to develop an honors program, revamped its
residence halls, and organized a new career resource facility. As a result, the college has

" |#perienced grthh in both enrollment and tuition revenue (Hamm, 1995). Similar results
tere seen by Mills College in California after implementing a program to freeze tuition
“|Rothman, 1995).

Taking a more innovative approach, Southern Vermont College developed a system
‘|vaward more institutional aid without adjusting tuition rates. To accomplish this, the
|stitution surmised that it needed to fill as many classes as possible in order to make the
nost of the fixed expenses (i.e., faculty salaries, utilites, etc.) required to teach each
~\wurse. An advising system was devised with the ability to provide details on required

wurses and the number of students needing each course for any given semester. This
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allowed the college to eliminate courses that were not needed and at the same time ensured
that each student had the opportunity to enroll in the required courses. Then, after
determining the amount of revenue that would be lost for each empty seat, the college
awarded additional financial aid to entice more students to enroll. The increases in
spehding for financial aid were offset by decreases in spending on instruction. Southern
Vermont, as a result, realized a healthy increase in total enrollment and increased funding
for capital projects and salaries (Glasser, 1993).
Consequences of Awarding Institutional Aid

The competitive quest for students that has fueled the development of leveraging
and pricing strategies has had some negative impact on the tuition revenue of institutions
and has fed the growing public mistrust of higher education. According to the study
compiled in 1994 by the University of Pennsylvania Institute for Research on Higher
Education (IRHE), oné of the chief problems in increasing the amount of money being
spent on institutional aid arises when colleges and universities enlarge aid budgets at a
higher rate than the stated tuition. Such increases may be large enough to cause a decrease
in an institution's net tuition revenue, which is defined as the difference between the total
nition revenue (gross revenue) and the amount being spent on institutional aid. The IRHE
report examined enrollment data, spending for financial aid, and the tuition revenue of five
private colleges in Pennslyvania and found that all five experienced increases in gross
wition revenue while only two of the colleges realized increases in net revenue from tuition

and-financial aid spending.




8

The public seems to view institutional awarding practices and tuition increases with
growing contempt. The use of tuition revenue to fund financial aid programs means that
|families who pay the entire cost subsidize the educations of those with lower incomes.
Aiso, if the "high tuition/high aid" approach is effective, increases in tuition are still
viewed negatively by families who feel an increasing burden to pay for vcollege and view
institutions as unwilling or unable to limit spending (Morganthau and Nayyar, 1996).

McPherson and Schapiro (1993) suggest that alternative packaging strategies, such as
leveraging, also contribute to the public's suspicions. These doubts are confirmed if
colieges use leveraging to limit aid awards of students who show too high an interest in the
wollege or if students choose more popular majors (Gose, 1996). In addition,

Wministrators at institutions that lower or halt tuition growth fear that the public may
pgrceive that the quality of their institutions has diminished (Hamm, 1995; Rothman,
1995). |

| The negative consequences often associated with institutional financial aid programs
should provide the motivation for colleges and universities to study their awarding
strategies to evaluate fairness and effectiveness. Initial study should include an evaluation
(f tuition revenue and enrollment changes.

Case Study

The University of Northern Iowa is a comprehensive, public university of
ypproximately 13,000 students. Students attending the university benefit from both need-

tased and merit-based institutional financial aid awarded from a fund called the Student




Aﬁsistance Setaside (SAS) as well as other sources of federal aid. Funds for the SAS are
derived each year from tuition increases. In this case study, an evaluation of the data from
the 1992-93 and 1995-96 academic years was conducted to determine if increases in
institutional financial aid have impacted enrollment and tuition revenue. Enrollment figures
Aré listed for the fall semesters 1992 and 1995 (Table 1). Full-time equivalents (FTE's)
Wefe determined for both the fall and spring semesters of each year and then multiplied by
mition to determine the gross tuition revenue for each academic year. The net tuition
VreVenue was then derived by substracting the total amount spent on SAS from the gross
evenue (Butler-Nalin et al., 1992; DiBrito et al., 1995).
During the period, freshmen enrollment increased from 1,683 in the fall of 1992 to

1,951 in the fall of 1995. Despite this period of growth, enrollment remained steady
beéause an increasingly large number of students were graduated. Since the amount of
m&ney allocated to SAS is tied to tuition increases and enrollment has remained relatively
siable, growth in tuition and institutional aid has been_ comparable. Likewise, net tuition
revenue has increased steadily which indicates that the university has not overallocated
money to financial aid.

The institution has shifted slightly larger amounts of money from need-based to
merit-based aid in an effort to recruit more high ability students. This coincides with
initiétives to distribute scholarships and need-based financial aid more effectively. In 1992
the University awarded need-based aid on a "first come-first served" basis. This meant that

tertain high ability students with financial need who submitted financial aid applications
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latef.in the spring often received less aid. The new leveraging strategy implemented in
1994 involved awarding a portion of need-based institutional funds on a "first come-first
grved"” basis, but also dedicated a share of the funds to recruiting high ability, minority,
ind non-resident applicants. Such a strategy provides greater educational access to those
w1th demonstrated financial need, while making aid awards that are more in line with
nstitutional enrollment goals.

The academic profile of UNI indicates that the number of high ability students has
increased slightly between 1992 and 1995. The number of entering freshmen who ranked
in the upper 10% percent of their high school classes and scored a 27 or above on the ACT
incfeased from 136 in the fall of 1992 to 156 in the fall of 1995 (DiBrito et al., 1995).

One can speculate that the leveraging strategies implemented by the University are

fregponsible for the increase, but this cannot be proven to any degree of certainty. The
fnsﬁtution has made gréat strides in more efficiently using its financial aid dollars, yet it
has not dramatically increased the amount of money being spent on financial aid.
Significant increases in enrollment, particularly that of high ability, minority, and
non-resident students have not been realized. The University of Northern Iéwa has not,
however, suffered from the negative consequences that are often associated with awarding
institutional financial aid. Net tuition has increased and enrollment has remained steady

during a period when the number of graduating high school seniors has been in decline.



~{Table 1

mparision of Institutional Enrollment and Financial Aid Data for 1992- nd 1995-96

Academic Year

Institutional Data 1992-93 1995-96 Percent Increase
:Enrollment
Undergraduate 10,353 10,138 2%
. Graduate 854 956 12%
Total 11,207 11,094 -1%
;;Tuition |
{ Undergraduate
; Resident | $2,088 $2,386 14%
Non-Res $5,430 $6,462 19%
Graduate
% Resident $2,346 $2,834 21%
’ ) Non-Res $5,986 $6,462 17%

Student Aid Setaside (SAS)
Merit Based $999,306  $1.2 Million 17%
Need Based $1.5 Million $1.7 Million 14%

Total $2.5 Million $2.9 Million 15%

11
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Table A (Continued)
—Academic Year

Institutional Data 1992-93 1995-96 Percent Increase

Tuition Revenue
Gross Revenue $24.5 Mil  $28.6 Mil 16%

Net Revenue $22 Mil $25.7 Mil 17%

Likewise, the leveraging strategy employed ensures that a portion of financial aid be

awarded on a first-come basis, avoiding the negative awarding practices sometimes

éiassociated with leveraging. Additional study into the institutional aid program at Northern
%Iowa would provide valuable information regarding the impact financial aid has on the
?entollment decisions of specific populations. This information may prove useful in helping
‘UNI attain a more diverse student body.
Reevaluating Higher Education Finance

In order to limit the growth of institutional spending for financial aid and the
negative side effects discussed previously, growth in tuition needs to be limited. The
facfors that influence the growth of tuition are diverse and complex. To help alleviate the

strain being placed on institutions, government financial aid policies should be reassessed
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md institutions should work to control spending.

~ Critics of higher education believe that colleges have overspent. Professors are
1ccﬁsed of having light teaching loads, while institutions are spending too much money on
:aéital improvements, new academic programs, and salaries. While college spending has
nc}eased, students have become more demanding. A survey conducted by Sevier and
iappler (1996) indicates that students are highly interested in the academic reputation of
he institution. They rate the quality of faculty and available majors as very important
actors in their college selection. Reiland (1996) confirms that students demand top quality
rograms, facilities, and athletic programs.

At the same time, increases in the number of faculty members has not kept pace
vith the increased number of students attending college. Benjamin (1995) points out that
‘r@m 1949-1989 the number of students in college increased five times, while the number
f profess_ors increased three times. Institutions are hiring more part-time instructors and
nﬁreasing class sizes to alleviate this strain and to save money. Benjamin maintains that
he quality of faculty and student interaction has suffered as a result of both trends.
| Institutions fear that downsizing may cause students to overlook their institutions
ﬁd increase dissatisfaction among students with the quality of teaching. Rather than
qtting programs and personnel, institutions and students may be better served by
fjﬁcentrating on becoming more efficient with existing resources. Improved efficiency and
Valuation can have positive effects on college tuition by controlling costs, while at the

ame time maintaining a high level of student satisfaction.
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It is also argued that the growth in spending by colleges and universities is in part a
result of the rules that determine a student's need for federal financial aid. In theory, the
financial aid eligibility of a student increases as the cost of attendance rises, which is an

attempt to neutralize institutional cost in the selection process. In a 1991 report on the

fin‘stitutional impact of federal financial aid, Rose and Sorenson determined that 33% of
Sfederal aid directly supports institutional budgets. Since the amount of federal aid a student
§re§eives is directly tied to the cost of attendence and since institutions directly benefit when
"students receive federal aid, it can be said that the federal aid rules provide little incentive
for colleges to keep costs down (Hood, 1993).

Federal regulations also deter family savings by incrementally reducing the
eligibility of students who have more money saved (Hood, 1993). A 1995 study by
Feldstein on the effects of financial aid policy revealed that the rules governing financial
aid have created a "tax'l on family savings and have encouraged families to rely more on
ﬁnancial aid, rather than savings, to pay for college.

To bbost the incentive to save, Hood proposed that the government allow families to
pllt money into tax free accounts that can be used to pay college expenses. An additional
idea would allow families to take money for college from retirement accounts without
bénalty. Hood maintains that these measures will put families in charge of spending for
‘:ducation, which may provide colleges with the incentive to lower costs. It may also be

yeneficial to tie some forms of federal assistance to academic performance in an effort to

lncourage academic excellence (Grossman, 1995).
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In addition to changes in governmental regulations, studying the impact of financial
lid on enrollment and persistence is a valuable way for colleges and universities to make
:fﬁcient use of student aid while providing a broader access. Somers (1995) describes
‘t‘atistical models that were developed to determine the impact of financial aid on
:hrollment and retention. The models analyze the amount and type of financial aid being
Lwarded and the impact these awards have on initial enrollment, persistence between
émesters, and year to year persistence for students with various backgrounds. Knowing
éOw financial aid affects the enrollment decisions of specific populations allows institutions
o make a more efficient use of aid dollars in targeted areas while at the same time
;%oviding educational access to students who may otherwise not afford college.

To reduce the strain on institutional aid budgets, and the potential negative effects,
;)lleges and univefsities need to manage existing resources more effectively through
inovative programming. Institutions should focus on the quality rather than the quantity of
ieir academic programs and should also. evaluate the effectiveness of their financial aid
rograms in order to maintain enrollments. Additionally, government policy needs to
rovide incentive for families to save for college and for institutions to control costs.
estoring confidence in higher education requires the cooperation of students, faculty,
ollege administrations, and government and is imperative for the fiscal health of the

1stitutions.
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