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FOREWORD

This publication reflects an important phase of higher education reforms in Latvia.
Since 2014, the Latvian Ministry of Education and Science has implemented
significant changes in the field of higher education with the goal of ensuring
quality and internationally competitive research-based higher education, offered
by effectively managed higher education institutions (HEls). The reforms have
aimed at redefining the role of HEIls; as centers of knowledge, they must stimulate
the country’s economic development. The Ministry has charged HEls, therefore,
with four tasks:

*To ensure a diversified knowledge base in all areas of academic activity while
promoting research in those areas that have the greatest potential for deve-
lopment, are internationally competitive, have sufficient scientific capacity, and
whose activities correspond to the goals and strategies defined in the Smart
Specialization Strategy;

*To facilitate the ability of enterprises to innovate by improving cooperation
between HEIls and companies, promoting the commercialization of knowledge,
and performing commissioned research;

* To create locally embedded and globally connected human capital;

*To develop as knowledge hubs or resource centers that accumulate knowledge,
and to develop infrastructure that drives development of the Latvian economy
and ensures its sustainability and the cohesiveness of society.

Based on global experience, the reforms address four core elements of education
quality: students, academic personnel, resources, and a corresponding legal
framework and rules of conduct.

A higher education system is fit for purpose if students acquire not only theoretical
knowledge, practical skills, and competences, but also if they develop personal
connections that embed them in local economic or societal activities and reach
across borders globally. Students shall have access to scholarly work, and
the opportunity to participate in research and creative projects that are national
or international in scope. Besides technical knowledge and skills in their chosen
field, students shall advance their transferable skills, enabling them to produc-
tively contribute and continue their learning in a variety of contexts.

Internationalization of higher education, competitive academic personnel, and
a strong foundation in academic integrity are other key aspects of quality higher
education. This kind of culture is shaped by a well-thought-through regulatory
framework, balancing incentives and quality standards. However, it also requires
HEIs with sound internal governance and financing processes, and suitable
options for the advancement of academic careers.

Latvia has made significant progress improving financing and governance of
higher education. In 2013, the Ministry began a cooperation with the World Bank
to create a new higher education financing model. The results of this cooperation



were successfully incorporated in legislation, and the new higher education finan-
cing model has been implemented since 2015. In 2016, we launched a second
project focusing on results-based, effective models of internal financing, gover-
nance, and human resources management. The success of both projects
is rooted in the consultations and consensus building that was possible thanks to
the substantial engagement of leading Latvian higher education institutions and
core stakeholders.

The close cooperation among the Ministry, HEls, and the World Bank was
remarkable in various respects. It has produced tangible results directly impacting
sector policies and has facilitated a productive dialogue among the different
parties involved in the sector. The results of the work will be an important source
of information on Latvian higher education and will continue to inform legislative
changes and steering processes in the future.

On behalf of the Ministry of Education and Science, | would like to express
my deep appreciation for the work of the World Bank experts who delved into
the circumstances and problems of the Latvian higher education system and
offered their vision and hands-on advice on how to increase its quality and inter-
national competitiveness, based on international experience. We sincerely hope
that the partnership between our two institutions in higher education will continue
beyond these two projects. We would also like to express our gratitude to all
the HEls that served as case study institutions, and to all stakeholders who
supported these projects. We hope that as one sector we will continue to jointly
address the challenges ahead.

Liga Lejina

State Secretary

Latvian Ministry of Education and Science
Riga, Latvia



PREFACE

Higher education receives considerable attention within the European Union.
Governments, European institutions, and organizations like the World Bank
understand that higher education fuels competitiveness and growth, and that
it is an important instrument for social cohesion. However, many countries are
searching for instruments that help them make available — and often scarce
— funding more performance-oriented, universities more dynamic, and academic
careers more attractive. This three-part publication addresses related questions
in the Latvian context, while its insights are applicable more broadly. It impres-
sively documents the outcomes of close cooperation between the Latvian Ministry
of Education and Science and the World Bank, and we hope that it will become
an important resource document for policy makers and practitioners around
the world.

Since 2013, the World Bank has supported the Latvian government through
a succession of advisory work focusing on performance at different levels of
the higher education sector.

An important trigger of the World Bank’s advisory work in higher education were
Country Specific Recommendations by the European Commission. The Latvian
government was tasked with evaluating its higher education financing system and
considering how funding could be used to promote better outcomes.

The World Bank supported the Latvian authorities through two advisory projects,
with three phases. The first project was implemented between December 2013
and August 2014, and focused on the development of a performance-based,
system-level funding model for the higher education sector. In the summer of
2015, the new financing model was approved by the government and its introduc-
tion accompanied by a much-welcomed increase in funding for the higher educa-
tion sector.

The second project comprised two phases: (1) on university-internal higher
education funding and governance, which was implemented in 2016-17; and
(2) on the doctorate and human resource policies in 2017-18. The first phase
focused on improving funding mechanisms and governance within higher edu-
cation institutions. The second phase, which is currently being implemented,
focuses on improving academic careers. Together the two advisory projects
comprehensively supported performance improvements from the system level to
individual academic careers.

Close cooperation with the Ministry of Education and Science, which was deeply
engaged and provided substantive inputs into the work, as well as intensive
exchanges with stakeholders, were cornerstones of the World Bank engagement
in Latvia. During all phases, a wide range of higher education stakeholders
were consulted and informed regularly. Several higher education institutions
were closely involved and supported the project by providing comprehensive
background information and engaging in discussions with the team’s experts
during site visits.



The Latvian government made outputs available to the public in Latvian and English.
Results were directly integrated into higher education policy making and the plan-
ning of EU-funded programs in the field of higher education. The frequent sector
consultations and the open and proactive engagement of the ministry can be con-
sidered key success factors of this cooperation.

One of the World Bank’s objectives for advisory work in EU member states
is to contribute to the global public good of knowledge on the how-to of public
sector reform. This is why we are pleased to see how the joint work is having
significant impact beyond Latvia’s borders. Insights and expertise generated
from 2013 to 2018 in Latvia have been taken up in various other contexts
in the Bank’s higher education work, including in the design of new projects
in Europe and Northern Africa. Together with the World Bank team, represen-
tatives of the Latvian government and of the higher education sector have shared
their experience with colleagues abroad. The new funding model was also show-
cased during EU peer-learning events.

On behalf of the World Bank, | would like to express my gratitude to the Ministry of
Education and Science and stakeholders of the Latvian higher education sector.
| hope that the products of the joint work will be disseminated widely and inspire
higher education reforms across Europe and beyond.

Arup Banerji

Regional Director for Operations in the European Union
The World Bank

Washington, DC
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REPORT 1: Higher Education Financing in Latvia: Analysis of Strengths and Weaknesses

Executive Summary

The report at hand is the first in a series of three papers to be prepared by
the World Bank Latvia Higher Education Financing Team between Decem-
ber 2013 and September 2014. It sets out to shed light on the strengths and
weaknesses of Latvia’s funding system i) in light of European developments,
and ii) with a view to comparing against general criteria for good funding mo-
dels. These general criteria derive from good practice: they can be considered
as largely independent from the country context. The second paper will focus
on the ‘fit" of the current funding mechanisms in Latvian higher education
with explicit strategic priorities of the government. The third paper will propose
directions for a future higher education funding model for Latvia. The report
at hand was developed with support by the Ministry of Education and Science
as well as other government agencies and in close consultation with stakehol-
ders. These consultations took place at workshops but also through a series of
interviews.

Higher education is an increasingly important topic on national policy agen-
das for many countries. As a significant driver of national economic competi-
tiveness in an increasingly knowledge-driven global economy, higher education
policy issues have received increased attention. Alongside the increased policy
importance of higher education, many systems also face serious challenges main-
taining their quality and relevance and in increasing the efficiency and securing
equity in the field of higher education. New higher education financing models
are being developed in many European countries as policy responses to these
challenges.

The Latvian higher education system has been underfunded for years. Over-
all funding levels are very low (and the lowest in all Baltic states); however,
in terms of public funding for higher education, Latvia figures at the bottom
across European comparisons, with an allocation of 0.8 percent of GDP
as compared to 1.27 in Lithuania; 1.23 in Estonia and an EU27 average of 1.26
(Eurostat data). Although the report at hand will largely focus on funding mecha-
nisms as opposed to funding levels, it is important to keep this point in mind
when the current Latvian funding system’s strengths and weaknesses are dis-
cussed.

The topic of higher education financing often spurns controversy, in Latvia
as elsewhere, with the discussion focusing on the question of whether higher edu-
cation is a public or a private good, whether it should be funded from public re-
sources or students’ contributions — with related policy implications for public
and private funding. The report argues that the outcomes of higher education
have characteristics of both public and private goods, and that acknowledging
economic arguments might help to avoid political reform blockades.
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Student funding — that is, student contributions (mainly tuition fees or other
fees paid by the students) and student financial support systems (mainly
grants and loans) — is clearly among the most controversial issues in the
sphere of financing higher education. Approaches that place fees and loans at
the center tend to meet criticism all across Europe on the grounds of their expec-
ted negative effects on equity. However, tuition fees — combined with adequate
and well-targeted student support schemes — generate additional revenues
for HEIs, thus enabling increases in participation rates. They are also regarded
as more equitable by some, since they transfer part of the instruction costs to
those who will directly (and disproportionately) benefit from higher education.

Latvia's Funding System in the Light of European Developments

Compared to other European countries, Latvia scores high in the area of finan-
cial autonomy. It is ranked 4™ among the 28 European higher education systems
in EUA’s “University Autonomy Scorecard”. Providing a higher level of institutional
autonomy is often expected to improve the performance of higher education institu-
tions (HEIs) and higher education systems as a whole. It is assumed that the more
autonomous HEls are, the better equipped they are to generate additional resour-
ces through fund-raising or efficiency measures, with the freedom to orient their
strategy towards available funds, focusing potentially on their specific research
strengths or shifting the balance between education and research. Based on this
assumption, many governmental authorities among European countries have gran-
ted HEIs more freedom to manage their resources and develop new income-gene-
ration policies.

Contrary to many other European systems, the current funding model in Latvia
does not offer significant incentives for greater performance- and output-orien-
tation. The main purpose of performance-based funding is to create financial incen-
tives for higher education institutions to produce outcomes in certain areas of their
activities which want to be encouraged by the funder. There are different ways
in which to cluster allocation models in the funding of higher education institutions.
Three typical pillars of funding models concern basic funding, performance funding,
and innovation-/profile-oriented funding. The innovation-/profile-oriented funding
component in Latvia is currently composed of a number of different types of smaller
and larger third-party funding streams (including EU Structural Funds) but not inclu-
ded in the system of state funding. In contrast to the tendency of many European
higher education systems to adopt more performance-based elements in their fun-
ding mechanisms, the Latvian model has remained predominantly input-related and
formula-based. The elements that are said to be performance-oriented, such as the
European structural funds as well as the national competitive research programs,
are not perceived by the authors to use transparent competitive criteria. This implies
the system does not fully exploit its competitive capacity and strife for excellence.

Latvia has a dual-track tuition fee system with — in some cases — relatively
high fees and relatively many fee-paying students. The Latvian higher educa-
tion system offers mainly merit-based support in the form of state funded study
places, and relies more on government-subsidized, mortgage-style loans offered
by commercial banks, rather than grants. While there are concerns amongst
stakeholders that ‘the best students migrate to countries where students do not
pay fees’, this causal chain appears in fact unlikely, given that these students
study for free in Latvia. To the extent that such migration of particularly gifted stu-
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dents takes place at the tertiary level — and more research would certainly need
to be done on this issue — it would most likely be fueled by quality concerns and
more general economic considerations as opposed to the current fee structure
in Latvia. There is no general European trend in this area: some European coun-
tries that have previously introduced tuition fees later decided to abolish them
either entirely or partly. At the same time, other European countries have decided
to increase the share of private investment by allowing public HEIs to introduce
fees or charge higher fees while at the same time promoting equity of access by
restructuring their student support systems. Need-based grants are the most
frequently used modes of student support across European higher education
systems.

Strengths and Weaknesses of the Latvian Funding Model

Derived from European trends and international practice, there are criteria for
good funding models which are suitable to guide a discussion on strengths and
weaknesses of the current approach to higher education financing in Latvia. These
criteria are (the degree of) strategic orientation, incentive orientation, sustainability,
legitimization, autonomy and freedom, and practical feasibility. These criteria can be
further defined as follows:

Strategic orientation
e Promote national strategies
e Promote institutional profiles
e Create performance rewards and sanctions
e Create a competitive environment

Incentive orientation
e Provide clear, non-fragmented incentives
e Avoid undesired effects

* Balance ex post and ex ante performance
orientation

Sustainability
* Stability
* Guarantee continuity in funding mechanisms
* Allow long-term planning
* Take into account cost differences
* Promote risk-spreading and management

Legitimization
* Provide unambiguous and balanced funding
structures
* Make funding transparent
e Support the perception of fairness
* Allocate lump sums
e Guarantee academic freedom

Autonomy and freedom

* Implement an adequate level of requlation

* Guarantee autonomy of internal resource
allocation

Practical feasibility
* Use available data
e Ensure administrative efficiency
* Respect methodological standards

e Promote accessibility of diverse income sources * Ensure coherence with funding levels
and steering approaches

The following table provides an overview of the strengths and weaknesses of the
Latvian higher education and research funding system according to the aforemen-
tioned categories of criteria. It distinguishes between the context of the funding
system and the features of the funding system itself. Many of these issues relate
to more than one criteria dimension.

19
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Weaknesses

Context: Strategic orientation
* Diverse system of HE (many institutions, niche
players, different profiles, public-private)
e Substantial number of private HEls

e Start-up of quality assurance for study programs
and research institutes

* Research institutes with more mass and focus

* High percentage of young peaple who qualify
for HE

* High employment rate and high rate of return on HE

e Afunctioning data monitoring system
(including performance and financial data)

* High adaptability of system and HEls
demonstrated in times of economic crisis

 MoES and line ministries are multiple voices for
the interests of HEls

* Apparently low political priority given to HE and
science (regarding low spending on HE and R&D)

* Inconsistent policy measures and political reform
blockade because of polarized discussions
(public vs. private good)

e Many relatively small study programs

e Tendency to study abroad

e Opaque HR structures in HE, with opportunities
to have more than one job

* High teaching loads for staff; little time for
research

* (uality assurance for teaching and research only
in start-up phase

 Many graduates seeking employment abroad
* No clear way to consolidation vs. competition yet

Financing: Incentive orientation

e Study places allow national planning according to
labor market needs

o Study places offered on basis of merit including
rotation possibilities stimulate competition

o EU structural funds for research allocated
with some form of competition

e Attract many fee paying students (willingness
to pay/additional resources for HEIs)

e Existence of performance contracts between
HEls and ministry

* One-pillar model of state funding instead of
several pillars with balanced functions

* Noreal performance orientation in state funding
(hence also weak links to national or institutional
strategies)

* No funding for innovative initiatives

* No clear approach to the role of state money for
private HEls

* No funding options for research-related
developments such as post-docs, knowledge
transfer activities, etc.

Financing: Sustainability
o Study places funding provides cost-oriented
stability in the system, but with a "money follows
student" element
e Availability of substantial EU structural funds
for HE and R&D (reason for survival in economic
crisis)

© Underfunding of the HE and research system
compared to most other European countries
and to own governmental objectives

e Promised funding increase not yet effectuated

e Lower funding tariffs for HE students compared to
primary and secondary education

* Cost basis for subsidized study places outdated

Financing: Legitimization
* Availability of student loans for many students
with attractive repayment conditions
e Full-fee paying option creates access
opportunities

* Many competing needs in case of budget
increases (more quality in teaching, PhD schools,
post-doc careers, triple helix, etc.)

e Opaqueness and subjectivity in allocation of
subsidized study places, planning problems
through yearly interventions

e Subsidized study places particularly benefit
students from better socio-economic
backgrounds

* No subsidized study places for part-time students

e Student loans not attractive to some groups, e.g.,
the "guarantor requirement” forms a big hurdle

* Hardly any need-based support nor means-testing
mechanism for students from low-income families
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Strengths

Weaknesses

Financing: Autonomy and freedom

e Large degree of (financial) autonomy for HEIs

e Financial autonomy allows entrepreneurial
freedom

e Substantial level and good framework conditions
of resource diversification

* Heavy reliance on EU structural funds for R&D,
which may not be a sustainable long-term
situation (plus co-funding problem in case of
matching funds)

* Relatively low funding from industry/ companies

Financing: Practical feasibility

e Substantial outward international student
mobility (many systems have problems to send
students abroad). This means other countries
pay for the instruction costs.

e Decentralized system for student loans
and scholarships (efficiency risks and problems
for HEI with needs assessment)

e Debt cancellation mechanisms too generous

e Mismatch between academic year and fiscal year

To summarize:

Latvia has a diversified higher education sector including capital, regional, public
and private higher education institutions. Universities enjoy a significant amount of
financial autonomy which allows for resource diversification. The funding model
based on study-places provides some basic stability for the sector and is related
to sector-level planning geared towards labor market needs. In addition, Latvia
has a high number of full cost-covering fee paying students and a significant
share of research funding coming from EU funds.

However, as mentioned above, the system is significantly underfunded in com-
parison to not only other European countries but, importantly, also vis-a-vis
the government objectives and legally-set targets per study-place.

While, in principle, public funds are allocated according to study places, i.e.,
educational needs, this is de-facto nearly the only public funding instrument,
and thus has to accommodate many competing needs (partially related to re-
search and wider institutional missions) of universities. The small performance-
oriented elements, such as small competitive research funds, use criteria which
are not transparent to the stakeholders and thus miss the desired effects. In prac-
tice, the system is partially opaque and leaves room to subjectivity, both with rela-
tion to the allocation of study places and research funds. Also, there are planning
problems due to annual interventions (while MoES has a different fiscal year from
higher education institutions). The cost basis for the study places in legislation
is outdated while universities only receive 80 percent of the defined minimum
costs.

The current strong merit-based approach to budget places and grants raises
questions about equity, as subsidized study places and scholarships are
available to the “best students” and thus are most likely to particularly benefit
students from better socio-economic backgrounds. It can be questioned if this
really stimulates academic excellence within the whole system. The decentralized
loan system appears to be generous, but in reality creates practical problems and
appears not to be attractive to those who might need it most. There is very little
needs-based support or means-testing mechanisms for students from low-income
families.
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The current public funding model appears as a largely input based
‘one-pillar’ model which, overall, does not represent a balance between stabi-
lity, performance, and innovation orientation. This also means weaker links
between public funding and national and institutional strategies. In addition,
the system relies heavily on EU funds, in particular for research and development
which might not be a long-term solution to stable research funding while also
funding from industry and other private sources appears to be underdeveloped.

More detail and context are provided for all of these points in the full report.
Following an introduction, there are three main sections of the report. The first
section discusses recent European developments in higher education financing.
This is followed by a section on criteria for good funding models, which discusses
general criteria for good funding models deriving from international practice.
Utilizing the current European developments and general criteria for good funding
models, the last section provides an overview of the strengths and weaknesses of
Latvia’s current approach. Notably, Appendix 1 serves as a key resource for the
current status of higher education funding in Latvia.
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REPORT 1: Higher Education Financing in Latvia: Analysis of Strengths and Weaknesses

Introduction

The report at hand is the first in a series of three papers produced under
the World Bank Reimbursable Advisory Service on Higher Education Financing
in Latvia between December 2013 and September 2014, The introductory section
of this report provides background information on the World Bank’s activities
in Latvia and, in particular, on the genesis of the engagement concerning higher
education financing. The past decade has witnessed a significant amount of dis-
cussion on the topic of higher education financing in Latvia, further fueled by
the country-specific recommendations by the European Commission, in which the
Commission urged Latvia to reform its approach to higher education financing.

Higher education financing was also amongst the topics discussed between
representatives of the Ministry of Education and Science (MoES), State Education
Development Agency (SEDA), and the World Bank, within the framework of
its regular policy dialogue. Going forward, the World Bank has been invited,
as an external partner, to develop a proposal for a new higher education financing
model in Latvia. The timeline for the development of this proposal is ambitious:
nine months. It was also agreed that the proposal itself would be preceded by two
papers: (i) an analysis of the strengths and weaknesses of the current approach
to higher education financing in Latvia based on European and international good
practice (including a description of the status quo of higher education financing);
and (i) a paper ‘zooming in’ on the ‘strategic fit’ of the current funding model with
expressed priorities for the sector. This paper is the first output of this exercise
(item i). The Bank team? would like to express its gratitude to MoES and SEDA
as well as to several stakeholders (see Appendix 3) who provided valuable input
and thereby supported the preparation of this report.

Latvia and the World Bank Group

Latvia joined the World Bank in August 1992. In the following years, the Bank sup-
ported Latvia’s transition and preparation for the upcoming EU integration through
lending, policy dialogue, and analytical and advisory services. Latvia ‘graduated’
from the Bank in 2007: the last active Bank-financed investment project closed

1 The term ‘higher education’ is used in this report in a comprehensive and inclusive manner; i.e.,
it is used to describe any form of tertiary education at the post-secondary level, if not specified other-
wise.

2 Members of the Bank team are Dr. Nina Arnhold, Senior Education Specialist and Task Team
Leader, World Bank; Adjunct Professor Jussi Kivistd, University of Tampere, Finland; Professor
Hans Vossensteyn, Director of the Center for Higher Education Policy (CHEPS), the Netherlands;
Jason Weaver, Senior Education Specialist, World Bank; and Professor Frank Ziegele, Director of the
Centre for Higher Education (CHE), Germany.
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in June 2007. However, Latvia continued to work with the Bank through analytical
and advisory services in several areas, including public finance management, inter-
national emissions trading, public-private partnerships, and regional development.

The relationship between Latvia and the Bank changed again in the context of the
economic crisis. Indeed, Latvia was one of the European countries that suffered
most from the crisis with GDP contracting by 25 percent, and a rise in unemploy-
ment by more than 20 percent (Aslund and Dombrovskis, 2011, p. ix). In Decem-
ber 2008, the Bank committed EUR 400 million in loans to help stabilize Latvia’s
economy. The Bank’s contribution was part of a EUR 7.5 billion package, which
included contributions from the International Monetary Fund, the European Union,
and Nordic countries. The first EUR 200 million loan, approved by the World Bank
Board in September 2009, supported the Government of Latvia in its efforts to
strengthen the banking sector and maintain long-term financial stability. The se-
cond EUR 200 million programmatic loan aimed to protect vulnerable groups
in two phases, by: (i) supplementing the government’s social safety net programs
during the economic contraction; and (ii) laying the foundation for structural re-
forms in the social sectors over the medium term.

To assist with its post-crisis recovery and further its reform agenda, the Latvian
government subsequently expressed interest in continuing its work with the Bank,
especially through knowledge services. The Bank has been, either recently or cur-
rently, engaged in several reimbursable advisory services (RAS) activities with the
Latvian government, including the following:

Latvian Social Protection System: Under this activity, the Bank developed a number of
analytical products aimed at informing Latvia’s social protection reforms — in parti-
cular, measures aimed at helping the long-term unemployed and inactive parts of
the population reintegrate into the labor force. Four analytical products were deli-
vered and a workshop was arranged to discuss the initial findings. The report was
launched in June 2013 in Brussels with the European Commission.

Enhanced Competitiveness of Latvia: The Bank provided reimbursable advisory
services for the Latvian Ministry of Economics (MoE) on industrial policies aimed
at enhancing the country’s competitiveness. The objective of the engagement
was to support the Latvian MoE in its efforts to design and implement modern
industrial policies to increase the competitiveness and productivity of the Latvian
industry. The Bank provided methodological advice and examples of international
good practice.

Higher Education Finance Reform: In the autumn of 2013, an agreement was
reached that the Bank would provide recommendations for a reformed higher
education financing model through reimbursable advisory services. The RAS
agreement was signed on December 2, 2013. The report at hand is provided
as one output under this latter engagement, whose details are provided hereafter.

Project context and objectives

In recent years, many countries have evaluated how different approaches to finan-
cing higher education can help achieve or enforce strategic policy objectives. Both
the International Monetary Fund and the European Commission have encouraged
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Latvia to assess how its financing approach could provide better alignment with
incentives and thereby support policy objectives, which may cover, for example,
issues of access, quality, and efficiency (see e.g., IMF, 2013). The European Com-
mission attributed particular importance to financing reform in one of its 2012 Coun-
try Specific Recommendations for Latvia, encouraging the country to:

“[...] continue reforms in higher education, inter alia, by implementing a new
financing model that rewards quality, strengthens links with market needs
and research institutions, and avoids fragmentation of budget resources”
(European Commission, 2012, p. 7).

...followed by the 2013 Country Specific Recommendations for Latvia with a strong
emphasis on the need to:

“[...] implement the planned reforms of higher education concerning, in par-
ticular, the establishment of a quality-rewarding financing model, reform of
the accreditation system, consolidation of the institutions and promotion of
internationalization” (European Commission, 2013).

To help address these concerns, the Ministry of Education and Science conside-
red involving the World Bank as a long-standing external partner. An Expression
of Interest was sent to the Bank on April 16, 2013. Both parties continued refining
the objectives and terms of reference of the engagement until December 2, 2013,
when a legal agreement was signed by three parties — MoES, SEDA and the
World Bank — that focused on two main project objectives:

1. Identify the strengths and weaknesses of Latvia’s current approach to financing
higher education.

2. Recommend a reformed financing model that takes into account the criteria
developed by MoES and good international practice while [also] taking into
account stakeholder consultations.

Latvia seeks a new financing model that rewards quality, strengthens alignment of
market needs and higher education outputs, avoids fragmentation of budget
resources, and furthers other policy objectives to achieve a modernization of its
higher education system. For the purposes of this engagement, the higher educa-
tion funding system consists of four major dimensions:

1. Financial autonomy of higher education institutions (lump sums, freedom
to spend money flexibly and to build financial reserves, financial regulations,
discretion to set salaries, etc.).

2. Diversification of financial sources for higher education institutions (EU funding,
tuition fees, market revenues, external research income, transfer activities, etc.)
and the rules and regulations related to these.

3. Instruments of public funding of higher education (allocation from state budget,
research funding, etc.).

4. Student funding and support (in particular with regard to tuition fees, loans,
scholarships, etc.).
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1.3

Project methodology

The engagement began in December of 2013 and is tentatively scheduled to con-
clude in the autumn of 2014%. To accomplish its objectives, the project has been
planned for three stages, each with a corresponding deliverable.

Current State Evaluation Recommended
Assessment of Strategic Fit Reforms

The first stage in the project’s methodology is an assessment of Latvia’s current
approach to financing higher education. Findings and observations are based
primarily on existing data, a document review and stakeholder interviews (see
Appendix 1 and 3 for a list of documents reviewed and stakeholders interviewed).
The deliverable at this stage — this report — is an overview of the state of higher
education financing in Latvia, as well as an assessment of its perceived strengths
and weaknesses in light of European developments, good international practice,
and input from stakeholder consultations. These stakeholder consultations played
an important role in the preparation of the report at hand and will also consti-
tute a very important input for subsequent steps. The stakeholder roundtable on
December 3 helped the team to gain a better initial understanding of higher edu-
cation financing in Latvia, also in light of ongoing European developments. Exten-
sive stakeholder interviews in early February provided an opportunity to discuss
criteria for good funding models and explore strengths and weaknesses of the
current Latvian funding system with respect to these criteria; thus, they served
as a key input into Chapter 4 and other sections of this report. Finally, the main
findings of the report are going to be discussed during a workshop with stake-
holders scheduled for March 12, 2014.

The second stage of the project focuses on how well the current financing
approach aligns with the policy objectives specified by MoES. Whereas the first
stage provides a broad analysis of the strengths and weaknesses of the current
funding approaches, the second ‘zooms in’ on the ‘strategic fit’ of the current
financing system, taking into account the specific strategic objectives which the
government has defined for higher education. Findings and observations at this
stage will rely on the analysis of data and documents, interviews with key stake-
holders, and prior team experience with various international practices. The deli-
verable will identify to what extent the existing approach does or does not align
with policy objectives, as well as begin to surface potential alternatives in order
to improve the linkages between higher education funding and strategy.

In the third stage, the focus is on proposing reforms for Latvia’s higher education
financing system, specifically those that can be accomplished in the medium

3 On December 2, 2013, immediately after the signing of the Legal Agreement, the Bank team con-
ducted a workshop with MoES staff. This was followed by a first stakeholder roundtable on Decem-
ber 3, 2013. The Bank’s Latvia Higher Education Financing team consists of World Bank staff as well
as international and local experts bringing together expertise from a range of countries (Finland,
Germany, the Netherlands, Latvia, the wider European area, and the United States) and contexts.
The Legal Agreement foresees 36 weeks, or roughly nine months, for the execution of the task
(leading to August 2014). However, it might be recommended to conduct a dissemination event after
the academic break, i.e., in autumn 2014.
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term, i.e., the next three-to-five years. The recommendations will take into account
the policy and strategic objectives discussed in the project’s second stage.
The deliverable of this third phase will actually take the form of two complemen-
tary documents: (i) a proposal for a medium-term higher education financing
system that takes into account the previous strengths and weaknesses analysis
and clearly identifies next steps, and (ii) an information note for the government.

The implementation of recommended reforms, though a critical step, is not inclu-
ded within the scope of the existing agreement. Implementation activities which,
for example, would focus on (i) structural aspects of the model proposed,
(i) procedural aspects of introducing the new financing model, and (iii) capacity
building, are currently the sole responsibility of the Government of Latvia. In any
case, the nature of the World Bank team’s task is the preparation of a proposal.
The decision to accept and implement the proposal will, however, lie with the
Government of Latvia and the sector.

Clarifying the project scope

Throughout the cooperation, including the Bank’s current engagement on higher
education financing in Latvia, it is important that all parties revisit and refine
expectations in accordance with the nature of the agreement. Since this engage-
ment is focused on potential ways in which financing higher education can further
policy objectives, it is important to clarify what is feasible in order to manage
expectations for what the financing approach can, and cannot, do. Thus, the
second stage of this project, in which critical policy and strategic objectives of
MOES are in focus, is a necessary step to the resulting recommendations put
forth in phase three.

It is also important to recognize in advance that some policy objectives may only
be impacted to a certain degree by the funding approach, and that alternative
actions might be considered more advantageous or suitable in achieving spe-
cific objectives. For example, if a government seeks to encourage degree comple-
tion, then it may consider tying a portion of its funding allocation to the number
or share of graduates produced by each institution, provided that such a model
is accompanied by suitable quality assurance arrangements. Certainly, though
there are many other initiatives outside the realm of funding that could also help
ensure more and better graduates (e.g., better secondary school preparation for
higher education), it might be the case that they come at a different “cost” (e.g.,
longer time frame or additional political capital). The same would apply to the goal
of consolidating programs or institutions. Financing can be one means of suppor-
ting and providing incentives for consolidation; however, it is not the only policy
instrument in this context.

Finally, it will be important to consider higher education financing reform as one
aspect of systemic reform for which sufficient support needs to be mobilized
in order to ensure success. While exhaustive lists of demands and ‘maximum
positions’ might indeed go some way in satisfying a certain political clientele, their
chances of implementation in practice will be limited. Higher education reform,
in general, and higher education financing reform, in particular, has an impor-
tant political economy dimension, i.e., considerations of what might be politically
feasible in a given country. Such considerations — while not being the major

2]
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driver of technical recommendations — should not be completely alien to a finan-
cing proposal. While certain steps might be desirable under ideal circumstances,
they might not help improve the current situation. The World Bank team’s inten-
tion is to use a pragmatic approach, which considers such constraints.

Following this introduction, there will be four main sections of the report. The first
section discusses recent European developments in higher education financing,
in particular with regards to the financial autonomy of higher education institutions
(HEIs), their resource diversification, and models of public funding and student
funding®. This is followed by a section on criteria for good funding models, which
discusses general criteria for good funding models deriving from international
practice — as mentioned above, in contrast to criteria for a suitable funding model
deriving from specific strategic objectives as established by the Latvian govern-
ment. The latter topic will be subject to a separate paper under Component 2.
Taking into account current European developments and general criteria for
good funding models, the last section provides an overview of the strengths
and weaknesses of the current approach that the authors have observed. Notably,
Appendix 1 provides a broad description of the current status of higher education
funding in Latvia which, similar to the chapter on European developments and
in addition to some general system features, discusses the financial autonomy of
Latvian HEIs, their resource diversification, and models of public funding and
student funding.

4 The term higher education institution (HEI) is used throughout this document in an inclusive man-
ner, referring to all post-secondary institutions of the higher education sector (universities and non-
universities), if not specified otherwise.
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2 European Developments
in Higher Education Financing

As stated above, higher education is an increasingly important topic on national
policy agendas for many countries. The widespread assumption that higher
education is a significant driver of national economic competitiveness in an in-
creasingly knowledge-driven global economy has promoted the importance of
higher education (cf. Santiago et al., 2008, p. 13). Alongside the increased poli-
cy importance of higher education, many systems also face serious challenges
maintaining their quality and relevance, increasing the efficiency and securing
equity in the field of higher education. New higher education financing models
are being developed in many European countries as policy responses to these
challenges.

Financing higher education has also been one of the key policy issues in Euro-
pean higher education policy. The European Commission’s “Delivering on the
Modernisation Agenda for Universities: Education, Research and Innovation”
(European Commission, 2006) report identified several areas of European higher
education requiring special attention. One of these areas is the funding of higher
education. The Commission expressed the need to “reduce the funding gap and
make funding work more effectively in education and research”, and proposed
that national governments spend at least 2 percent of GDP — including both
private and public funding — on higher education (in 2011 Latvia spent a total of
1 percent of GDP on higher education (Eurostat data)). The Commission also
recommended more output-oriented funding and called upon universities to take
more responsibility for their financial sustainability. Furthermore, the Commission
recommended that member states “critically examine their current mix of stu-
dent fees and support schemes in the light of their actual efficiency and equity”
keeping in mind that “free access [...]Jdoes not necessarily guarantee social equity
(European Commission, 2006, p. 7)”.

In 2011, the European Commission built on the Modernisation Agenda by pub-
lishing another communication, “Supporting growth and jobs — an agenda for
the modernization of Europe’s higher education systems” (European Commis-
sion, 2011). In this communication, the Commission emphasized the importance
of designing funding mechanisms in support of excellence; reaffirmed the need
to achieve an adequate level of public and private funding for higher education;
called for funding mechanisms to be linked to performance and introduce an ele-
ment of competition; and recommended the facilitation of access to alternative
sources of funding, including using public funds to leverage private and other
public investments in higher education (e.g., through match-funding arrange-
ments).
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2.1

The recent financial and economic crisis has had profound negative effects on na-
tional and regional economies throughout Europe. Around half of the European
countries have reduced their education budgets during the years 2011 and 2012
(European Commission/EACEA/Eurydice, 2013, p. 32). In countries where funding
is being cut, higher education institutions have increased their efforts in seeking
new funding sources to support their activities. The level of public funding alloca-
ted to higher education has not only been reduced, but also the nature and form
in which it is provided to HEls has been changing. In many countries, growing
accountability requirements set by the governments have been accompanied
by granting HEIs more institutional autonomy. At the same time, the efficiency
of funding in terms of the capacity of HEIs to meet certain policy goals
in a cost-effective way is becoming increasingly important throughout Europe.
For this reason, it will be a crucial challenge for many governments to re-think
both the design and implementation of higher education funding arrangements
in order to enhance funding efficiency in the sector (Estermann, Bennetot Pruvot
& Claeys-Kulik, 2013, p. 4).

The purpose of this chapter is to provide a short overview of the recent trends
related to financing higher education in Europe. It is organized into four sections
highlighting the major topics of financing higher education in Europe: models of
public funding, resource diversification, financial autonomy, and student funding.
Each of these topics includes a brief description of the topic, a short analysis of
the latest trends in European higher education systems, as well as Latvia’s current
position vis-a-vis these trends. An overview of trends as well as Latvian position
with respect to trends is presented in a series of Tables (see Tables 5-9). The final
section of the chapter offers a brief analysis of higher education as a public
or private good, and includes some general insights to be taken into account
when developing financing models of higher education.

Recent European trends in higher education
financing

Models of public funding

There are a number of different ways in which to categorize or cluster alternative
allocation models in the funding of higher education institutions. A frequently
applied categorization distinguishes between negotiated, incremental, formula,
and competitive funding (e.g., Eurydice, 2008; Jongbloed et al., 2010). For practi-
cal purposes, this report adopts the categorization of Ziegele (2013) who has
identified three typical pillars of funding models: (i) basic funding; (ii) performance
funding; and (iii) innovation-/profile- oriented funding.® Regardless of the diver-
sity throughout higher education systems and funding models in Europe, these
three pillars can, to a certain extent, be identified in most systems. Negotia-

5 In most European higher education systems, the public funding of research takes place through
a dual support system meaning that research is funded both through basic funding and through
innovation-/profile-oriented funding (mainly competitive research grants allocated by intermediary
allocated by research councils, national academies or other national/federal intermediary bodies
(cf. Jongbloed et al., 2010, p. 53).
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ted, incremental, formula and competitive funding are instruments that could be
applied within the three specific pillars.

Basic funding can be described as an amount of public funding that remains largely
stable over a specific period of time. The purpose of basic funding is to provide
predictable and reliable financing that covers the main part of operational costs, the-
reby enabling HEls to perform their core tasks of teaching and research (Ziegele,
2013, pp. 73-74). As previously discussed, in most European systems, public autho-
rities distribute basic funding to HEIls through the use of block grants. The overall
amount of the block grant may be determined in different ways; through negotiation,
incrementally on a historical basis, or via a funding formula. The importance of these
different elements in determining the overall amount of the block grant varies across
the systems (Estermann, Bennetot Pruvot & Claeys-Kulik, 2013, p. 8).

Incremental funding, where historical allocations play a large role, is becoming
less common, and in many systems, has already been replaced by formula-based
approaches with input-oriented indicators. In 20 out of 34 European higher educa-
tion systems, funding formulae were of very large importance in 2008, compared
to 1995 when only seven systems attached a large importance to it (Jongbloed
et al., 2010, p. 47-48).

Number of systems Number of systems
and relative importance of and relative importance of
input-related drivers output-related drivers
1995 2008 1995 2008
Extremely important 38 24 3 8
Important b 18 3 16
Minor importance or unimportant 3 3 39 21

The importance of input and output drivers in determining the operational grant
for teaching, research and ongoing activity is shown in Table 1. Input-related
drivers remain extremely important or important in almost all European higher
education systems. The most important input criteria include the number of
students or publicly-funded study places, the number of staff, and past costs of
an institution. However, compared to 1995, when there were only 6 systems
in which output-related criteria played an important or extremely important role,
in 2008, 24 European systems considered output-related drivers important
or extremely important. Frequently used output criteria include elements from
teaching and research activities: degrees conferred, study credits accumulated,
assessment results, indicators related to publications, or competitive research
grants (Jongbloed et al., 2010, pp. 49-51). Where funding formulae are used
to calculate the block grants, these are largely dominated by input-oriented indi-
cators, namely student numbers (at Bachelor level, then at Master level). The cor-
responding output-oriented indicators (number of Bachelor and Master degrees
conferred) are used less frequently or else have less weight in the formula (Ester-
mann, Bennetot Pruvot & Claeys-Kulik, 2013, p. 9). Output-oriented indicators are
typically part of the performance-based funding pillar, to be presented next.

The main purpose of performance-based funding is to create financial incentives
for HEIs to produce outputs and outcomes in certain areas of their activities by

Table 1 Importance of input-
versus output-related drivers
of HEIs operational grants

Source: Jongbloed etal., 2010, p. 51
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Figure 1 Relative importance
of indicators used in funding

formulae in European higher

education systems

Source: Estermann, Bennetot Pruvot
& Claeys-Kulik, 2013,p. 10

applying formula funding®. Performance-based funding arrangements reward HEls
ex post — that is, they reward their past teaching and research performance (Ziege-
le, 2013, p. 74). Despite the simplicity in terms of definition, it seems that perfor-
mance-based funding is understood very differently across Europe. Nevertheless,
a majority of systems consider their funding allocation mechanisms at least partially
performance-based for teaching (via graduate-related criteria) and partially or main-
ly performance-based for research, where indicators related to publications and
external research funding are normally taken into account (see Figure 1).

No. of BAstudents

No. of MA students

Doctoral degrees

Amount of EU/international funding

Amount of external funding

MA-degrees

Research evaluations

BA-degrees

No. of ECTS

No. of Doctoral students

No. of staff

Research contracts

International students

Doctoral theses

Scientific activities

Successful patent applications

Diversity indicators

International staff

Graduate employment rate

Floor space

Community outreach

Patent applications

National rankings n=21

International rankings systems

The third typical pillar of funding models, innovation-/profile-oriented funding,
underscores intentions expected to be carried out in the future. Concretely, this
type of funding is often utilized under the label of “targeted/earmarked funding”,
“competitive funding”, “strategic funding”, “project-based funding”, “excellence
initiatives” or “centers of excellence” — to name but a few. Regardless of
the name, all these funding instruments basically aim to finance and incentivize
innovations, research (or sometimes teaching) excellence, or the development of
institutional profiles in advance (cf. Ziegele, 2013, pp. 73-74, p. 78). Innova-
tion-/profile-oriented funding can take many forms, such as funding that is alloca-
ted on a competitive basis (e.g., the “Strategic Innovation Funding” in Ireland,
established as a mechanism for institutional restructuring and modernization)
or a non-competitive basis directly allocated to HEIs (e.g., Higher Education Inno-
vation Funding scheme in the United Kingdom, which focuses on knowledge
exchange). Innovation-/profile-oriented funding includes excellence initiatives
(e.g., Germany’s “Excellence Initiative”), as well as project funding programs for
carrying out strategic research found in many European countries’.

6 Or performance contracts which are related to part of the budget.
7 See http://www.excellence-initiative.com/
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Performance contracts (synonymous with target agreements, performance agree-
ments), whereby certain goals are agreed between the funding authority and
HEIls, are used in different ways within the funding pillars. With performance con-
tracts, certain objectives, often in line with national strategic priorities and institu-
tion-specific missions, are agreed between the funding authority and HEIs. If per-
formance contracts are connected to basic funding, they usually do not have
to have a direct impact on funding. However, if the performance objectives are
measured clearly and linked to financial incentives, performance contracts often
become an organic part of performance-based funding arrangements®. Concre-
tely, those performance contracts would be very broad, based on framework
agreements, but might also take the form of more detailed contracts, highlighting
specific and measurable objectives and targets (Jongbloed et al., 2010, p. 30).
In this case, they would belong to the third, innovation/profile-oriented pillar.
Over the recent years, performance contracts have become a common feature
in many European higher education systems. Currently, performance-based con-
tracts are in use in 15 out of 22 European systems. These contracts have a clear
impact on funding allocations for instance in Finland, Austria, Germany and the
Netherlands (Estermann, Bennetot Pruvot & Claeys-Kulik, 2013, p. 11).

When taking into account the latest developments of higher education funding
models across Europe, some clear trends can be observed. First, it is likely that
basic funding becomes more dynamic and demand-oriented (rather than supply-
oriented) through the “money-follows-the-student” approach, where rewards and
incentives are based more heavily on factors related to student enrolment, rather
than on staff numbers or past institutional costs. Second, the relevance and
weight of the performance-based funding, including the formula funding, is likely
to increase. Performance-orientation sets HEls incentives for improvement of
quality and efficiency; both of which are crucial aspects in the increasingly com-
petitive environment. Third, it is foreseeable that the relevance and weight of
the innovation-/profile-oriented funding component increases especially in the
form of competitive and targeted funding with a special emphasis on innovation
and excellence, of which both are considered important prerequisites for regional
or national competitiveness. Furthermore, it is likely that performance contracting
becomes more widely used within the funding pillars due to the increasing per-
formance-orientation in public funding modalities (Ziegele, 2013, pp. 74-79).

To summarize:

e Incremental funding is being applied less frequently, and in many systems has
been replaced by formula-based approaches.

* Although input-related drivers remain important in almost all European higher
education systems, the use of output-related criteria is also continually increas-
ing.

e |t is likely that basic funding of HEIs will become more dynamic and demand-
oriented (rather than supply-oriented).

8 |t is important to note that performance contracts are applicable to all three funding pillars (basic
funding, performance-based funding, innovation-/profile-oriented funding) and not restricted to only
performance-based funding arrangements.

3
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Table 2 Average proportion of
public HEIs' main income
categories in 1995 and 2008

Source: Jongbloed etal., 2010, p. 44

* The relevance and weight of the innovation-/profile-oriented funding component
is likely to increase; especially in the form of competitive and targeted funding.

Input-related and formula-based drivers of the basic funding pillar have also been
important in Latvia, but, contrary to many other European systems, the current
funding model does not offer significant incentives for greater performance- and
output-orientation. The innovation-/profile-oriented funding component in Latvia
is currently composed of a number of different types of smaller and larger third-party
funding streams (including EU Structural Funds) but not included in the system of
state funding.

Resource diversification

Resource diversification (a.k.a. income/revenue diversification) can be understood
as a generation of additional income through new or existing funding sources
that contribute to balancing the income structure of the institution (Estermann
& Bennetot Pruvot, 2011, p. 26). In many European higher education systems,
HEIls have been encouraged to diversify their revenues and reduce their depen-
dence on public funding. As a result of this, many countries have decided to grant
more financial autonomy to HEls to encourage a differentiation of institutional
missions and diversification of resources (Jongbloed et al., 2010, p. 10). The rela-
tive proportion of expenditure on HEIs from private sources increased in 16 out of
the 19 European countries for which OECD data are available, between 2000
and 2010. Countries in which the increase has been more significant include
the United Kingdom (from 32 to 75 percent), Portugal (8 to 31 percent), Slovakia
(9 to 30 percent), ltaly (23 to 32 percent) and Austria (4 to 12 percent), with EU21
average (14 to 23 percent) (OECD, 2013, p. 207).

There are a number of alternative ways to categorize HEI sources of income. Tradi-
tional categorization includes (i) operational grants allocated by public authorities
for ongoing teaching and/or research activities; (ii) tuition fees (or other fees) paid
by the students; and (iii) third-party funding, including all project and contract
funding received from public, international and private sources (e.g., research
council funding, ministry funded, specifically targeted policy programs, EU funding,
contract research, and contract teaching) (Jongbloed et al., 2010, p. 44).

In 2008, European public universities received on average 67 percent of their
funding from public sources through operational grants. About 12 percent was
from private households in the form of tuition fees. Third-party funds represented
the remaining 21 percent. Table 2 below shows the development of income cate-
gories over the period 1995-2008. A move towards a higher share of tuition
fees (from 8 to 12 percent) and third-party funds (from 15 to 21 percent) as well as
a lower share of operational grants (from 78 to 67 percent) all show increasing
resource diversification.

2008 1995
Operational grant 67 percent 78 percent
Tuition fees 12 percent 8 percent

Third party funds 21 percent 15 percent




REPORT 1: Higher Education Financing in Latvia: Analysis of Strengths and Weaknesses |

A recent study conducted by the European University Association also confirms
the existing trend of increasing resource diversification (Estermann & Bennetot
Pruvot, 2011)°. Direct public funding continues to be the most important income
source for HEls in Europe, representing on average 73 percent of HEI income
(see Figure 2). Although direct public funding is often allocated as a block grant,
public authorities tend to also use competitive and targeted funding more frequen-
tly than before. Co-funding requirements, whereby institutions are requested
to finance part of the activities, are also becoming more frequent (Estermann
& Bennetot Pruvot, 2011, p. 8).

I Public funding (national and regional)
Il Student contributions

I Funding coming from contracts with business
sector

. Philanthropic funding
. Service-related income

I international public funding

Student financial contributions (i.e., tuition fees and other fees), represent a signifi-
cant income source in some countries (on average 9 percent of HEl income). Stu-
dent financial contributions have the potential to constitute a large income source.
Especially in view of the economic downturn, the inclusion or introduction of fees
continues to be at the heart of the political debate around funding models for
higher education. However, in this respect, European countries seem to be
moving in different directions. For instance, some of the Nordic countries (Finland,
Sweden, Denmark), in which fee-free access to higher education has been a long-
standing policy principle, have recently implemented fees for foreign (non-EU)
students and have thereby added a cost-sharing element in their systems.
On the other hand, countries like Austria, Estonia and the German states have
decided to abolish fees for their domestic students and rely more on public
funding (cf. Estermann & Bennetot Pruvot 2011, p. 8; pp. 30-33).

Other sources of funding together account for nearly 20 percent on average of the
total income structure of European HEls. This includes income generated from
contracts with the private sector (6.5 percent) philanthropic funding (4.5 percent),
income generated by the provision of services and financial activities (4.1 percent)
and funding received from international public organizations (mainly from EU)
(3 percent).

According to the same EUA study, it should be noted that specifically European
funds are not always identifiable in the universities’ income structure; this may be

9 Figures presented in Table 2 and in Figure 2 are not directly comparable due to the differences
in data collection and methodology.

Figure 2 Average income
distribution in European HEIls
in 2008

Source: Estermann & Bennetot
Pruvot, 2011, p. 27
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for instance the case of structural funds, which are delivered by the national
or regional authorities, and may be thus labeled as national/regional funds.
Overall, these types of additional income source can exceed 10 percent of the
average universities’ income in most systems. According to EUA, a worrying trend
seems to be that in some countries, European funds are perceived as a mecha-
nism to compensate decreases in national public funding. From the perspective of
long-term sustainability, this is highly problematic. Moreover, European funds are
often allocated on a competitive basis and therefore success in the competition
requires institutional capacities and resources that in turn depend on financial
means (Estermann, Bennetot Pruvot & Claeys-Kulik, 2013, p. 8).

Resource diversification is facilitated by an institutional legal status enabling HEls
to behave entrepreneurially in terms of costing and pricing of activities, internal
allocations, decision-making on commercial possibilities, and responsive supply
of educational programs and research activities. Furthermore, incentives for re-
source diversification can also take the form of matching funds linked to funding
generated from outside sources as well as (tax) incentives to stimulate philan-
thropic giving to HEls (Santiago et al., 2008, p. 248). It seems that a positive cor-
relation exists between the degree of diversification of the income structure of the
university and its perceived degree of staffing and financial autonomy. Noticeable
positive correlations can be found in particular between income diversification and
the ability of the university to invest in stocks and shares on the financial market,
to borrow from banks or to carry over financial surpluses (Estermann & Bennetot
Pruvot, 2011, p. 41).

In order to implement their strategies and policies regarding the diversification of
higher education funding, including in particular private sources of funding other
than households, almost all European countries have developed an incentive of
some sort for HEIs and/or private partners. The most commonly adopted incentive
has been to offer tax relief for donors/sponsors/private partners of HEls (adopted
in 20 out of 33 systems) or to provide a regulatory framework authorizing insti-
tutions to own intellectual property rights (adopted in 13 out of 33 systems),
as well as financial or other support for partnerships with the private sector (adop-
ted in 12 out of 33 systems) (Eurydice, 2008, p. 81). Many European governments
have also influenced income diversification strategies through the modalities
under which they allocate funding to the HEIls. For instance, specific criteria
in funding formulae aimed at encouraging external funding, or the extended use of
competitive funding, project funding and targeted funding can all offer strong
incentives for resource diversification (Estermann & Bennetot Pruvot, 2011,
pp. 46-47)".

The main trends in resource diversification can be summarized as follows:

*During the past 10 years, the relative proportion of HEI income coming from
private sources has increased in most of the European countries. This trend

10 |f HEIs do not know the costs of their activities, it is also very difficult to set adequate prices.
For this reason, cost calculation is an essential element in supporting the resource diversification pro-
cesses. Determining costs also increases transparency on how HEIs spend money and what the real
costs of their activities are (more on costing, see Estermann & Claeys-Kulik, 2013).

1 EUA glossary definition for funding formula: “[A]lgorithm based on standard criteria to calculate the
size of public grants to higher education institutions for teaching and/or ongoing operational activity
and, in certain cases, research. Criteria include input components and/or performance indicators.”
(E.g. Estermann, Pruvot & Claeys-Kulik, 2013, p. 6).
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is likely to continue in coming years, due to the constraints in maintaining
or increasing public spending on higher education.

*In many European countries the share of direct public funding (core funding)
has decreased at the same time that the share of fees and third party funding
has increased. Nevertheless, direct public funding continues to be the most
important funding source for HEls across most European higher education
systems.

* A number of European countries have recently offered financial incentives for
HEIs and third parties for actions supporting the greater resource diversification
of HEls.

Compared to many other European systems, resource diversification in Latvia can
be considered very high. According to the Law on Higher Education Institutions,
financial resources of higher education established by the state are formed from
the resources of the State general budget, as well as other income, which institu-
tions of higher education earn by performing activities towards the realization of
the aims specified in the constitutions. In 2012, direct public funding covered
only about 36 percent total income of HEIs whereas tuition fees (23 percent) and
funding received from international organizations (including EU Structural Funds)
(21 percent) together accounted nearly a half of HEIs income. Also funding from
other sources comprised a relatively high share (20 percent) of HEIl income
(see Chapter 4 for further discussion).

Financial autonomy

Providing a higher level of institutional autonomy is often expected to improve
the performance of HEIs and higher education systems as a whole. It is assumed
that the more autonomous HEIs are, the better equipped they are to generate
additional resources through fund-raising or efficiency measures, with the free-
dom to orient their strategy towards available funds, potentially focusing on speci-
fic research themes or shifting the balance between education and research.
Based on this assumption, many governmental authorities among European
countries have granted HEIs more freedom to manage their resources and deve-
lop new income-generation policies (Steier, 2003, p. 162; Jongbloed et al., 2010).

Financial autonomy is one of the most significant sub-areas of institutional auto-
nomy'2. Key dimensions of financial autonomy include at least (1) type of public
funding allocated to HEls; (2) HEIls ability to keep a surplus; (3) HEIls ability to bor-
row money; (4) HEIs ability to own buildings; (5) HEIs ability to set staff salaries;
and 6) HEIs ability to charge tuition fees (e.g., Estermann, Nokkala & Steinel,
2011; cf. Jongbloed et al.,, 2010, pp. 41-43; Estermann & Nokkala, 2009,
pp. 18-26)".

12 The European University Association (EUA) has compiled an “Autonomy Scorecard” highlighting
four areas of institutional autonomy: organisational autonomy, financial autonomy, staffing autono-
my, and academic autonomy. Autonomy Scorecard summaries are available at:
http://www.eua.be/Libraries/Governance_Autonomy_Funding/Scorecard_summaries.sflb.ashx

13 Data for these dimensions has been obtained from the European University Association’s online
database “University Autonomy Tool” at http://www.university-autonomy.eu/dimensions/financial/.
The database contains data from 29 European higher education systems and mostly describes the
state of HEI autonomy in late 2010.
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1. HEls freedom in internal allocation of public funding. In Europe, there seems

to be a clear trend towards the allocation of public funding through block
grants instead of line-item budgets. Block grants cover several categories of
expenditure and enable HEIls to have greater freedom in dividing and distribu-
ting their funding internally according to their needs. In line-item budgeting,
funding is allocated to particular items or types of expenditure such as person-
nel salaries, capital investments, travel expenses, and building maintenance.
With line-item budgets, HEIs have significantly less freedom in deciding inter-
nal allocations (Estermann, Nokkala & Steinel, 2011, p. 30).

Currently, in 25 European higher education systems, HEls receive their basic
public funding in the form of a block grant, whereas line-item budgets are
applied only in three countries (Cyprus, Greece, Turkey). However, there are
differences in how freely HEls are able to internally allocate the block grant.
In 14 systems (including, e.g., Denmark, Estonia, Finland), HEIs have no res-
trictions on the allocation of funding, but in 11 systems (including, e.g., France,
Hungary, Iceland) the funding authority has set more or less restrictive limita-
tions for internal allocations.

. HEI ability to keep a surplus. HEIs might either have a right to accumulate sur-

plus from public funding or else are required to return any potential surplus
to the funding authority at the end of the financial year. Currently, in 27 Euro-
pean higher education systems, HEIs can keep a surplus either without restric-
tions (15 systems) or else with some restrictions (12 systems). In contrast,
only in 4 systems (Cyprus, Greece, Ireland, Lithuania) are HEls unable to keep
the surplus.

. HEI ability to borrow money. Currently, in 23 European higher education

systems, HEIls are allowed to borrow money from financial markets either
without (7) or with (16) restrictions set by the external authority. In only 7 Euro-
pean higher education systems (Greece, Hesse in Germany, Hungary, Nor-
way, Portugal, Switzerland, Turkey) are HEls not allowed to borrow money
at financial markets.

. HEI ability to own their buildings. In 22 European higher education systems,

HEls are able to own their buildings. However, HEls are not necessarily able to
autonomously decide on the sale of their assets; in only 8 systems are HEIs
able to sell their buildings without restrictions set by the external authority
(including, e.g., Hungary, Lithuania, Sweden). In 6 systems, HEIls are not at all
allowed to own their buildings (three German states, Hungary, Lithuania,
Sweden).

. HEI ability to set the salaries of their staff. Salaries for senior academic staff can

be determined freely by HElIs in only five European systems (Latvia, the Czech
Republic, Estonia, Sweden, Switzerland)™. In all other (28) systems, the ability
of HEls to set salaries is restricted in one way or another (e.g., salary bands
are negotiated with other parties or they are prescribed by an external authority
for all staff)'s.

1 Though there is a lower-bound limit for Latvia, as discussed in Chapter 4.

15 In EUA autonomy clustering, HEIs ability to set staff salaries is included under the area of “staff autono-
my”. See EUA’s “University Autonomy Tool” at http://www.university-autonomy.eu/dimensions/staffing/.
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6. HEI ability to charge tuition fees. Universities’ ability to set fees and decide on
their level is often essential to ensuring their financial capacity, since it enables
the institution to generate new funding streams through private contributions.
In Europe, there are great differences across the systems in collecting and
setting the level of fees. These differences depend mainly on the level of study
(Bachelor, Masters, Doctoral level) as well as on student origin (national/
EU-students and non-EU students) (see Table 3).

Table 3 Setting tuition fees in Europe

Cooperation Ceiling set by law Fees set by law
Universities free universities/ or external or external
to set tuitionfees  external authority authority authority No fees
National and EU students/ BB (DE), CZ, DK, FI
' ! EE, HU, LU, LV CH LT NRW(DE), oy g pr NLTR 61, HE (DE)IE, S,
Bachelor level PT, UK NO, PLC, SE, SK
National and EU students/ BB (DE), CZ, DK, F,
alionarand ts stuce EE, GR, HU, IE, LU, CH ITLT NRW (DE)  AT,CY.ES,FRNL,TR HE (DE), IS, NO, PL,
Master level LV, PT, UK SE, SK
National and EU students/ BB (DE), 7, DK,
aonarand ECstudentst— EE, It, AU, LT, LU, CH i AT CYESFRTR  GR HE(DE), IS, NO.
Doctoral level LV, NL, PT, UK NRW (DE). PL, SE, SK
Non-EU students/ EE, HU, IE, LT, LU,
onEs students LV NL,PT SE SK CH, DK, PL IT NRW (DE) mcves R DBDENCLEL
Bachelor level R UK HE (DE), IS, NO
EE, GR, HU, IE, LT
Non-EU students/
oS studens LU LV, NL, PT.SE, CH, DK, PL 1T, NRW (DE) AT, CY, ES, FR BB (DE), CZ, Fl,
Master level SK TR UK HE (DE), IS, NO
Non-EU students/ EEIE LT, LU LV. NL BB (DE), CZ, DK, I,
(b LD LY L CH, HU, PL I AT, CY, ES, FR GR, HE (DE), IS, NO
Doctoral level PT K, TR, UK U (O ES HE DE), 15, NO,

NRW (DE), SE

Source: Estermann, Nokkala & Steinel, 2011, p. 35

Generally speaking, European HEls are more autonomous in setting fees for
non-EU students than for national/EU students, whose fees are often set by either
an external authority or not levied at all. For instance, in 8 European systems,
HEls are free to set tuition fees at the Masters level for domestic/EU Masters
students, whereas in 10 systems, fees are not collected at all (at Bachelor
level fees are not collected in 12 systems and at doctoral level in 12 systems).
In 11 systems, universities are allowed to collect fees from domestic/EU Masters
students, but external authorities in one way or another influence the process of
setting the level of tuition fees (Estermann, Nokkala & Steinel, 2011, p. 34).

The following main trends in financial autonomy have been observed in Europe
(cf. Estermann, Nokkala & Steinel, 2011, pp. 36-37):

* The overall level of financial autonomy across Europe has increased significantly
over the last 15-20 years. In 2008, HEIls in 28 countries had a high or medium
level of financial autonomy whereas this was the case across only 19 countries
in 1995 (Jongbloed et al., 2010, pp. 41-43).
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* Although the level of financial autonomy has increased in all of the aforementio-
ned dimensions, this is particularly the case in the use of block grants. On the
other hand, block grants have been accompanied by more stringent account-
ability measures, some of which have involved reducing the capacity of HEIs
to manage funds as they see fit.

* In most systems, HEIs are not required to return a surplus to the public funding
authority, although their ability to retain surpluses has also been questioned
lately as a result of the economic crisis.

* More European countries now allow their HEIs to borrow money on the financial
markets.

*HEIls in many systems have at least formally increased their financial autonomy
by gaining ownership of the buildings they occupy.

*In most European systems, HEI ability to freely set staff salaries remains restric-
ted.

*In a number of systems, there has been a noticeable move towards student
contributions in the form of tuition fees, although in some systems, fees have
also been abolished. Setting the level of fees is often regulated by external
authorities, especially in the case of domestic/EU students.

Compared to other European countries, Latvia scores high in the area of financial
autonomy. Currently, it is 4th among the ranked 28 European higher education
systems in EUA’s “University Autonomy Scorecard”. The financial autonomy of
higher education institutions is defined in the Law on Higher Education Institutions.
Institutions of higher education are financed by the founders. The funds of the State
general budget to state-founded institutions are allocated as one-year block grants
that are split into broad categories. The methodology of appropriating the state
budget funding is specified by the Cabinet of Ministers Regulations No. 994.
Latvian universities receive a one-year block grant that is split into broad catego-
ries. They may keep a surplus and borrow money, providing they have the approval
of an external authority’. That is, institutions of higher education report annually on
the implementation of the budget to the Minister for Education and Science and the
Minister of the relevant field, or the founder of the institution of higher education.
Latvian institutions are also free to set salaries for their staff and tuition fee levels for
all student groups. However, the Cabinet of Ministers Regulations No. 836 set
the minimum wage rate for academic staff. Institutions are also able to own
buildings. The Law on Higher Education Institutions states that the property of HEIs
may include land, movable property, inmovable property and intellectual property.
State institutions of higher education have the right to make use of their property
in order to achieve the aims indicated in their statutes. The property of state institu-
tions of higher education is administrated separately from state property, which
has been transmitted into their possession by the Cabinet of Ministers.

16 In the case of Latvia, this would be the Ministry of Education and Science [authors].



REPORT 1: Higher Education Financing in Latvia: Analysis of Strengths and Weaknesses

Student funding

Student funding — that is, student contributions (mainly tuition fees or other fees
paid by the students) and student financial support systems (mainly grants, loans)
— is clearly among the most controversial issues in the sphere of financing higher
education. Questions about fees and loans tend to meet criticism in all countries
on the grounds of their expected negative effects on equity. On the other hand,
tuition fees and student loans (instead of grants) are also gaining popularity on
the grounds of equity in many countries. Tuition fees — combined with adequate
and well-targeted student support schemes — generate additional revenues for
HEIls, thus enabling increases in participation rates. Tuition fees and loans are
also regarded as more equitable by some authors since they transfer part of
the instruction costs to those who also will directly benefit from education
(Vossensteyn et al., 2013, p. 15).

Tuition fees: In general, tuition fee policies can be divided into (1) up-front tuition
fees vs. deferred tuition fees; and (2) universal tuition fees or no tuition fees
vs. dual track tuition fees (cf. Johnstone & Marcucci, 2010, pp. 104-107)"".

1. Up-front tuition fees are payable at the time of matriculation and fee levels
do not depend on a student’s (or his/her family’s) income level. Deferred tuition
fees, on the other hand, are often paid upon graduation on an income-contin-
gent basis once the graduates’ income has reached a certain agreed-upon
threshold. Income-contingent loans are the most frequently-used way of defer-
ring the tuition fee to the future. In addition, so-called “graduate tax” arrange-
ments might also be considered a variation of the income-contingent loan
scheme, whereby students who have attended higher education free of charge
are responsible for paying income surtax throughout their working lifetime
(Marcucci & Usher, 2012, p. 6). In Europe, at present only in the UK (England,
Wales, Northern Ireland) has a deferred tuition fee system in the form of
income-contingent loans been implemented (see Country Example 1).

2. In systems applying universal tuition fees or no tuition fees, all students either
pay or do not pay tuition fees regardless of their academic merit or income
level. However, in a dual track tuition fees system (a.k.a. “publicly subsidized
study places” or “state-funded study places”), a certain number of free or very
low cost study places are awarded to a selected number of students chosen by
the public authority, while other places are available to qualified, but aca-
demically lower performing students on a tuition fee-paying basis (Marcucci
& Usher, 2012, p. 6). Tuition fee-free study places are generally awarded on
the basis of academic merit, although financial need might also be taken into
account. In addition to Latvia, other European countries applying the study
place system include Hungary, Lithuania and Slovenia, where the majority of
students benefit from state-funded places. In Latvia, 55 percent of 1st cycle
students and 40 percent of 2nd cycle students pay fees (Eurydice, 2013).

17 Tuition fees are understood here as annual contributions paid by students to cover all or part of
tuition costs in higher education. They include also other contributions of students to different admi-
nistrative costs (known as “administrative fees” such as entrance fees, registration fees, certification
fees) (cf. Estermann & Bennetot Pruvot, 2011, p. 5).

|
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Country example 1: England

Background

* Following the major transition in higher education funding that has been effective since September 2012, there have been systematic cuts
to public funding for higher education institutions.
« Underlying 2012 reforms is a two-pronged approach designed to (i) restructure higher education financing around tuition fees, and subsequently
(ii) increase the amount of financial support directly available to students, in the form of income-contingent loans and grants.
* These changes to the tuition fee and financial support system, have, among them, resulted in a three-fold increase in tuition fees in the year
201213.
Tuition Fees

* Prior to September 2012, fees for students pursuing 1% cycle programs were capped at GBP 3,375. Students enrolled as of September 2012
are required to pay fees ranging from GBP 6,000 (EUR 7,290) to GBP 9,000 (EUR 11,100) (maximum) per academic year, depending on
the level set by individual higher education institutions. Part-time students have their fees capped at GBP 6,750 (EUR 8,200). In 2" cycle
programs, fees are unregulated.

* Students are not required to pay up front and can apply for a loan to cover the full fee. Repayments are income-contingent, and managed
automatically through the UK tax system (“Pay as You Earn-PAYE") at a rate of 9 percent of income earned above GBP 21,000 (EUR 25,530)
per annum. Following a policy change in 2010, the student loan is indexed in line with inflation, with interest set at 3 percent (a change
from the previous 1.5 percent). Students can, however, make voluntary payments to repay the loan at any time.

* In contrast, students pursuing 2" cycle programs face widely varying, unregulated fees and, with only some exceptions, do not have access
to financial support structures.

Financial support for students

« In addition to the basic tuition fee loan offered to students, they might also be eligible for a need-based grant of up to GBP 3,354 (EUR 4,080),
which is offered to full-time students from household incomes of less than GBP 25,000 (EUR 30,390). In 2012/13, 40 percent of first-cycle
applicants were awarded a full grantand 14 percent were awarded a partial grant.

e Full-time students are also entitled to apply for a maintenance loan, which is intended to cover living costs for students over a 10-month
period for the duration of their course or program. The maximum loan offered is between GBP 4,375 (EUR 5,320) and GBP 7,675 (EUR 9,330),
depending on whether the students live in or outside of the family home, and on whether or not they are based in London. The modality of
repayment is the same as for the tuition fee loans. In contrast to financial support for tuition fees, which, according to EU laws has to be
granted to all students from the EU, support for maintenance is restricted to students from England.

© For HEls that charge more than GBP 6,000 (EUR 7,297), National Scholarship Program (NSP) awards must be offered alongside these pro-
grams in order to target students from disadvantaged backgrounds. These awards might take the form of bursaries, fee waivers and “in-kind"
support, such as access to personal laptops, etc. In addition to this, many institutions also offer other bursaries and scholarships for stu-
dents for students from underrepresented socioeconomic groups.

Sources: Eurydice, 2013; Vossensteyn et al,, 2013

Although in the majority of European countries students pay tuition fees, there are
nevertheless great differences in terms of which students pay, what they receive
in return, and how much they pay. European countries fall into two groups when
considering tuition fees as an HEI income source (Estermann, Bennetot Pruvot
& Claeys-Kulik, 2013, pp. 7-8):

*Group 1. Tuition fees typically represent around 5 percent or less of HEIls
income in the Nordic countries (Iceland, Norway, Sweden, Finland, Denmark),
as well as in Austria, Belgium, the Czech Republic, France, and Germany.
Due to legislative restrictions, none of the Nordic countries collects fees from
domestic/EU students, although recent changes in national legislation across
Sweden, Finland (on an experimental basis), and Denmark mean that they are
now able to charge tuition fees from non-EU students.

* Group 2. Tuition fees typically represent around 10 percent or more of the HEI
average income, and, as such, constitute the most important income source
after public funding. Countries in this group are, e.g., Hungary, Ireland, ltaly,
the Netherlands, Latvia, Poland, Slovakia, Spain, and the United Kingdom.
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The highest maximum fees at Bachelor level (first cycle) reach more than
EUR 5,000 per year, e.g., in Ireland, Lithuania, Hungary, Slovenia, the United
Kingdom, and Turkey (Eurydice, 2013, p. 4).

Many European countries that have previously introduced tuition fees later
decided to abolish them either entirely or partly (see, e.g., Country Example 2).
For instance, although Hungary introduced tuition fees in 1994-95, it subsequent-
ly abolished them in 1998 while introducing a private income-contingent loan
scheme. Ireland also abolished its tuition fees in 1995, although reintroduced
them in 2008. In Austria tuition fees of EUR 727 per year were put in place
in 2001, but abolished again in 2008. Germany has moreover gradually given up
on charging tuition fees. After enabling states to introduce tuition fees in 2007,
those states that did introduce fees have been abandoning this practice in recent
years. Currently, 15 of the 16 German states enable studying to be free of charge
(Bavaria decided that fees are not in force as of the winter semester 2013/14).
Only in Lower Saxony must students pay fees of up to EUR 1,000 per academic
year, although it has decided to abolish them from the next academic year
(Vossensteyn et al., 2013, p. 18; Eurydice 2013).
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Country example 2: Estonia

Background

* The Estonian higher education system was one of the European systems experiencing public funding cuts of up to 10 percent in the period
from 2008 to 2012. While recovering from the global recession, the higher education budget eventually stabilized in 2011 and even increased
in 2012. Since research funds have not yet returned to pre-crisis levels, the result has been a greater reliance on European funds.

State-funded study places

« In Estonia, higher education institutions - both public and private - are eligible to receive public funding from the state commission ("state-
commissioned places"). The state commission effectively operates through a contract between the Estonian government and any given higher
education institution, whereby the former purchases a certain number of graduates from the respective institution in question. Between 1995
and 2004, approximately 80 percent of public funding for these institutions was provided in the form of study places, which institutions
receive in the form of a block grant.

o State-funded places are allocated by higher education institutions on the basis of academic merit, whereby students who score above
a certain threshold in the entrance examinations qualify for these places at public HEIs. These places are set by the government as a function
of labor market demands.

Tuition Fees

* Prior to academic year 2013/2014, students in Estonia that qualified for a state-funded place did not have to pay fees, whereas all other
students had to cover the full costs of their tuition. Both public and private institutions were free to set their own fees; although, in the case of
the former, these were capped at an increase of 10 percent each year.

e As of 2013/14, however, the government introduced a new fee system, whereby students at public HEIs are able to study without any fees,
providing that they achieve at least 30 ECTS per semester and 60 ECTS per year. Anything short of this entitles HEIs to charge the student
for each ECTS not obtained, providing that the cost per ECTS does not exceed EUR 50 (EUR 100 for arts, medicine, veterinary, dentistry and
EUR 120 for aircraft piloting). Fees for private institutions are not regulated by the government.

Financial support for students

* In addition to state-funded places, the public sector also contributes to higher education funding in the form of direct student financial
support, such as grants and student loans. From 2013/2014, a new, less merit- and more need-oriented study grant system has been
implemented, whereby students are assessed on account of either (i) their household income or (i) on academic merit. These grants -
ranging between EUR 750 and EUR 2,200 per academic year for need-based grants and EUR 559 and EUR 841 per academic year for
merit-based grants - are offered to approximately 17 percent of all students enrolled in state-funded places at HEIs, providing they are
either Estonian citizens or temporary residents whose stay does not exceed the designated period of study. Tax benefits for parents are also
available, depending on the status of the student concerned.

* Alongside grants, full-time students are also eligible to apply for state-guaranteed loans, whose maximum amount cannot exceed EUR 1,920
per academic year.

Sources: OECD, 2007; EUA, 2012; Eurydice, 2013
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Table & Proportion of first
and second-cycle students
paying fees and receiving
grants in academic year
2009/10in 31 European HE

Source: Eurydice, 2011, p. 45

Student financial support: Many European countries mix and match different types
of grants (universal, merit-based, need-based) and loans (commercial or publicly
supported, mortgage-style, income-contingent), and so the relative importance of
different types of grants and loans varies significantly between the systems.

According to the Eurydice review (2011, pp. 61-62), grants schemes are rarely
universal, i.e., apply to all students in a given system (only in Denmark and
Sweden), and are provided on the basis of financial need or academic merit,
or a combination of both. Instead, need-based grants are most frequently
used in European higher education systems. In fact, among all countries offering
grants, only Iceland and Montenegro do not apply need-based grants. Although
merit-based grants appear less often in the higher education systems, 20 out of
39 European systems still apply some sort of merit-based schemes. However,
it should be noted that offering grants solely on the basis of academic merit
raises several equity concerns. It is quite unlikely that academically-gifted
students with relative financial ease would be dissuaded from attending higher
education on the exclusive basis of not having a merit-based grant. Grants are,
therefore, likely to serve as an effective policy instrument to promote equity of
access if they are used primarily to facilitate the access of students who are simul-
taneously academically-able and financially-needy. In countries where grants
(or state-funded places) conferred exclusively on a merit-basis are common (e.g.,
Eastern European countries), a reliance on pure academic merit is seen as the
only fair and proper criterion for student selection and financial support. However,
merit is hardly ever “pure”, i.e., completely independent from certain socio-eco-
nomic characteristics. It is quite well known that academic merit at the point of
entry into higher education often depends on prior educational opportunities,
which again, are often closely associated with the socioeconomic background of
the student (Santiago et al., 2008, p. 223).

A mixture of both need- and merit-based criteria for grants is present in some sys-
tems such as Belgium (Flemish Community), Greece, and ltaly. The countries that
provide students with the highest amounts of need-based grants — with a maxi-
mum in excess of EUR 5,000 per academic year — are Belgium (Flemish Com-
munity), Denmark, Ireland, Spain, Italy, Austria, Portugal, Finland, UK (Wales),
and Switzerland. In Germany, Liechtenstein, and Norway, there is a mixed system
of grants and loans where part of the amount is given as a grant and part of it has
to be paid back as a loan (Eurydice, 2013, p. 5).

Minority receives Majority receives
GRANTS systems GRANTS systems
Minority pays FEES systems 5 7
Majority pays FEES systems 14 4

Table 4 above collates information from two key characteristics related to student
funding. The first is whether or not the majority of students pay fees, whilst the
second is whether or not the majority of students receive support in the form
of grants. By examining these two characteristics together, four main categories of
systems seem to emerge across the European landscape. First, there are systems
where the majority of students pay fees and also receive grants. There are four
national systems that occupy this category: Cyprus, Netherlands, Slovakia,
and the UK (Wales and Northern Ireland). Secondly, a category of systems that
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is far more numerously populated refers to occasions where a majority of students
pay fees, while a minority receives grants. Altogether there are 14 systems cate-
gorized in this way, including, e.g., Ireland, France, Romania, Bulgaria, Belgium,
and Spain. The third model refers to instances where a minority of students pays
fees, while a majority receives grants. This model is in effect in seven European
systems: Denmark, Malta, Finland, Sweden, UK (Scotland), Liechtenstein, and
Norway. The final, fourth model comprises systems where only a minority of
students pay fees and receive grants. This group consists of five systems: Germa-
ny, Greece, Lithuania, Hungary, and Austria (Eurydice, 2011, pp. 45-47).

Publically-supported student loan systems exist in approximately two-thirds of
European countries while in 11 national systems student financial aid is based
exclusively on grants. In 10 systems, loans are universal: that is, they are made
available to all students (e.g., Denmark, Lithuania, the Netherlands, Slovakia,
Finland). One significant difference between grants and loans is that need-based
criteria are relevant in all except in two systems for grant allocation, but only con-
sidered in two loan systems (the Walloon Community of Belgium and Poland)
(Eurydice, 2011, pp. 52-54).

To summarize:

 Student funding continues to be among the most controversial issues in the
sphere of financing higher education in Europe. Political debates are quite often
more ideological than pragmatic. Due to the complexities related to tuition fees
(or absence of fees) and student support, more comprehensive and multi-
dimensional analysis are often needed in determining various equity aspects of
student funding arrangements.

* There is no general European trend. Some European countries that have pre-
viously introduced tuition fees, have later decided to abolish them either entirely
or partly. At the same time, other European countries have decided to increase
the share of private investment by allowing public HEIs to introduce fees
or charge higher fees while at the same time promoting equity of access by
restructuring their student support systems.

*Need-based grants are the most frequently used modes of student support
across European higher education systems.

Latvia applies a dual track tuition fee system with — in some cases — relatively
high fees and relatively many fee-paying students’®. The Latvian higher education
system offers mainly merit-based support in the form of state funded study places,
and relies more on government-subsidized, mortgage-style loans offered by com-
mercial banks, rather than grants.

Overview of European trends and position of Latvia

Exploring the main European trends in higher education financing helps to posi-
tion Latvian financing model vis-a-vis these trends. Nevertheless, it should be

18 For details see Chapter 4.
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emphasised that European trends are not the main criteria to evaluate the
strengths and weaknesses of Latvian financing model. What seems to be popular
or good in Europe does not automatically mean that it would be applicable
or good for Latvian higher education financing. European funding structures and
models are tightly bound to national features (society, economy, demographics,
etc.) of different countries, and it is reasonable to assume Latvia differs from
these features with many respects.

Drawing from the previous sections of this chapter and Appendix 1, the following
Tables (Tables 5 to 9) offer an overview of Latvia’s position vis-a-vis European

trends:

Table 5 Models of public funding - European trends and Latvia

Models of public funding

European trend

Current situation in Latvia

Position of Latvia

Structure of funding model

e Three typical pillars for

allocating public funding

for HEls can be found from most

of the European countries:

(1) basic funding;

(2) performance funding; and

(3) innovation-/profile-
oriented funding

Performance contracts /

target agreements are in use

in 15 out of 22 European

o Latvia applies only the pillar of
"basic funding” in allocation of
core public funding to HEIs

* Performance contracts are
applied between HEIs and MoES

Inconsistent with European trend

Basic funding
and performance-based
funding: modalities

Formula-based approaches

with demand-based
input-oriented indicators

are substituting incremental
funding with historical
emphasis (mixed approach

is common)
Performance-based funding:
Majority of systems consider
their funding allocation
mechanisms at least partially
performance-based

In 2008, 24 European systems
considered output-related
drivers important or extremely
important (in 1995: 6 systems)

e Latvia applies formula funding
mainly with input-oriented
indicators (funded study places,
research equipment)

e The overall public budget of
the HEls remains largely
constant and develops
incrementally on a historical
basis (rather than demand)

e Current funding model does
not offer significant incentives
for greater performance- and
output-orientation

Inconsistent / consistent
with European trend

Innovation-/profile-oriented
funding: modalities

Innovation-/profile-oriented
funding is used more frequently
to support national policy
priorities and development of
institutional profiles

The relevance and weight of

the innovation-/profile-oriented
funding component is likely

to increase; especially

in the form of competitive

and targeted funding

* The innovation-/profile-oriented
funding component in Latvia
is currently composed of
a number of different types of
smaller and larger third-party
funding streams (including
EU Structural Funds) but not
included in the system of state
funding

Inconsistent with European
trend
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Table 6 Resource diversification — European trends and Latvia

41

Resource diversification European trend Current situation in Latvia Position of Latvia
Public/ private funding * Private expenditure on HEls e Private funds (tuition) Consistent with / ahead of
diversity has increased in 16 out of accounted total 23% European trend

the 19 European OECD countries and "other funds” (excluding

between 2000 and 2010 international/EU funding)

e EU21 average of private 20% of Latvian HEI revenue

expenditure on HEls was 23% in2012

in2010 (Source: MoES, 2014)
Diversity of sources e Funding of European public HEls e Latvian HEIs funding structure Inconsistent with / ahead of

in 2008:

- 67% from public sources
through operational grants
(in 1995: 78%)

- 12% from private
households as tuition fees
(in 1995: 8%)

- 21% as third-party funds
(in 1995: 15%)

* On average, EU funding ranges
from 3-4% (Estermann

& Bennetot Pruvot, 2011)

to over 10% (Estermann,

Bennetot Pruvot & Claeys-Kulik,

2013) of the total income of HEIs

on average (2012):

- 36% state budget funding

- 23% tuition fees

- 41% "other sources”
(out of which 21% were
from international funding,
mainly EU Structural Funds)

(Source: MoES, 2014)

European trend

Table 7 Financial autonomy - European trends and Latvia

Financial autonomy

European trend

Current situation in Latvia

Position of Latvia

HEls freedom in internal
allocation of public funding

* Block grants are used
in 25 systems, line-item budgets
in 3 systems

* No restrictions on the internal
allocation of the block grant
in 14 systems

* Some restrictions for internal
allocations of the block grant
in 11 systems

* One-year block grant split
into sub-categories

Consistent with European trend

HEIs ability to keep a surplus

o HEls are able to keep a surplus
in 27 systems, not able to keep
in 4 systems

* No restrictions in keeping
asurplusin 15 systems

e Some restrictions in keeping
asurplusin 12 systems

o State funded HEIs can keep
a surplus with an approval of
external authority

Consistent with European trend

HElIs ability to borrow money

e HEls are able to borrow money
from financial markets
in 23 systems, not able
to borrow in 7 systems

© No restrictions for borrowing
in 7 systems

e Some restrictions for borrowing
in 16 systems

e Latvian HEls are able borrow
money with an approval of
external authority

Consistent with European trend
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Position of Latvia

HEls ability to own their * HEls are able to own their o Latvian HEls own their buildings ~ Consistent with / ahead of
buildings buildings in 22 systems, not able e |atvian HEIs can sell their European trend
to owniin 6 systems buildings (restrictions apply
* No restrictions in selling assets in the case of State property)
in 8 systems
e Some restrictions in selling
assetsin 14 systems
HEIs ability to set the salaries ~  HElsare not able to setsalaries e Latvian HEis are free to set Ahead of European trend
of their staff freely in 28 systems, salaries the salaries of their staff
can be set freely in 5 systems (above the minimum wage)
HEIs ability to set the level of e In most European systems, HEls e Latvian HEls are able to set Ahead of European trend
tuition fees ability to set the level of tuition their fees at all levels
feesis restricted by the external
authority, especially in the case
of domestic/EU students
Overview on financial * The overall level of financial * HEls have a high level of Ahead of European trend
autonomy autonomy across Europe financial autonomy, Latvia
has increased significantly was ranked 4th position in EUA's
over the last 15-20 years "University Autonomy
Scorecard”
Table 8 Student funding - European trends and Latvia
Student funding European trend Current situation in Latvia Position of Latvia
Tuition fees / fees * Alarge diversity of fee e Latvia applies a dual track No clear European trend
systems, no clear European tuition fee system
trend * 49% of all students
* Majority of students pay fees (full-time and part-time) pay
in 28 systems, minority of fees (37% of full-time and
students pay fees in 13 systems 97% of part-time students)
(2009/10) (Source: MoES, 2013a)
* During the past years, some * Compared to many other
systems have abolished fees, European systems, a relatively
whereas some systems have high fees are charged in Latvian
introduced fees or raised HEls
the level of fees
Student support * Alarge diversity of student e Latvian higher education system  No clear European trend

support systems, no clear
European trend

* Need-based grants are most
frequently used in European
higher education systems,
but still 20 out of 39 European
systems still apply also
merit-based schemes

e Publically-supported student
loan systems exist in 2/3 of
European countries

offers mainly merit-based
support in the form of state
funded study places,

and relies more on government-
subsidized, mortgage-style
loans offered by commercial
banks, rather than grants
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Europeantrend Position of Latvia Table 9 European trends
and position of Latvia
Models of public funding  Inconsistent with European trend - overview

Resource diversification ~ Mixed

Financial autonomy  Ahead of European trend

Student support  No clear European trend

2.2 What do these trends mean for the further
analysis?

In the previous sections, European developments have been described. Although
sometimes there are clear tendencies, at other times, there are discernible
differences. The European trends will be further used in two ways:

*They are the starting point for criteria of assessment, which will be defined
in Chapter 4. Some of the trends are clearly seen as beneficial for higher educa-
tion, such as the trend towards increased autonomy, which is seen as a positive
development, since it allows HEIs to adapt flexibly to changing environments
while creating adequate incentive structures. The three-pillar model is also
a good standard and referent point for public funding models, as it balances
different functions of funding. The clear tendency towards performance-orienta-
tion, ex post and ex ante, is also seen as a positive development. Diversification
has different implications: on the one hand, it is positive, since it contributes
towards the improvement of financial situation and institutional risk spreading;
on the other, it might impose severe financial risks on HElIs.

* Tracing European developments also generates ideas for how Latvia might reform
the system. In the final proposal/recommendation, European benchmarks will be
taken into account; since there is both no need to repeat mistakes made in other
countries (for instance, political polarization on the tuition fee issue), and no need
to reinvent the wheel if a good solution has been successfully deployed in another
context that might also correspond to the Latvian profile.

2.3 Higher education as public and private good

From an economic perspective, HEIs produce outputs that can be categorized
as “public” or “private” goods. Using a standard economic definition, public
goods (e.g., products, services) are goods that are non-excludable and non-
rivalrous. Non-excludability means that a good cannot be provided exclusively
to only some individuals in a way that other individuals could be excluded from
consuming the same good. This therefore implies that consumption by some indi-
viduals does not diminish the consumption levels of others of the same good.
In the case of private goods, the situation is the opposite; individuals can be
excluded from consuming the service or product if they are not willing or able
to pay for it (i.e., a good is excludable), and consumption of a service or product
reduces the possibilities of others to consume the same good or service (i.e.,
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a good is rivalrous). In addition, public goods create spillover effects. If they are
being offered, people who do not purchase the goods nevertheless enjoy their
benefits, e.g., dikes that are used to protect from water floods, etc. A public good
has to be provided by the state and funded by taxes, as private markets would not
lead to a sufficient provision of the good. A private good does not require state
intervention and should be provided by the market.

The public vs. private good argument regarding higher education is an explana-
tion for the diverse tuition fee developments in Europe. In many European coun-
tries, politicians tend to “buy” either one of the two positions, often leading to
a politically polarized debate where the two positions are opposed in contradic-
tion, leading either to political reform blockades or to an unreliable sequence of
introducing and later abolishing tuition fees.

This paper proposes economic analysis and rational arguments to overcome the
political impasse. Economists have been clear that there are private benefits to be
gained from higher education, meaning that there is rivalry and excludability.
But, they are also convinced that there are public benefits of higher education
(see Table 10). Public benefits refer to positive externalities of the good, i.e., bene-
fits for society not taken into account in the individual cost-benefit-analysis of the
student (hence justifying public funding)'.

Table 10 Potential private and public benefits from higher education

Benefits from higher education  Private Public
Economic Higher salaries Greater national productivity and development
Employment Reduced reliance on public support
Higher savings Increased consumption
Improved working conditions Increased potential for transformation from low-skill industrial
to knowledge-based economy
Personal and professional mability
Social Improved quality of life Nation-building and development of leadership
Better decision-making skills Demacratic participation; increased consensus; perception that
society is based on fairness and opportunity for all citizens
Improved personal status Social mobility
Increased educational opportunities Greater social cohesion and reduced crime rates

Healthier lifestyle and higher life expectancy  Improved health

Improved primary and secondary education

Source: Steier, 2003, p. 167

Higher education has elements of both private and public goods. People can be
excluded from higher education, from a particular institution, from a particular
program, or from a particular teacher. This exclusion can be based, for example,

19 Even different aspects of the same function can be both, rivalrous and non-rivalrous, as well as
excludable and non-excludable. For instance, basic research published freely in the public domain
is not excludable, or at least not secretive, while commercial research and development activity
is likely to be subject to both rivalry and excludability (Marginson, 2007, p. 312).
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on differences in academic merit; i.e., given that an individual has to meet certain
conditions in order to have access to, and to graduate from, higher education
institutions. However, nobody can be excluded from the higher productivity
graduates exhibit at the labor market and the advancements made through their
creativity and application of skills after successfully completing quality higher edu-
cation. There is also wide agreement that higher education creates both public
and private benefits as well as costs, and that those who benefit from higher
education should also contribute to its costs (equity principle). Higher education
creates multiple social and economic public benefits thereby justifying significant
public investments in higher education. However, individuals (mainly graduates)
also receive significant private economic and social benefits, making the recom-
mendation that they bear directly at least part of the costs of their training, both
efficient and equitable.

Economic rationales provide no arguments for 100 percent public or private
funding. Differences in opinion nevertheless arise when determining what the
“right” balance might be between benefits and costs and on how to measure up
the benefits and costs (especially in terms of money). In any case, several
scholars consider the full public-funding model of higher education as inequitable
and regressive, based on the fact that higher education students are disproportio-
nately from middle- and higher-income families (e.g., Barr, 2004; Bevc & UrSic,
2008; Johnstone & Marcucci, 2010).

OECD'’s statistical yearbook Education at a Glance provides calculations annually
on the public and private costs and benefits of higher education. According
to OECD (2013, p. 135), it is very difficult to generate correct and comprehensive
estimates of public and private returns, meaning that rates of return must always
be interpreted with caution. Nevertheless, large discrepancies between private
and public returns “should prompt additional analysis to assess whether govern-
ment tax schemes or subsidies are strongly distortionary” (ibid., p. 135). Based on
OECD calculations, average net private returns in EU21 countries slightly exceed
public returns (ibid., pp. 144-147). However, in some specific countries (Estonia,
Turkey, Poland, Slovakia) private returns are considerably higher than public
returns. On the other hand, e.g. in Belgium, Greece and ltaly public returns are
moderately higher than the private ones.

This leads to the following conclusions:

* Higher education is a “mixed good” creating both public and private costs and
benefits.

* Determining the exact public and private costs and benefits is difficult from
a conceptual and methodological perspective. However, one-sided financing
models emphasizing only public or only private dimensions (full public or full
private funding) are neither adequate nor equitable.

2 For instance, HoItt4, Jansson and Kivistd (2010) note problems related to equity in Finland where
higher education has been free of charge for all students for several decades. Despite the fact that
equal opportunity and equity have been the driving forces in higher education policy now for four
decades, the middle and upper classes are still year after year clearly overrepresented in the cohorts
obtaining higher education — especially in those disciplinary fields and programs that yield the
highest private rates of return (Medicine, Law, Business).
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* Since the real balance between private and public costs and benefits is unclear,
there is a wide range of potential arrangements between private and public
funding that might be considered when developing an appropriate financing
model. However, neither a pure market model nor a 100 percent free higher edu-
cation model is within this range.

In the case of Latvia, the first conclusion would be that economic analysis provides
no basis for the polarized political discussions of the previous years, favoring either
the argument of the pure private or public good. Acknowledging economic argu-
ments might help in avoiding political reform blockades. Secondly, if we take the
mixed good approach to the individual level, the dual track model seems to be
problematic. Each student benefits from private returns and contributes to positive
externalities. The economic rationale would instead suggest a certain cost-sharing
for each student rather than an overall cost-sharing for all students combined.
Third, the major question for Latvia will be where to move from the current situa-
tion: towards greater private or public funding shares (or might the current situation
be adequate)? The status quo section analysis where public and private funding
in Latvia stand in comparison to other European countries, and concludes that,
at present, total societal investment in higher education is too low due to both
limited public funding for HE and R&D, as well as limited private contributions,
particularly in the R&D sector. Private contributions through tuition fees tend to
typically come from students who cannot attend HE on subsidized study places,
and have to pay the full costs. Analysis shows that it is in particular students from
more advantageous backgrounds that profit from the subsidized (tuition-free)
study places.
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3 Methodology of analysis:

3.1

Criteria for Good Funding
Models

Methodology to assess strengths
and weaknesses

At first glance, the assessment of strengths and weaknesses of higher education
funding appears easy: review the performance of the Latvian higher education
sector, evaluate the ways HEls are well- or under-performing, and relate the per-
formance to the underlying funding system. This sounds simple, however, there
is a major analytical problem: performance of higher education is not only deter-
mined by the level and the structures of funding, but also by many other factors,
such as human resource policies, systems of quality assurance, the Bologna pro-
cess, the governance structures, etc. Performance is a result of various factors,
and it is highly difficult to isolate the influence of funding from all other factors.

In order to identify the effects of the funding system on performance of the sector,
two approaches will be employed as part of this project:

* In the following analysis (component 1), the current funding model will be ana-
lyzed against criteria for good funding models that were derived from European
experiences. The analysis of European experiences leads to a catalogue of crite-
ria for which the assumption could be made “if the criterion X is fulfilled then
we could expect potential effects on performance in area Y”.

*In a subsequent component of this project, Latvia’s funding model will be ana-
lyzed to assess its alignment with national policy objectives for higher education.
From current strategic documents, a catalogue of strategic objectives will be
derived and an analysis will show if the current elements of the funding system
are consistent, neutral or inconsistent with the objectives. This will be done
in component 2 of this project.
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3.2

Sources for the assessment criteria

In order to analyze the strengths and weaknesses of the current higher education
funding system in Latvia and recommend adequate reform strategies, one must
start with clear normative criteria representing the features of a “good” higher edu-
cation funding model. In other words, any recommendations should be based on
and justified by mutually agreed-to criteria. The criteria will then be transformed
into tools for empirical analysis, especially in the interview guidelines.

The responsibility for identifying the criteria is first assumed by the World Bank

team, and then subject to a feedback cycle with the MoES to ensure they are con-

sistent with the intentions. The criteria are derived from three different sources:

* International experiences and standards regarding the features of “good” funding
models;

* Feedback and approval from the MoES; and

* Stakeholder assessment of importance of the different criteria as obtained through
interviews.

A major source for the following criteria is the analysis of European trends in Chap-

ter 3, as the following two examples could illustrate:

*The European trend towards financial autonomy with lump sums, the right
to keep surpluses, ownership of buildings, etc. is regarded as good practice
and included in the set of criteria; and

*The practice of the “three-pillar models” of state funding (balancing stability,
performance-orientation, ex post and ex ante incentives) is also used to define
the criteria below.

Discussions with stakeholders revealed additional aspects, for instance, the impor-
tance to legitimize budgets by transparent calculations or the question of whether
the performance-orientation is feasible in terms of availability of performance indica-
tors.

From the various sources, we identified six major criteria to assess the financing
system of Latvian higher education:

» Strategic orientation;

* Incentive orientation;

* Sustainability;

* Legitimization;

e Autonomy and flexibility; and

* Practical feasibility.

These will now be explained in more detail and broken down into a checklist that
will be applied to analyze the Latvian higher education funding system. Some of
the criteria refer both to institutional funding of universities and individual funding
of students, while others are only relevant in the context of institutional funding
(see Table 6). The criteria will be explicitly used to identify strengths and weaknes-
ses of the Latvian funding system in Chapter 4.
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3.3 Explanation of the assessment criteria

Strategic orientation

Promote national strategies. Higher education financing has to promote national
strategies and objectives. If a country, for instance, wants to focus on the interna-
tionalization of higher education, then institutions should be financially rewarded
if they contribute to this objective. Similarly, if a country wants to consolidate
its university sector, then financial structures should not lead to a fragmentation of
funds. If equal access is the top goal, then financial measures to attain this
are most important. In short, funding should serve the strategies. For individual
student funding, access and equity are major issues.

Promote institutional profiles. It is not, however, only about national strategies.
Within the framework of national goals, a higher education system has to develop
institutional diversity. The differentiation and specification of institutional profiles
should also be promoted by funding. The realization of institutional objectives
should be related to financial support.

A separate note (in the next phase of the project) will discuss specifically the
‘strategic fit’ of the current funding model vis-a-vis articulated strategic objectives.
For this reason, this paper only analyzes the strategic criteria in an abstract way,
investigating whether there are mechanisms able to link strategies and funding
together, rather than interrogating specific strategic objectives in Latvia.

Incentive orientation

Create performance rewards and sanctions. Funding should have links to institu-
tional performance; high performance should be rewarded, and sub-par perfor-
mance should be sanctioned. The measurement of performance should follow
political objectives and academic standards. Performance orientation induces
financial flexibility and supports change processes financially. It is also important
that the financial incentives reach the individual actors in teaching and research;
hence, the reward and sanction system of the state should somehow find equiva-
lents inside the higher education institutions. Regarding individual funding, there
should be incentives for the efficient completion of one’s studies.

Create a competitive environment. Performance-oriented funding is meant to indu-
ce healthy competition among universities.

Provide clear, non-fragmented incentives. From research on the effects of perfor-
mance-oriented funding, we know that it is important to send clear signals with
incentive systems. This is promoted by the simplicity and concentration of funding
models instead of creating overly complex systems with fragmented effects.
Each component of the incentive system and how performance against it will be
measured must be clear and mutually understood by the institutions and the
appropriate government agency.

Avoid undesired side effects. It could happen that institutions react to incentive
systems in a way that leads to undesired effects. For instance, contemporary
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debate focuses on whether formula-funding systems that reward the number of
graduates might increase the number of graduates, but only at the expense of
quality, through “grade inflation”. Funding systems should therefore be analyzed
in terms of these potentially undesirable side effects to determine whether there
are measures that can expose and mitigate them.

Balance ex post and ex ante performance orientation. Funding could set perfor-
mance incentives in two ways: money can either be provided to support planned
future performance (ex ante reward) or else past performance is measured and
linked to funding (ex post reward). The instruments usually linked to ex ante per-
formance funding are target agreements, while the typical ex post instrument
is formula funding (leading to the conclusion that these two instrumental options
should be combined).

Sustainability

Stability. Freedom of teaching and research needs a stable financial basis.
Funding models, especially in the case of public funding, should, to a certain
extent, include base funding components which they build upon incrementally.
This would ensure a basic ability of the institutions to fulfill their academic tasks.
Base funding could, for instance, be linked to study places or staff numbers.

Guarantee continuity in funding mechanisms. A funding model is able to generate
the desired effects if its features are reliable over an extended period of time. If the
character of performance incentives is to permanently change, then the institu-
tions would expect changes and not adapt to the incentives. If there is not suffi-
cient time after a change in funding models before the next change is made,
then there is little chance to work with the system productively. Continuity also
applies to individual student funding.

Allow long-term planning. Universities have to engage in multi-period strategic
planning in order to develop their institutional profiles. Long-term planning
becomes feasible if there are also elements of multi-period financial stability.
Developments in teaching and research are furthered by the ability to predict
and calculate future budgets and to make plans on that basis.

Take into account cost differences. There are cost differences that need to be con-
sidered, especially between different academic fields. For instance, it is substan-
tially more expensive to “produce” a graduate in engineering than in business
studies. Basic funding should take into account these differentiated cost levels.

Promote risk spreading and management. Higher education institutions generate
income from a variety of financial sources. The diversification of sources could
lead to effective risk spreading instead of, for example, over reliance on a single
major sponsor or revenue stream. A funding system should promote diversifica-
tion and create incentives for the institutions to engage in financial risk manage-
ment. Revealing financial risks and developing strategies for risk mitigation could
also support financial stability.
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Legitimization

Provide unambiguous and balanced funding structures. The funding mechanisms
should be understood by all relevant decision-makers in the higher education
system. Definitions and indicators should be clear, and the components of the
funding system should not include contradictions; in other words, different
incentives should lead in opposing directions. The clear orientation promotes
legitimacy of the system, as it will appear linked to clear messages and policy
objectives. A further, crucial criterion for the legitimacy of funding systems
is “keeping the balance” in different respects. Conflicting objectives in funding
systems should be balanced; for instance, in an indicator-based funding element
there should not be too few indicators (as this could be seen as unfair) but also
not too many indicators (as this could lead to fragmented incentives). In a typical
“three-pillar model” (see also Chapter 2) there should be a legitimate balance
between basic funding, performance-oriented funding, and innovation-oriented
funding of future developments. Finally, performance-driven state funding models
need a balance between automatic, indicator-based allocations and discretionary
funding, including negotiations about specific funds.

Make funding transparent. Understandable and predictable funding is not
possible without transparency of the funding mechanisms. Allocation models
should explain budgets and why one institution receives more or less funding
than others. If discretionary funding decisions are made, everyone should know
how these decisions are made, who decides, and based on which criteria.
Accountability standards should include instruments to make the balance sheets
of institutions and all kinds of funding streams transparent.

Support the perception of fairness. Funding systems should lead to a perception
of fairness (with the above mentioned transparency as precondition). Fairness
depends on the perceptions actors have about the criteria. In the case of higher
education funding, fairness typically implies that the different situations of
institutions have been taken into account when allocating funds (for instance,
differences in profiles/subject structures) and that funding mechanisms should
not merely perpetuate the historical distribution of funds among institutions,
especially if these distributions were based on decisions made a long time ago
with no connection to current circumstances. Fairness is also a major issue in the
context of individual student funding.

Autonomy and flexibility

Allocate lump-sums. Financial autonomy means that higher education institutions
should be able to spend their money flexibly and according to their own deci-
sions. Full autonomy includes the lack of line-item allocations, the ability to build
financial reserves and borrow money in the capital market, the financial responsi-
bility for infrastructure and buildings, and the freedom to decide on salary issues.
Public funds should come as a lump-sum, and the institutions should have
all rights to generate private funds. From the perspective of individual student
funding, autonomy for students’ decisions should be guaranteed.

Guarantee academic freedom. Funding mechanisms must not restrict academic
freedom. Public and private funding of teaching has to be without influence on
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the specific content of teaching (that said, a government could prioritize a number
of students in different fields or universities, and industry could decide to develop
a study program together to train staff academically). Research funding should
not determine the outcomes of research (but of course there could, for instance,
be target agreements related to research funding explicitly identifying publications
and dissemination activities as desired outcomes)?'.

Implement an adequate level of regulation. Financial autonomy should not lead to
a situation without any financial rules. Rules should help prevent the misuse of
funds and could also set common standards. Regulation has to create transpa-
rency and foster trust but should not restrict the necessary flexibility.

Guarantee autonomy of internal resource allocation. In the previous criterion on
incentive orientation, we argued that incentives of state funding models should be
perpetuated inside the university to reach the individual researcher or teacher.
The design of these internal allocation models, however, should be determined by
the university and unregulated by the state. This allows higher education institu-
tions to link incentive mechanisms to their own specific profiles and strategic
priorities.

Promote accessibility of diverse income sources. Regulation should allow access-
ibility to all kinds of funding sources. State universities should be allowed to
acquire all kinds of resources. This could, for instance, imply the right to establish
private commercial enterprises by public universities. Another relevant issue
is the promotion of philanthropy through (tax) legislation. Accessibility to various
sources is also an issue for individual student funding.

Practical feasibility

Use available data. Funding models might require new or enhanced data; for
instance, new performance indicators may need to be gathered if performance-
oriented elements are introduced or new cost data may be needed to support
a field-oriented differentiation of funding. Such models could only be introduced
if the necessary data is available. Formula funding could be difficult to implement
if no data is available to adequately represent the political objectives included
in the formula. If, for example, there are no country-wide statistics on outgoing
or incoming students, it will be difficult to integrate student mobility in formula
funding, representing the goal of internationalization. There are also examples
in the context of student funding: if a country has problems generating income
data, this has an effect on the construction of student loan access or repayment
criteria.

Ensure administrative efficiency. The development and administration of allocation
models is costly. For instance, the introduction of target agreements can lead to
a cost-intensive process of negotiations. Additionally, the development and main-
tenance of required data could demand intensive data collection efforts. Efficiency
(or one could also say the minimization of transaction costs) of funding tools is
an important criterion that has to be balanced against other priorities; for example,

21 |n this context, it is interesting to note that the EUA scorecard ranks Latvia 4th in financial autonomy
but 20th in academic autonomy (Estermann, T., Nokkala, T. And Steinel, M., 2011).



3.4

REPORT 1: Higher Education Financing in Latvia: Analysis of Strengths and Weaknesses | 59

the level of precision employed to measure progress towards political objectives
must be balanced with the efficiency of developing and monitoring the indi-
cator(s).

Respect methodological standards. Modern funding instruments, such as perfor-
mance-oriented funding of target agreements, have been implemented in many
countries in recent years. This has led to a backlog of experience and lessons
learned from various methodologies. For target agreements, one could set
standards for templates to be used, funding mechanisms, reporting duties, etc.
The developments of Latvian models should take into account methodological
standards for institutional and individual student funding.

Ensure coherence with funding levels and steering approaches. The reform of
funding models should not be undertaken independent of the broader environ-
ment. This means that, on the one hand, the combination of all instruments of
governance in the higher education sector should result in a coherent approach
to steering the system. Funding, quality assurance, student access, regulations,
etc. have to be harmonized and lead to a clear idea of steering. On the other
hand, the funding model must also be realistic about the revenue levels that could
be generated. A differentiated model of resource diversification would make little
sense if the government is the only realistic funding source.

Overview on the assessment criteria applied

Table 11 provided below summarizes the intentions of each assessment criterion.
In subsequent stages of the engagement, these criteria were confirmed with
representatives of the MoES and discussed in interviews with representative
stakeholders of Latvia’s higher education system. In Chapter 4, these criteria
are applied to Latvia’s current higher education funding model to determine its
strengths and weaknesses.

Strategic orientation Promote national strategies

Promote institutional profiles

Create performance rewards and sanctions

Create a competitive environment

Incentive orientation Provide clear, non-fragmented incentives

Avoid undesired effects

Balance ex post and ex ante performance orientation™

Sustainability Stability*

Guarantee continuity in funding mechanisms

Allow long-term planning*

Take into account cost differences

Promote risk-spreading and management*

Table 11 Overview assessment
criteria

* Only relevant for institution, not for
student funding.
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Legitimization

Provide unambiguous and balanced funding structures

Make funding transparent

Support the perception of fairness

Allocate lump sums*

Guarantee academic freedom

Autonomy and freedom

Implement an adequate level of regulation

Guarantee autonomy of internal resource allocation®

Promote accessibility of diverse income sources™

Practical feasibility

Use available data

Ensure administrative efficiency

Respect methodological standards

Ensure coherence with funding levels and steering approaches
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4 Strengths and Weaknesses of
Latvia's Current Funding
Model

As mentioned before, the four elements of the funding system to be analyzed are
state funding (teaching and research), diversification of financial resources, finan-
cial autonomy, and student funding. This chapter analyzing the strengths and
weaknesses of the system will follow the same four-element structure used both
for the European trends in Chapter 2 and the description of the Latvia’s current
funding model in Appendix 1.

We will begin by presenting a general overview of the strengths and weaknesses
of the Latvian higher education funding system, sorted by the list of criteria
in Table 11, including a context analysis. After this we will provide a more detailed
analysis of the specific elements of the funding system. In this latter part, each
single strength/weakness is presented in the following way: (i) the issue is first
briefly mentioned in a box, as well as the assessment criteria from Table 11
in Chapter 3 (section 3.4) that applies is mentioned in brackets; (ii) then
a text is added to explain the assessment as a strength or weakness; and
(iii) an assumption about potential performance effects is made.

At the end of the analysis of each of the four elements of the funding model,
a brief overall assessment is generated, which already indicate potential orienta-
tions for reforms at this early stage.

In quite a number of cases, the same issue could be considered both a strength
and a weakness, depending on the criteria established. When it comes to design-
ing proposals for reform at a later stage, we will need to make trade-offs in order
to try and achieve the right balance.

Before the four elements of the funding system are analyzed, section 4.2 provides
an overview and analysis of the “political climate for change” in the Latvian higher
education system, as a positive climate for change could be seen as a precondi-
tion for all the detailed needs to realize change. Section 4.1 starts off with a short
tabular summary of the main strengths and weaknesses observed.
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4.1 General assessment of the higher education
funding system and its context

Table 12 Overview of strengths
and weaknesses

Source: Authors

The following table provides an overview of the strengths and weaknesses of
the Latvian higher education and research funding system. It distinguishes be-
tween the context of the funding system and the features of the funding system
itself structured by the main criteria for assessment as presented in Chapter 3.
Table 12 outlines major issues that are subsequently addressed in greater detalil

in the following analysis.

Strengths

Weaknesses

Context: Strategic orientation

« Diverse system of HE (many institutions, niche
players, different profiles, public-private)

e Substantial number of private HEls

o Start-up of quality assurance for study programs
and research institutes

* Research institutes with more mass and focus

* High percentage of young people who qualify
for HE

e Strong autonomous position of HEls

e Principle openness towards mobility - many
students interested in study abroad

* High employment rate and high rate of
return on HE (graduates earn on average
EUR 1,000 per month; 40 percent of employees
only the minimum wage of EUR 285 per month)

* Afunctioning data monitoring system
(including performance and financial data)

* High adaptability of system and HEls
demonstrated in times of economic crisis

* MoES and line ministries are multiple voices for
the interests of HEls

* Decreasing population

o Apparently low political priority given to HE
and science (regarding low spending on HE
and R&D)

* No clear higher education and R&D strategies
and priorities

* Inconsistent policy measures and political reform
blockade because of polarized discussions
(public vs. private good)

 Many relatively small study programs

* High proportion of drop-outs

e Limited opportunities for excellent students
e Tendency to study abroad

e Opaque HR structures in HE, with opportunities
to have more than one job

* High teaching loads for staff, little time for
research

* (uality assurance for teaching and research only
in start-up phase

* Low return rates of students who study abroad

* Many graduates seeking employment abroad

e | ow attention for practice oriented competencies
e Limited (project) management capacity in HEls
e Noannual (financial) report of HEls

* No clear way to consolidation vs. competition yet

Financing: Incentive orientation

e Study places allow national planning according to
labor market needs

e Study places offered on basis of merit including
rotation possibilities stimulate competition

o EU structural funds for research allocated
with some form of competition

* Attract many fee paying students (willingness
to pay/additional resources for HEIs)

e Competition for subsidized study places
and scholarships

e Existence of performance contracts between
HEls and ministry

© One-pillar model of state funding instead of
several pillars with balanced functions

* No real performance orientation in state funding
(hence also weak links to national or institutional
strategies)

* No funding for innovative initiatives

* No clear approach to the role of state money
for private HEls

* No funding options for research-related
developments such as post-dacs, knowledge
transfer activities etc.
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Strengths

Weaknesses

Financing: Sustainability
* Study places funding provides cost-oriented
stability in the system, but with a "money follows
student” element
* Availability of substantial EU structural funds for
HE and R&D (reason for survival in economic
crisis)

* Underfunding of the HE and research system
compared to most other European countries
and to own governmental objectives

* Promised funding increase not yet effectuated

e Lower funding tariffs for HE students compared to
primary and secondary education

e Cost basis for subsidized study places outdated

Financing: Legitimization
e Availability of student loans for many students
with attractive repayment conditions
o Full-fee paying option creates access
opportunities

 Many competing needs in case of budget
increases (more quality in teaching, PhD schools,
post-doc careers, triple helix, etc.)

e Opaqueness and subjectivity in allocation of
subsidized study places, planning problems
through yearly interventions

o Subsidized study places particularly benefit
students from better socio-economic
backgrounds

e No subsidized study places for part-time students

e Full-fee paying option and dual track system
creates social inequalities

© Scholarships only available to very few and only
very best students, not motivating and effective

* Student loans not attractive to large groups, e.g.,
the "guarantor requirement” forms a big hurdle

* Hardly any need-based support nor
means-testing mechanism for students from
low-income families

Financing: Autonomy and freedom

* Large degree of (spending) autonomy of HEIs
* Financial autonomy allows entrepreneurial
freedom

e Substantial level and good framework conditions
of resource diversification

* Heavy reliance on EU structural funds for R&D,
which may not be a sustainable long-term
situation (plus co-funding problem in case of
matching funds)

e Instead of diversification there is rather
replacement of one large source through
the other (with increased risk)

* Relatively low funding from industry/companies

Financing: Practical feasibility

e Substantial outward international student
mobility (many systems have problems to send
students abroad). This means other countries pay
for the instruction costs.

* Decentralized system for student loans and
scholarships (efficiency risks and problems
for HEI with needs assessment)

* Debt cancellation mechanisms too generous

e Mismatch between academic year and fiscal year
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4.2 Political climate for change

Strengths (political climate)

Higher education institutions and policies in Latvia are highly adaptive to changing
environments.
(Criterion: practical feasibility)

The Latvian higher education sector has been affected by public budget cuts of
around 50 percent since 2008. Nevertheless, the higher education sector has
seemingly endured. Although EU funds have played a major role in this respect,
this fact might also be attributed to the ability of HEIs to adapt to the cuts by
reducing their costs and by generating new revenues. In general, the Latvian
higher education system is able to undergo widespread changes.

Potential performance impacts: Efficiency.

Weaknesses (political climate)

@ The debate about education as a public or a private good is emotional and leads to political
blockades.
(Criterion: practical feasibility)

In economic terms, higher education is a “mixed” good, leading to the necessity
of public and private cost-sharing. Contemporary debates in Latvia tend to ignore
these facts to a certain extent, adopting polarized normative positions of either
complete marketization (private good) or free access for all (public good). These
normative positions ultimately lead to political blockades, as they are neither ratio-
nal nor really feasible. For instance, the 100 percent free access-solution for all
students would require substantially greater funds and would enable all students
from a more favorable socio-economic background to study for free. This is not
realistic in a situation of competing demands for public resources, such as re-
search, health care, or even social security.

Potential performance impacts: Stagnation, necessary changes blocked.

The higher education sector is in a situation of drastic underfunding, leading to deficiencies
in many respects and consequently to competing demands for higher funding.
(Criteria: practical feasibility, strategic orientation)

Higher education in Latvia is underfunded. This became clear from the longitu-
dinal analysis of funding in Latvia (having not recovered from financial crisis)
in comparison to (i) other European countries and (ii) the government’s own tar-
gets (documented in “optimal” and “minimum” prices for study places). This leads
to deficiencies in many respects: there are doubts concerning the quality of
studies, the decreasing quality of services (sometimes universities are even not
adequately heated in winter), no time for professors to conduct research, and
almost no funding for “triple helix” developments (as suggested by the Higher
Education Council). Given this situation, it is quite clear that any proposed higher
education financing reform must create a kind of “package” involving an improve-
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ment of the system and its effects and an increase in public funding. Instead of
“public good” discussions, reform proposals will have to focus on creating added
value, with more public funds. A major task in the future strategic development of
HE in Latvia must strike a balance between setting policy priorities and address-
ing the financial consequences that this will have for the public budget. Strategic
choices must be made, and incentives must be set to achieve ambitions.

Potential performance impacts: Restrictions to performance in all respects, quality
problems, problems with international competitiveness of the sector.

Politically the whole education sector is often seen as one unit in terms of funding.
This is a problem for the higher education sector.
(Criterion: practical feasibility)

Taking into account the budget for the entire education system, it seems to be
argued that Latvia is not below the EU average. Although this might be the case,
this still remains a major problem for higher education, which remains sub-
stantially below average. In a situation where (higher) education is a key driver
in knowledge-based societies, the current approach of generating funds for new
educational purposes from only within the education sector is highly problematic.

Potential performance impacts: Same as previous weakness, as underfunding is per-
petuated.

Overall conclusions (political climate for change)

* The higher education sector in Latvia is highly adaptive and capable of dealing
with drastic changes in funding. But the political climate for change in higher
education funding is difficult: there are polarized normative positions and a ten-
dency to reallocate funding only within the overall education budget.

* The higher education sector in Latvia is massively and systematically underfun-
ded. The way out lies in a paradigmatic shift towards higher education as a key
to economic development and in a “package” of additional funding and added
value through the funding system. HE stakeholders would need to agree to
a “social contract” in which a more explicit strategic orientation is underpinned
by new funding elements that stimulate working towards national objectives
in higher education and research.

Instruments of state funding: funding of teaching
- study place model

State funding of teaching and research will be analyzed separately, as the current
Latvian system for funding separates these two core functions of HEIs as well.
This does not mean that there is no relation between the two; the section on Euro-
pean trends has shown that in many countries basic funding of universities and
also performance-oriented funding uses an integrated model including teaching
and research funding. In the strengths and weaknesses such relations between
teaching and research will not be neglected.
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Strengths (study place model)

With the study place model the “money-follows-the-student” principle is introduced
into public funding. The link to accreditation promotes quality.
(Criteria: create a competitive environment, coherence of steering approaches)

Similar to some European countries, basic public funding in Latvia is based on
a formula model using a student-based indicator and a price-per-student approach.
This leads to a situation where funding is oriented towards the “money-follows-
the-student” principle. Instead of funding according to staff numbers, a first step
towards a “quasi-market” is taken, by basing financial allocations on the “product”
of the higher education institution and by assigning a specific “price” to it. In ge-
neral, this tends to promote competition between universities. In such a model,
it is important that study places are allocated to HEIs on the basis of some notion of
quality and competitive behavior. If new fields or study programs of high impor-
tance arise (from the perspective of students or from the perspective of national
needs), funding of study places could be adapted to this. Yet, because of the use
of planned parameters, it is not a fully demand-driven model. Without the decision
of the central planner, adaptation cannot take place.

The funding of study places requires accreditation to ensure a minimum quality
standard for publicly-funded study places. Different steering approaches are
linked in a coherent way.

Potential performance impacts: Promotion of quality.

@ The study place system allows to plan [sic] national priorities and helps to satisfy
labor market requirements in terms of graduates needed in different fields.
The consultation and analytical process linked to planning helps to come to valid
planning outcomes and represent a cooperative culture.
(Criterion: promote national strategies)

In general, there are two options for a student-based public funding formula:
(i) to follow real student demand for study places; or (ii) to fund according to
greater central planning, including a structure of study places based on specific
subject disciplines. Latvia primarily follows the second path: the number of study
places per field and university is determined through a planning process. In the
Latvian context, where a certain priority for STEM graduates is assumed (for
instance because fee-paying students choose “cheaper”, affordable fields with
questionable labor market expectations), the planning approach enables the pro-
motion of national priorities, ultimately leading to a certain steering effect into
fields relevant for the Latvian economy.

If a ministry engages in the planning of student places, it requires objective infor-
mation to underpin such plans, since a central planner does not necessarily make
the right decisions. It seems to be very positive that the MoES bases its decisions
on a couple of information-gathering processes, such as analyzing parameters
like the real demand or the number of graduates, stakeholder consultations,
with a particular focus on labor market needs, and negotiations with universities.
Such a process could lead to well-informed decisions and could relate student
places to the requirements of labor markets. It also enables a kind of mixed
approach between planning and real demand: planning parameters could adapt
to the real demand situation. Another positive aspect of the process has been the
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high-level discussions between the minister, ministry representatives, and rectors
regarding the principles of the study place allocation model which were particular-
ly prominent in the process of planning study places in 2012 and 2013 (such
discussions did not exist before). This leads to a cooperative culture and should
be continued.

Potential performance impacts: Orientation to labor market needs.

The study place model differentiates prices per study place according to cost of different
academic levels and different disciplines.
(Criterion: take into account cost differences)

The cost per study place varies between Bachelor, Master and Doctoral level and
also between different fields. A funding model has to take into account the cost
situation and differentiate between the prices per study place. The Latvian model
seems to be doing exactly this and is based on a detailed, empirically-founded
cost calculation (which is not regularly updated, see weaknesses). For higher
education institutions that fall under the responsibility of the MoES, the current
differentiation in prices generally appears to be reasonable.

Potential performance impacts: Promotion of quality and proper funding levels.

@ The way in which the study places model is applied leads to a quite stable basic funding:
The funding volume resulting from study places for each university remains largely
the same. This is based on a three-year contract updated yearly through a specially
agreed document. The fact that the budget results from a price*student place
calculation also leads to transparency of allocations.
(Criteria: stability, make funding transparent)

The study place model is used in a way that does not (or only marginally) change
the budget for a HEI. MoES and the university sign a three-year contract defining
budget volumes. This means that, on the one hand, there are yearly planning
processes, stakeholder consultations, etc., but on the other, this largely leads to
a mere shift of study places within an institution. The budgets resulting from study
places are ultimately largely historical. This is an advantage in terms of stability:
the university could rely on a certain amount of public basic funding that promotes
long-term planning for institutions (for the downside of this, see weaknesses).
Furthermore, the public allocation process is also transparent: the number of stu-
dy places and the prices are multiplied, determining the budget. This simple
algorithm clearly explains the rationale behind the ministry’s decision to allocate
funds.

Potential performance impacts: Promotion of quality.

@ The study place model does not restrict flexible allocation of funds inside
the university.
(Criterion: autonomy of internal allocation)

Latvian universities are used to dealing with a lump sum budget. During the inter-
views, the team heard about models that deal with the budget centrally: public
funds do not go directly to the faculties but are instead initially centralized at
the rectorate level. Following this, they are then allocated to faculties, but not
necessarily 1:1 according to the student place model. Since internal autonomy of
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resource allocation is not restricted, universities are able to choose internal
allocation models according to their needs.

Potential performance impacts: Performance according to HEIs profiles.

The study place system introduces a strong merit-based element into the funding
system. This leads to high performance incentives on the side of the students.
(Criterion: create performance rewards and sanctions)

Study places are allocated to students according to their academic performance,
meaning that the allocation principle is merit-based. Aspects of social need only
become relevant as a second order criterion once two equally-achieving students
are compared. The result is a highly competitive situation between students, and
high incentives and rewards for individual performance. It appears that this logic
in Latvia is perceived to be a fair way of distributing subsidized study places.
The incentives become even stronger once, as in the University of Latvia or the
University of Agriculture, the “rotation principle” is applied: study place allocation
is reconsidered for students every year such that students with low performance
in their university courses might cede their free study place to students who,
having previously paid tuition fees, have now improved in their performance.
Strong performance incentives are then not only realized at the time of entry to
the university, but indeed throughout the study process.

Potential performance impacts: Student performance, competition and efficiency.

@ The study place system involves a number of line ministries in higher education funding.
This is beneficial for the reputation of higher education in the government.
(Criterion: promote institutional profiles)

The study place system does not only work within the scope of MoES but also for
the universities that fall under the responsibility of different line ministries (health,
defense, etc.). Although this structure has its drawbacks, it also has a couple of
advantages: there is close contact between the universities and the respective line
ministries (i.e., those that correspond to their disciplinary profiles). Furthermore,
there are opportunities to establish specific regulations that fit with the respective
sector; for instance, study places funded by the Ministry of Interior are linked to
the obligation to work at least 5 years as a civil servant (so the state has a guaran-
teed return on the investment in study places). Subsequently, a major effect is that
there are “many advocates” for higher education — not only MoES, but also line
ministries — which have an insight into the culture, logic, and needs of HEls.
It should also not be forgotten that some line ministries are able to generate more
favorable conditions for HEIs in the form of higher prices per study place.

Potential performance impacts: Investment in human capital, shared responsibility,
recognition of public value of HE.
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Weaknesses

The study place model is underfunded. In stakeholder consultations this was connected
with two different issues: on the one hand, people said that the number of study places
funded is not sufficient, leading to access problems; on the other hand, the price

per study place was criticized as being too low, leading to quality issues.

We see the second problem as the first priority (but there is a weakness in the one-sided
focus on merit-based instead of means-tested allocation).

(Criteria: guarantee continuity in funding mechanisms, perception of fairness)

As previously stated, there are two relevant benchmarks with regards to assessing
the situation of public funding in Latvia: (i) GDP statistics compared to other
European countries, and (ii) the Latvian government’s own targets documented
in the normative definition of “minimum” and “optimum” prices per study place.
In terms of both benchmarks, however, the current state of play is characterized
by insufficient funds. Insufficient public budgets can refer to both teaching and
research expenditures, since, through the teaching side, the study place model
is affected. Examining the features of the study place model raises the following
questions: What does underfunding actually mean? Is the share of study places
related to the total number of students too low, or is the price per study place
too low (or both)?

The price per study place is an issue of quality, but is also related to the existence
of research opportunities. Following drastic cutbacks of public funding and study
place prices, some universities reacted by reducing service staff, enlarging
student groups, and increasing teaching hours per academic staff such that,
in some universities, there was almost no time for research (in Latvia there
is a span of yearly teaching hours; cutbacks had the effect of approaching the
upper level of this span to be able to fulfill teaching obligations with reduced
funding). These are clear weaknesses in terms of the quality of and available time
for research. Financial cutbacks minimized the potentials to generate a kind of
basic funding for research through the study place model (since with lower
teaching hours a certain involvement of teachers in research activities would be
possible). Acknowledging that public funds per student place are too low does
not necessarily mean that the model should just inflate prices: instead, it might be
a good idea to link added value to increased funding (e.g., by introducing clear
incentives according to state objectives, see further weaknesses below), rather
than to just “throw money” into the existing system.

As previously discussed, the team does not necessarily regard the lack of a free
study place model as a weakness. First, in the chapter on European trends, it was
argued that there is no economic rationale behind a full publicly- (or privately-)
funded model of higher education — as this typically leads to blocked reforms.
Second, in a situation where there are numerous competing funding requirements
and scarce resources, it would not be helpful to give up one of the funding
streams, since the diversification of financial resources helps to divide the risk.
Third, with the students’ veto right on tuition fee issues in the academic senate,
there is a restriction in the governance structure preventing excessive tuition
fee levels. Fourth, the universities we talked to seemed to have adequately adap-
ted their tuition fee policies according to their situation (for instance, the University
of Latvia charges average study place prices and the University of Daugavpils
charges almost no tuition fees because of the difficult economic and social
situation in the region). Fifth, even if the absolute number of study places is not

69



70

Focus on Performance - World Bank Support to Higher Education in Latvia | VOLUME 1: System-Level Funding

increased, the percentage of free places will rise due to demographic changes.
Last, it is questionable whether or not the problem of students potentially leaving
the country to study abroad (often used to justify models of 100 percent public
funding) is a matter of tuition fees, or whether it is instead a matter of the attrac-
tiveness of higher quality programs elsewhere. In the case of the latter, it would
again be better to invest additional money in higher state subsidies per study
place. One also has to bear in mind that, in general, studying abroad is relatively
costly compared to studying at home.

In Chapter 4.4 on student funding, we analyze the weaknesses of this part of the
system and show that the Latvian system results in serious disadvantages for
potential students with lower socio-economic status. The mainly merit-based
allocation of study places generates a social problem; differences in income only
feature as a second-order criterion when distinguishing between equally-perfor-
ming applicants. The unspecific increase to 100 percent free study places is not,
however, the adequate instrument to overcome this, since it fails to collect a con-
tribution from those students who could afford it. One should look for more targe-
ted approaches to promote students in a needs-based manner.

Potential performance impacts: Quality problems and intransparencies.

@ Rewarding the number of study places is purely input-oriented; the system does not
create performance incentives in teaching and research (neither ex ante nor ex post).
Abalanced three-pillar model is not realized.
(Criterion: create performance rewards and sanctions)

Thinking through the dimensions of the three-pillar model of public funding,
two of the columns do not exist in Latvia, leading to an imbalance in the fun-
ding system. Study-place funding is an adequate instrument for basic funding
— the first column exists. However, a missing element involves ex post rewards
and sanctions that can stimulate performance. This leads to a problem in funding
for teaching, as student retention and successful graduation are not rewarded.
The overall incentive results in the maximizing of study places, not improvements
in performance. With respect to research funding, we will, in the next section,
argue that basic public funding for professors is missing; and, that should this be
created, it would seem more reasonable to do that not according to study places,
but instead in line with research performance, generating more opportunities
to fund research for successful universities on the basis of research indicators.

Also in the third column, performance-oriented pre-funding of new initiatives has
not yet been realized. Although target agreements between MoES and universities
exist, they are not used for investments in innovations. If universities create new
study programs, they can only create new study places by deducting these from
their own traditional programs; curriculum innovations are thus always at the
expense of other programs within the university, and creative ideas do not allow
additional funding. It is almost impossible to generate additional funding with new
programs or other innovations. Although the study place model enables top-down
innovations initiated by the MoES, it does not give equal chances to universities
for bottom-up initiatives.

Potential performance impacts: Problems for performance according to objectives,
for quality and for innovativeness.
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@ Despite the lack of separate performance-oriented funding pillars, there are
performance considerations in the decision process on numbers of study places.
But this discretionary, non-automatic system does not lead to performance incentives;
in fact, funding remains historical.
(Criterion: create performance rewards and sanctions)

Performance aspects like labor market perspectives, dropout and graduation
rates, or the relationship between planned study places and actual demand are
taken into account during the process of allocating study places numbers (in the
three-year agreements and also in the annual protocol concerning university-
internal shifts of study places). This, however, restricts budget place reallocations
to within universities and results in the involvement of MoES in micro-managing
study places. The overall public budget of the universities remains largely con-
stant and develops incrementally on a historical basis. Ultimately, therefore,
there is a lot of regulation but no financial incentive. Performance considerations
are thus too dependent on negotiations and discretionary decisions (and not
on automatic mechanisms).

The technical reason behind these problems is that all kinds of purposes are mixed
within the study place model, as this is the only state funding component for higher
education. It should lead to stability, but also to performance orientation. It should
guarantee state influence on field structure, but without compromising inter-institu-
tional allocation. These goals should be reconciled in one funding component.

Potential performance impacts: Problems for performance according to objectives
and for transparency.

The budgets are largely historical, but there could be annual shifts in study places
(whereas academic and fiscal year are not harmonized). This leads to instability for HEIs.
(Criteria: limited budgetary changes, non-fragmented incentives)

The allocation of budget places is reconsidered annually by the state. This leads
to a problematic instability in the internal planning of field structures, such that
the number of state sponsored study places in specific programs is not reliable
enough. This becomes even more complicated taking into account the fact that
academic year and fiscal year do not correspond to one another. The detailed
steering of study places in specific programs also sometimes leads to very few
subsidized study places for certain programs, inducing fragmentary effects.

Potential performance impacts: Quality problem and intransparency.

@ Despite the ongoing discussions about diversity of institutional profiles in the university
sector, public higher education funding does not provide incentives to develop specific
profiles.

(Criterion: promote institutional profiles)

Many European countries intend to create a HE sector with institutions pursuing
differentiated missions. Mission-diversity helps to serve the various needs of
stakeholders. An excellent HE system needs internationally-competitive research
universities, but also universities that serve regional needs or focus on knowledge
transfer as “innovative universities”. Institutions should build on their strengths
and develop clear profiles. The current funding system provides only a very vague
mechanism for this (taking profiles into account in determining the study places,
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but without considering the effects on historical institutional funding, see previous
weakness). There are no indicators measuring profiles and no encouragement
from a central HE strategy or through incentives for the institutions to actively
promote their profiles.

Potential performance impacts: Not addressing the diverse needs of different tar-
get groups and insufficient profiling of HEIs.

Though the analysis of the relationship between major state objectives and funding of
HEI still has to be done in the second step of our project, the interviews already
demonstrated that the state funding system is not based on national priorities.
Promoting priorities through funding is not an easy task as the example of consolidation
of the sector shows.

(Criterion: promote national strategies)

We already mentioned that clear rewards of adhering to state objectives on fund-
ing are missing, especially once the objectives of promoting institutional profiles
and minimizing drop-outs are taken into account. The public HE funding also
does not help generating critical masses or reducing unnecessary duplications
in study programs. We could neither find incentives for the development of the
regional mission of universities, nor for engagements in knowledge transfer.

The MOES has already started to relate incentives to the idea of consolidating
the higher education sector through the study place allocation criteria. In the
stakeholder interviews, some interviewees voted for the establishment of large
units, such as merging programs in the same disciplines, etc. Others warned of
the danger of over-consolidation, since too great a focus on minimizing duplica-
tions might substantially reduce competition in the system and subsequently lead
to monopolies. Centralization programs in one place could endanger regional
access and interdisciplinary collaboration at a specific site. Others argue that
a decentralized, regional choice of specific programs across a number of univer-
sities would promote the ability to adapt to (regional) labor market needs.

It becomes clear that potential initiatives for consolidation have to be examined criti-
cally from the perspectives of monopolization and access (in the region). It is also
clear that funding mechanisms to promote consolidation are not easy to implement.
A suitable approach might be a mixed top-down and bottom-up approach, whereby
the state provides incentives for consolidation, but the suggestions where and what
to consolidate are made by the institutions. Then they could for instance take
into account the regional aspects. A well-functioning mechanism that promotes
desirable forms of consolidation is an important task for funding reforms.

Potential performance impacts: Not enough support for national priorities.

@ A system with a simple formula and a “price list" has the potential to be very fair,
but there are different cases where the system is not coherently used.
This endangers the reliability of the system and creates the impression the system
could adapt to political considerations and that the rules of the game are unstable
(or not the same for everyone).
(Criterion: support perception of fairness)

In general the study place system is highly rational: there are numbers of student
places, a transparent price system and a very simple algorithm to calculate budgets
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using these parameters. It could easily be justified and understood why an institu-
tion gets a certain sum of money out of the system. Applying the same algorithm
to every university could also be perceived as a kind of fair solution. This position
was supported by the interviews, where interviewees regarded the principles of
the study place system as adequate.

The mechanism is nevertheless not applied in a coherent way. First, universities
receiving their budgets from different ministries (for example, the case for medici-
ne under the MoES and Ministry of Health) get different prices. Second, in certain
cases, a reduction in study places was compensated by a university-specific price
increase in order to stabilize the overall budget. In other cases, students with
factor 6 (for defense) and factor 3 (for engineering) are effectively sitting together
in the same classroom. In general, the allocation of study places does not adhere
to a consistent rational logic and, from the perspective of some interviewees,
ultimately results in a certain degree of subjectivity (for instance, in some cases
it seems difficult to explain why one university receives study places in a specific
field, but others in the same fields do not).

Given that the strength of such a formula system is based on its reliability and
coherence, such specific exceptions endanger trust in the system or might lead
to losing the competitive element. The strength of formula systems lies in their
automatic character; the coherent use of the model parameters should not be
compromised according to discretionary political decisions. If the rules of the
game are adaptive, then this creates the tendency to put efforts into influencing
the rules instead of following the rules.

The conclusions from this have to be carefully analyzed; if a recommendation
to harmonize the field coefficients between all ministries were made, this might
increase the underfunding if the solution were to take the lowest price (see the
advantages of involving line ministries above).

Potential performance impacts: Problems with (public) trust, intransparency and
feeling of fairness.

Excluding part-time students from the budget places model is problematic

in a situation of demographic change with declining numbers of traditional students.
Particularly then, increasing the number of non-traditional students, especially

in part-time studies, can be attractive.

(Criterion: avoid undesired effects)

The initial rationale behind excluding part-time students from free study places
was the assumption that part-time students are in a more favorable financial situa-
tion. However, even students from low-income families with free study places
might have the need to work during their studies; and there could potentially be
students with children that look for part-time places. As the demographic tran-
sition leads to lower numbers of traditional students, the funding system should
seek to promote as much accessibility as possible, especially for non-traditional
students (such as those aforementioned). There is no reason why a student
eligible for a free study place should not be able to choose between full-time
and part-time study.

Potential performance impacts: Access problems.
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There was almost no update of the cost coefficients and the basic price since 2002.
Current studies offer the opportunity to check and correct the prices.

Itis more important to focus on relative than absolute prices.

(Criterion: take into account cost differences)

Generally, the rationale behind calculating costs within the study place model
is accepted in Latvia. However, the parameters used were calculated in 2002, if not
before; of which there has been almost no update and revision of prices since. Since
2002, there have also been major technological changes, for example, especially
regarding IT technology; indicating that it might be time to reconsider existing prices.

A study seeking to update the cost parameters was undertaken last year, calcula-
ting the coefficient for computer sciences (Erins, 2013). This is a good starting
point to check and update the price structure of the model, which could generate
similar considerations across all study areas. The logical approach of the study
is sufficient: it attempts to calculate the cost determinants from empirical findings
(on student-staff-ratios, technological features of teaching, etc.), but at the same
time makes clear that any such cost factors are ultimately normative. For example,
with respect to the student-staff-ratio, the study states that in 1992 the ratio
was 9.2; in 2001 it was 15; and, at present, we can assume it is 19 given efficiency
savings generated from developments in IT. Though the starting point is empirical
one, ultimately there is a normative assumption made. Hence, it is important
that these normative decisions are made transparent and are discussed with
the HE community before being set by the MoES.

The student-staff-ratio example also makes clear that the relevance of absolute prices
should not be overestimated: if we take the status quo of a specific year as a starting
point, then this is determined by the level of state funding. The cost will change pro-
viding there is the decision to increase quality by better ratios — and, as such, one
does not have an objective picture of the one-and-only real cost. This means funding
levels are ultimately always determined politically. The calculated price does not justi-
fy underfunding as “the state does not cover the real cost”; underfunding always has
to refer (as argued before) to the benchmarks of international comparisons and politi-
cal objectives. This means that the major value of recalculation lies in the decision of
whether the relative prices between the disciplines are still valid or ought to be adap-
ted to technological changes across the disciplines. Nevertheless, an additional
aspect that could be taken into account by further cost calculations, and which refers
to the absolute level, is whether there have been general developments in the last
few years that have increased costs, which have not been taken into account in the
old prices. For instance, changes in energy costs might be a major issue. This could
lead to messages such as “compared to the old price model there were general
cost increases by XY”, which could then be used as an information source for the de-
cision on the development of public budgets.

Potential performance impacts: Quality problems.

@ Many of the weaknesses mentioned before together lead to the fact that the study place
system is not transparent (despite its general nature of being an easy calculable model).
(Criterion: make funding transparent)

Multiplying study place numbers with a price from a published list seems to be
very transparent — but the factual use of the system substantially reduces this
transparency. The complex and implicit value-judgment laden process of taking
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into account performance in calculating student numbers, the involvement of
numerous ministries and the practice of granting exceptions to the rules, all lead
to lack of transparency. The model should change in a way that reflects how
clear it seemingly is at first glance.

Potential performance impacts: Lack of trust in the system, also among the main
funders and therefore less political support for new investments in the sector.

There are single cases of funding student places in private higher education institutions,
but no systematic approach to the eligibility of private institutions to receive money
from the study places model.

(Criteria: support perception of fairness, create a competitive environment)

In some very few cases, student places are also allocated to private higher
education institutions. This is the outcome of single, specific decisions based on
three criteria: higher quality, no accredited programs in the public sector, and
an insufficient number of specialists. This means that study places in private HEIs
are a kind of exception and effectively the second-best option, providing public
institutions are unable to supply the desired places. It would be better to have
a systematic approach with clear “rules of the game” for competition between
public and private HEls. Two options for a general position seem to be possible:
either the allocation of study places is completely up to the choice of the best
students, whether they are private or public universities (meaning that private uni-
versities would receive the same price), providing that quality standards are met;
or alternatively, as the study place system, factually-speaking, is a system of basic
funding, that this basic budget is only given to public institutions, on account that
states should not engage in the basic funding of private institutions. In the latter
case, the only option to allocate study places to private institutions would be to enable
study places to feature as part of the innovation-oriented component of the funding
model: if the government would grant money towards innovative new study pro-
grams and there would be a competitive process between the best concepts,
then there is no reason why private institutions could not be a part of that process.
Further developing the model would require choosing between these approaches.

Potential performance impacts: Intransparency and lack of coherent public policy
approach undermines trust in the system.

Overall conclusions (instruments of state funding)

* Having an element of planned study places with differentiated prices is generally
a positive and desirable element in the funding system. It orients the focus
towards the tasks of a higher education institution, enables strategic state plan-
ning, is stable and transparent, and represents a cooperative culture between
ministry and HEIs. It also incentivizes efficient student behavior and leaves some
leeway for the discretion for internal university budgeting. Specific problems
arise from the way in which this system is handled in Latvia.

* A major problem is that study places constitute the only component of public
higher education funding. This means that the system is subsequently over-
burdened by having to link this funding to target agreements and performance
data, both of which effectively contradict the objective of stability behind basic
funding. Using performance data as an implicit mechanism in the background of
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the study place calculations does not lead to real performance orientation,
something that could instead be solved by separating performance-oriented
funding — ex post and ex ante — from basic study place funding.

» Since there is currently a “one-pillar” model, the current system is not sufficiently
output-oriented and does not adequately promote the differentiation of university
profiles. It could also already be seen that important state goals are not trans-
formed into financial incentives (a comprehensive analysis of this will follow
in a separate paper in the next part of the project). A tricky issue is sector-conso-
lidation, where interviews revealed the contradicting arguments for cooperation
and large units vs. competition and decentralization.

« If this separation of funding pillars is done, it should reflect the fact that the study
place model is to a certain extent historic and incremental. The planning should
explicitly address study places numbers of the previous planning period as
the starting point for the new period, devising very clear arguments for limited
and focused deviations from the status quo.

* The planning process leading to these deviations is not yet sufficiently focused.
If the performance issue is separated from study places and made more explicit
in a different component of the public funding model, then there are two
remaining aspects that should determine the study place planning. On the one
hand, it seems reasonable to plan the overall student numbers in terms of major
subject areas, including stakeholder consultation and labor market analysis.
This leads to an overall idea in which disciplinary fields study places have to be
increased or reduced. On the other hand, the issue of real demand remains.
If, over a certain period, study places do not lead to actual demand (but still
are maintained), this should lead to a correction in student places assigned to
the institution. With focused mechanisms, study place budgets, on the one
hand, imply a historical development, but on the other, offer opportunities
to arrive at rational reallocations between institutions.

*The study place model is not entirely used in a coherent way, which reduces
both its objectivity and trust in the system. Yearly state interventions by shifting
budget places within the HEI create problematic instability.

e |t is also problematic that study places are limited to full-time students and that
outdated cost coefficients are used.

¢ A restructuring of the model and the implementation of new funding elements
could go some way in overcoming the current underfunding of the Latvian
system: new elements could create added value that makes additional financial
investment attractive. Underfunding in terms of quality-related issues (resulting
from low prices) is more severe than the fact that some parts of study places
are free (i.e., without tuition fees).

 Restructuring is also necessary in order to increase transparency in the model
and to relate it to clear “messages” for fund-recipients; in particular through
clear pillars of the funding model with established functions, and more focused
calculation rules and procedures.

* A systematic approach for (or against) the inclusion of private higher education
institutions into the budget place system is necessary.
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4.4 Instruments of state funding:
funding of research

Though this section primarily focuses on state funding for research, given that
many EU funds (particularly the EU structural funds) are allocated through a state
agency and constitute a large share of research funding, the section addresses
both funding sources. As such, the following section, focusing on “resource
diversification” is limited.

Strengths (funding of research)

@ The integrated funding of universities and non-university research institutes creates
competition within the whole research sector. In addition, EU research funds as well as
the funds awarded through various competitive research programs, require institutions
to compete with other national and international HEls and other research organizations.
(Criteria: create a competitive environment; national strategies)

The current funding model for research in Latvia depends, to a large extent, on
EU resources, which, though allocated competitively, are contingent on criteria
that are not very transparent. Until now, the State Education Development Agency
has distributed structural funds in such a way that all HEls effectively, in some
way, benefit. Other external funds, often from EU sponsors as well as industry,
put HEIs in direct competition to other (inter)national research institutions.
The principle to fund institutes, both within and outside, of universities leads to
competition in the research sector as a whole. The same goes for the funds that
are allocated through the public research programs, such as the State Research
Program, the Commercially Oriented Research Program and the Fundamental
and Applied Research Program, based on competitive evaluations of research
proposals by committees installed by ministries, the Latvian Council of Sciences
and the National Academy of Sciences using criteria that reflect national research
priorities.

Potential performance impacts: Quality and adherence to national strategies.

In order to use the very limited resources available, HEIs must set their own priorities
to wisely spend the money and to do research that can have an impact.

Astrong initiative is the support given to young talented researchers to establish
their own research groups.

(Criterion: Promote national/institutional strategies)

Due to a relatively limited research budget that is allocated largely by a compe-
titive mechanism, i.e., EU structural funds, institutions and the allocating agency
(State Education Development Agency) can be encouraged to link research fund-
ing to national research priorities and/or their own strengths. A positive develop-
ment is the initiative to support young talented researchers to establish their own
research groups with EU structural funds.

Potential performance impacts: Promotion of quality, research careers and long-
term planning.
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The cost of research differs between the disciplines; the allocation mechanisms

take this into account, at least to a certain extent. For instance Riga Technical University
with an expensive cost structure receives a relatively large part of the research funds.
(Criterion: take into account cost differences)

Cost differences between disciplines are acknowledged in the state research
funding, and, as such, an engineering university (like Riga Technical University,
RTU) benefits from this, by way of investing and maintaining a more expensive
research infrastructure. Research funding includes components explicitly dealing
with infrastructure maintenance cost and there is a coefficient differentiating
between disciplines. Nevertheless, the RTU example shows that there are still
difficulties in financing expensive research equipment necessary to conducting
engineering research at an internationally-competitive level across their research
areas. This compels RTU to prioritize those areas in which it would like to achieve
such an internationally-competitive position, and deprioritize others. This is a ge-
neral development in many countries and institutions. The question is how many
priority areas Latvia and Latvian HEIs can, and are allowed to, afford.

Potential performance impacts: Quality and guarantee continuity.

@ Basic research funding is predominantly based on historical developments and as such
provides financial stability. However, the lack of transparency about the exact allocation
weakens this a bit. The research funding, particularly coming through EU funding
sources, has made Latvian universities survive in times of heavy economic recession
and strong budget cuts for teaching.

(Criteria: stability, make funding transparent)

Basically, research funding through EU structural funds and infrastructure funds
have enabled most Latvian HEIs to survive, compensating budget cuts in teach-
ing, which had subsequently left few resources for research. However, the way
these research funds are allocated is unclear and does not provide a stable basis
for the sustainable development of the research sector. The same goes for the
allocation of state research funds. None of the stakeholders were able to provide
clear information about the way in which it is allocated. There is a coefficient for
the development of scientific institutions which depends on performance criteria,
but from the perspective of stakeholders this is handled in a rather implicit way
and does not lead to major financial effects. Nevertheless, research funding
is motivated by a strong historical basis, which, by definition, preserves stability
for the institutions.

Potential performance impacts: Quality and space for long-term planning.

@ Institutions have large autonomy to invest their resources, which enables them to set
priorities and underpin their own strategies.
(Criterion: autonomy of internal allocation)

It appears that HEIs, to a large extent, are able to use research funding to support
their own internal research priorities and strengths. This enables HEIs and re-
search centers to focus on their strengths while leaving other research domains
to other HEls. However, there are concerns at the ministry and agency that HEls
may also cross-subsidize teaching activities with research funding, whereas HEls
complain that EU research funding often requires matching the funding from their
own resources (including for teaching), which are already scarce.
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Potential performance impacts: Research performance and longer term research
strategies.

Strong dependence on external research funds, like EU structural funds but also

the public research funds available through the State Research Program/ Commercially
Oriented Research Program and the Fundamental and Applied Research Program,
provide ample opportunities for performance incentives. This is further supported by
the recent research evaluation process.

(Criterion: create performance rewards and sanctions)

The allocation of research funding through external funds (mostly EU) implicitly
provides performance incentives. Though no explicit transparent allocation or per-
formance criteria are currently applied, if HEIs do not perform well, they may
lose credibility in subsequent rounds, and not be awarded such funds anymore.
The recent research evaluation process provides better insights into research per-
formance across the many research institutes in Latvia. This can encourage HEIs,
research institutes, the government and the Agency to search for proper indica-
tors that can be applied, if one wants to strengthen the performance dimension
in research-funding mechanisms. In this respect, further steps could be taken
in the Latvian higher education system.

Potential performance impacts: Research performance, innovation and internatio-
nal competitiveness.

Weaknesses (funding of research)

Though the mostly historically based state research funding provides stability for HEls,
amounts are relatively limited and the matching requirements of EU funds as well as
the dominance of research funding from EU structural funds endanger a stable financial
foundation for the Latvian research system. The public underfunding of the Latvian
system also refers to research.

(Criteria: stability, perception of fairness)

A strong reliance on EU structural funds in order to support university research
has ensured the financial viability of Latvian research during the period of econo-
mic crisis. Though this funding stream may be available in forthcoming years,
the dominance over regular state research funds as well as private research capi-
tal provides future uncertainties for the research system from a financial point of
view. The different funding streams produce irrationalities in planning: for instan-
ce, although machinery is financed by EU funds, its maintenance costs have
to come from state funding, which might not be available or foreseen, since
there is no integrated planning process. Another problem lies in the co-funding
approach of European funds: successes in external funding competition might
“eat up” all flexibility in state funds as more and more state money is bound
in co-funding obligations.

In general, there are not enough elements of long-term, stable public funding
sources for research (for instance looking at the EUR 13 million state science
funding in 2011 compared with EUR 69 million EU funds in the same year (MoES,
2012)). Like with the study place system, also the funding of research covers only
a part of a defined “optimal” base funding. The state funding component for scien-
tific development of universities allocated no funds from 2009 onwards (in 2014



Focus on Performance - World Bank Support to Higher Education in Latvia | VOLUME 1: System-Level Funding

only as small ad-hoc funding with a specific purpose). The funding of research
development is largely left to the EU funds.

Potential performance impacts: Low funding levels and uncertainty about the fund-
ing may create problems with the quantity and quality of research.

The mainly historical approach to distribute basic state research funds,

together with perceived opaque criteria for the allocation of "additional” funds

(e.g., through the EU structural funds and the competitive public research programs)
does not breathe a performance oriented atmosphere. The performance oriented
coefficient also does not create such a climate.

(Criterion: create performance rewards and sanctions)

Though competition is available — particularly for EU funds — state funds for
basic research appear to be in the end allocated based on historical distribution.
Similar to the study place system there is a use of performance indicators “behind
the scenes” which does not become transparent and hence does not lead to sub-
stantial impact. EU structural funds are also distributed on the basis of relatively
unclear criteria from the perspective of stakeholders. Until now, EU structural
funds were distributed among all HEIs and research institutes according to a lo-
gic, which included relative size. Though some equality was applied, the exact
criteria were opaque which hampers (performance based) competition.

The competitive public research programs invite proposals from universities,
enterprise, research institutions and non-governmental organizations that address
research topics meeting the goals of the research programs in line with national
research priorities, scientific and national importance and innovation. However,
stakeholders could not immediately indicate the importance and working of these
programs, which raises the impression that most institutions are not familiar with
the exact rules of the game and opportunities of these programs.

Basic state funding for equipment is, according to the MoES, related to indicators,
such as the number of state-funded 