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Introduction

Public investments in higher education are critical. Most
Americans today need some education beyond high
school to secure a well-paying job. By 2031, 72% of all
jobs will require training beyond a high school diploma,
and the fastest-growing industries are more likely to
require postsecondary education.” For the shrinking
number of occupations that do not have formal
educational requirements, 80% earn below the national
median income.? Higher education is also a key factor
in social and economic mobility, playing an important
role in boosting intergenerational income mobility for
students from low-income families.>

Since states are important investors in public higher
education and stewards of labor markets and economic
goals, they will continue to shape the direction of public
higher education funding. Approximately 12 million
students attend public colleges and universities in the
U.S.,* and states spend more than $90 billion annually
to support these public institutions of higher education
(IHEs) and the students they serve.® Higher education
spending is typically the third-largest category of
spending in most state budgets, after K-12 education
and Medicaid.® Public colleges and universities rely
heavily on these dollars, which represent their single-
highest revenue source, ahead of both student-paid
tuition and federal sources.” State support for public
IHEs increases the enrollment slots available and boosts
the benefits students receive. Increases to state higher
education funding directly impact students’ enrollment
and educational attainment® and, in some cases,
increase the likelihood that they will repay educational
debt, own homes, and have better credit scores.’
Students with education beyond high school also have
higher average earnings, regardless of degree type.'

However, these benefits are not equitably available to
all students. First-generation college students; students
from low-income backgrounds; Black, Hispanic, and
Native American students; and other systemically
marginalized students are less likely to access higher
education and earn a postsecondary degree or
credential (Sidebar 1)."
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SIDEBAR 1

Defining Systemically Marginalized Students

This report defines systemically marginalized

students as those who are first-generation, from
low-income backgrounds, from underrepresented
groups (e.g., Black, Hispanic, and Native American),
from rural areas, or face other barriers and
discrimination that limit their access to and success
in higher education.

To equalize access and increase affordability, states,
the federal government, and IHEs have distributed
$1.9 trillion in student aid, including both grants and
loans, over the past 10 years.”? These efforts to aid
students directly, however, do not address funding
disparities that exist between under-resourced and
well-financed IHEs — disparities that translate into
gaps in the programming and educational services that
institutions can provide. Financial aid efforts alone are
insufficient because they do not provide institutions
with additional net revenue. Instead, financial aid
revenues replace student-provided revenue sources.
To further equalize opportunity, states must
understand options for how to improve the way
they fund IHEs. In many states, policymakers are
already pursuing a variety of higher education finance
reforms to address this need.

These equity challenges and efforts to address them
are not unique to higher education. America’s public
K-12 system has been grappling with similar funding
disparities for decades. Many states allocate less K-12
funding than is necessary to effectively support all
students, and many use formulas and policies that
enable school districts in wealthier communities to
access more funding than districts in disadvantaged
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communities.’ In recent decades, dozens of states
have attempted to combat this by revising or replacing
their K-12 funding formulas, sometimes proactively and
sometimes in response to court orders.’ Through this
process, K-12 policymakers, researchers, and advocates
have debated and tested theories and various policy
models.

This report identifies insights and lessons from

K-12 that may be instructive as states rework the
way they fund higher education. It is informed by a
literature review, a policy landscape scan, and a series
of interviews with K-12 and higher education leaders,
researchers, and advocates. This research surfaced a set
of fundamental challenges faced by states working to
improve higher education finance. From that list, four
topics and associated questions emerged that are also
relevant across K-12 education:

EQUITY
How can states distribute funding to students and
public IHEs with the greatest needs?

ADEQUACY
How much funding is enough to achieve desired
outcomes?

COST SHARING
How can local governments and states share the cost
of public higher education?

STABILITY
How can public IHEs secure consistent and predictable
funding?

This report explores each of these four topics, analyzing
the headwinds and tailwinds faced by the higher
education field and insights from K-12 to uncover
potential paths forward.
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TOPIC 1

Equity: How can states distribute funding to
students and public IHEs with the greatest needs?

Challenges in Higher Education

In the U.S., public IHEs are often funded unequally

and largely without regard to the apparent need of
their student populations. Funding determines what
programs institutions can offer, what faculty they can
hire, what services they can provide, and what price
they can charge. This means that differences in funding
translate into differences in the support, opportunities,
and access available for students.’

This is especially true for Black and Hispanic students,
who are disproportionately represented at community
colleges, open-access universities, and at historically
Black colleges and universities (HBCUs) and Hispanic-
serving institutions (HSIs)."” HBCUs enroll 16% of all
Black students in higher education, and HSlIs enroll 40%
of all Hispanic students in higher education.

These same groups are underrepresented in large
flagship public universities.” For example, in 2019,

the University of Maryland'’s incoming class comprised
only 10% Black students, even though Black students
represented 34% of Maryland'’s graduating high school
seniors that same year. Likewise, in 2019, only 10% of
the incoming class at the University of Mississippi was
Black, even though Black students represented 49% of
Mississippi's graduating high school seniors that same
year.?°

These disparate enrollment patterns matter, not

just because of the value diversity brings to higher
education, but also because these institutions are
funded differently.?’ Community colleges receive less
revenue per student than four-year universities. Large
flagship public universities generate more revenue per
student than regional universities, and they also have
greater financial assets, including endowments.??
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The differences in enrollment patterns, combined with
the differences in funding, lead to differences in per-
student spending based on student demographics.
Public IHEs spent, on average, almost $12,000 per
student on instruction and student services in 2020.
They spent 18% less on Black students and 19% less on
Hispanic students.?

These funding disparities among Black and Hispanic
students are part of a larger pattern of systemic
underfunding for public HBCUs and other minority-
serving institutions relative to their institutional peers.?*
More than half of all HBCUs are public institutions,
making these disparities an important public policy
issue.?

Many of the fiscal inequities that exist in higher
education are a product of how states fund institutions.
The most common method for funding public IHEs
relies on prior-year allocations (the “base”), with
adjustments made based on changing economic
circumstances or state priorities.? The “base plus”
approach, as it is known, usually adjusts for enrollment
but does not adjust based on other institutional needs
or characteristics, such as student poverty levels or
regional geography. Even in states that do use a
formula based on unique institutional characteristics,
very few account for student demographics. As a
result, most higher education allocation methods are
inequitable; most states fail to provide additional
resources to IHEs that serve more systematically
marginalized students, even though it costs more to
meet these students’ educational needs and ensure
they can succeed.
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Some states are working to change this.

In California, the state’s Student Centered Funding
Formula (SCFF), passed in 2018, allocates additional
funding based on the number of enrolled community
college students who are Federal Pell Grant Program
recipients, California College Promise Grant recipients,
or who have attended high school in California

but are ineligible for a Pell Grant because of their
immigration status.?’ In addition, the formula provides
supplementary funding to institutions for positive
academic outcomes and a bonus for positive outcomes
among Pell Grant and state Promise Grant recipients.

Texas also recently passed a revision to its community
college funding formula, shifting nearly all of its
funding to an outcomes-based model that weights for
economically disadvantaged students (those receiving
a Pell Grant), academically disadvantaged students
(those who did not pass the Texas college readiness
assessment),?® and adult learners (students 25 years
of age or older). Texas also provides a small amount
of additional aid to community college districts with
limited ability to raise local revenue.?’ Generally small
and rural, these districts face higher costs due to
diseconomies of scale, but they are less able to offset
those expenses with local revenues. This is a common
challenge not only in Texas but across the country.

Reforms in California, Texas, and elsewhere seek to
fund IHEs based on current student and institutional
needs rather than prior funding levels. However, they
are not free of complications. Despite passing SCFF

in 2018, California has yet to fully implement its new
formula.®® In addition, a significant body of research on
outcomes-based funding raises concerns about whether
Texas' model of funding — almost entirely based on
student performance versus student enrollment — may
exacerbate inequities by disadvantaging institutions
serving high-poverty, low-wealth communities.*’
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Equity: Insights From K-12

The K-12 system has identified tools to help achieve
greater equity in funding, even though it has not
entirely closed funding gaps. Student-based formulas
are the prevailing K-12 funding model in most states
today. States with student-based formulas use
"weights” to allocate additional resources to school
districts according to the number or percentage of
their enrolled students who require additional, more
costly supports or services. Most states allocate
additional state aid to districts based on the number or
percentage of students who receive special education
services, are English learners (ELs), or are economically
disadvantaged (Table).*? Some states also send
additional resources to rural or small districts, since
they face increased costs related to transportation and
diseconomies of scale.

TABLE: K-12 FUNDING MEASURES USED BY STATES

Measure Number
(Weight or Allocation) of States
Poverty/Economic 45
Disadvantage

ELs 49
Special Education 47
Sparsity 37

Notes: Includes the District of Columbia; sparsity refers to funding mechanisms
related to small size or geographic location, such as enrollment, student density,
or rurality. Source: EdBuild, "FundEd: National Policy Maps, " 2024.

In higher education, this concept of student-based
funding can act to both improve the equitable
distribution of resources across institutions and
incentivize institutions to recruit students from
systemically marginalized backgrounds. States

like California and Texas have already introduced
similar elements into their community college base
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calculations.®® Louisiana includes enrollment-based
weights for students from underrepresented minority
groups (e.g., Black, Hispanic, Pacific Islander, and
others) in its university funding systems.3* Despite
progress, there is significant room to improve higher
education funding formula methodologies and
implementation in these states and others.

Lessons from K-12 can inform strategies for improving
equity in higher education funding formulas. However,
higher education formulas may need to be more
flexible and complex given the more diverse array of
institutional missions and student goals.®® For example,
some public IHEs are residential while others are
commuter schools; some run hospitals or research
labs while others only provide instruction; some focus
on non-credit-bearing programs (e.g., continuing
education, language programs, and some certificate
programs) while others offer graduate degrees.

Despite differences between K-12 and higher
education, three best practices in K-12 funding have
the potential to improve institutional and student
equity at the higher education level.

1. Establish a student-based funding formula.

By using a student-based formula to determine and
allocate higher education funding, policymakers can
attach dollars to priorities that center student needs
and establish a transparent, predictable starting

point for annual allocations. This can establish a
baseline level of fairness among institutions and allow
higher education leaders to plan more effectively. By
distributing these dollars upfront based on enrollment
rather than on the back end based on outcomes,
policymakers can enable IHEs to provide services

and programs and avoid unintended consequences
of performance-based funding incentives, including
restricted access for systemically marginalized
students and reduced funding for institutions serving
higher-need students.* Policymakers can adjust

this enrollment-based formula as needed over time,
improving the distribution to align with evolving state
priorities and needs.
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2. Weight funding based on student needs.
Weighting for student need in base funding enables
state policymakers to direct additional resources

to public IHEs serving higher concentrations of
systemically marginalized populations. For example,
some states include weights for Pell Grant recipients,
students from low-income backgrounds, first-generation
college students, and Black, Hispanic, and Native
American students, among other student populations.
Students from disadvantaged backgrounds often need
additional support to succeed, and those support
programs and services cost more to provide.¥” Funding
weights may also serve as incentives for institutions to
recruit and retain specific student populations.

3. Include weights for small and rural institutions

or other institutional needs. As rural or isolated K-12
school districts incur higher costs due to diseconomies
of scale, so do small and rural public IHEs. Rural IHEs
far from the nearest metropolitan area may need to
offer higher salaries to attract high-quality instructors,
or they may need to pay a premium to internet service
providers to run and maintain high-speed internet

for their facilities.®® These costs add up and may
require additional resources to deliver an education
comparable to that of an institution in a less remote or
better-resourced location.

Lessons from K-12 can inform
strategies for improving equity
in higher education funding

formulas.

Bellwether.org


http://Bellwether.org

TOPIC 2

Adequacy: How much funding is enough to achieve

desired outcomes?

Challenges in Higher Education

Although many states have established attainment
goals for their public IHEs, few have determined how
much money is necessary to achieve them. Clear
funding targets could guide policymakers as they set
state priorities and deter them from cutting higher
education funding and pushing costs onto students,
which would exacerbate inequalities.®” However, states
have not set funding targets for two main reasons:

1) institutional variability and 2) lack of state
constitutional obligation.

Institutional variability: It is difficult to calculate how
much is enough, or adequate, for an institution to
attain any defined level of achievement since public
IHEs vary considerably from one another.

The higher education landscape includes many different
types of institutions, from community colleges to
research universities, and institutions have very different
student populations, course offerings, and programs
and degrees. Some IHEs also have access to resources
that others do not, such as large investment funds, gifts
from alumni, or an ability to charge higher tuition due
to wealthier student demographics. Taken together,
what is sufficient funding for one IHE may be insufficient
for another.

Consider, for example, the additional supports public
IHEs need to offer to students who are unprepared for
college-level coursework. These schools often provide
academic supports, such as tutoring or mentorship, to
help students succeed in credit-bearing courses.*® The
traditional model of remediation requires students to
take prerequisite, non-credit-bearing classes before
they can enroll in regular credit-earning courses.
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However, research shows that students do better when
they receive support directly in their credit-bearing
courses.*" Though effective, this approach is costly and
typically requires more financial resources for public
colleges and universities to implement.*?

Additional infrastructure costs that some schools

have are another example of institutional variability.

A technical college offering a degree or certificate

in welding or a public college with an advanced
mechanical engineering program both require special
machinery and lab facilities where students can engage
in hands-on learning, resulting in larger facilities funding
needs. Physical location can lead to unique challenges
as well. For example, rural institutions can struggle to
provide access to broadband internet or to address
disproportionately high student mental health needs.*®

The high degree of variation in institutional goals

and priorities makes it challenging to envision a
standard method for calculating adequate funding
levels. Recently, however, researchers have used
econometric methods to estimate adequate higher
education funding. One study used a “costing out”
methodology, a type of financial analysis often used
by K-12 researchers, to estimate how much funding
for Texas community colleges would be necessary to
provide all students with affordable and accessible
pathways to postsecondary certificates or degrees.*
To arrive at those estimates, researchers modeled how
much more it would cost for higher-need students to
achieve outcomes similar to statewide averages. They
concluded that Texas community colleges lack sufficient
funding to provide equal success opportunities to
disadvantaged groups, including first-generation,
older (over age 24), economically disadvantaged,
academically disadvantaged, and EL students.
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Adequacy studies in education are controversial. Some
researchers have questioned their value and legitimacy,
in part because of their complexity and lack of good
comparison data.*> However, they can serve as a
data-informed starting point in the absence of other
methods and spur productive conversations on the
questions of “how"” and “how much.”

Lack of state constitutional obligation: States do
not typically set funding targets because their
constitutions rarely require them to do so.

While states play a significant role in the establishment
and funding of systems of public higher education,
they do not guarantee that all individuals can access
higher education.* Public higher education in the U.S.
is broadly available but it is not a universal legal right.
Only a handful of states have constitutional language
establishing the state’s responsibility to fund higher
education.” Without state constitutional mandates
pressuring policymakers to fund higher education at a
specific level, they rarely establish such targets, placing
more of an emphasis on students to pay for their own
education.

All states do fund public higher education to some
extent, with each using a different method to establish
overall funding levels and allocate funding to individual
systems or institutions. The common thread across
many states is that funding is appropriated based on
what is economically or politically feasible.*® Rarely are
funding levels set based on a research base, statutory
target, or constitutional obligation dictating how much
funding is needed.
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Adequacy: Insights From K-12

All 50 states enshrine the right to a free K-12 public
education in their constitutions, and more than
three-quarters of them include specific language
regarding funding requirements.*’ State courts have
ruled that this language requires state governments
to provide schools with a level of funding sufficient to
meet constitutional obligations, thus establishing an
important mechanism for accountability. While many
states historically allocate less funding than advocates
and researchers believe is necessary, when legislatures
do fall short, advocates have legal recourse. In at least
39 states, districts or families have sued, arguing that
schools lack sufficient funding to provide children with
the quality of education guaranteed by the state’s
constitution. In many cases, courts have ordered
increases to state aid as a result.>°

Defining what level of funding is necessary, however,
remains a challenge in K-12, just as it does in higher
education. There are a variety of studies and methods
to estimate the cost required to ensure all students
reach academic proficiency, but all have serious
shortcomings.> When the cost calculated by a study
exceeds an amount the state legislature is willing or
able to appropriate, policymakers often set aside the
study’s calculation. lllustrating this, a report prepared
for the Maryland State Department of Education in
2014 evaluated the findings and impact of 10 years of
adequacy research done in various states across the
U.S., starting in 2003. Of the 39 pieces described by
the authors, only six had their recommendations fully
implemented.5?

Higher education faces even stiffer headwinds, and
higher education funding is unlikely to become
constitutionally guaranteed in the near future.
California stands out as an exception with the passage
of Proposition 98, a 1988 amendment to its state
constitution that establishes a minimum annual funding
level for K-14 education. That measure is imperfect:

It is complex, has been suspended during economic
recessions, and has established not just a floor but

also a ceiling on funding (Sidebar 2).5 Still, California
appears to be the only state with such an explicit higher
education funding requirement.
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SIDEBAR 2

A Deeper Look at California’s Proposition 98

California voters passed Proposition 98 in 1988 to constitutionally
safeguard a minimum level of state funding for K-12 and
community college education. The initiative, sponsored by the
California Teachers Association, the California State Parent
Teacher Association, and the Association of California School
Administrators, aimed to respond to educator and family
concerns about inadequate school funding.>* Funding had
stagnated in the decade prior, in part due to the passage

of Proposition 13 in 1978, which capped property taxes,
significantly reducing state and local revenues and triggering
cuts to schools.>® While Proposition 98 did not increase funding,
it guaranteed schools and community colleges would receive a

minimum amount each year.>®

To calculate the "minimum guarantee" under Proposition 98,
the state runs three calculations, or tests, and determines
which is operative in a given year. Under Test 1, K-14 schools
are guaranteed about 40% of state General Fund revenue.”’
Under Test 2, the guarantee is based on prior-year funding levels
adjusted for changes in K-12 attendance and per capita personal
income. Under Test 3, the guarantee is based on prior-year
funding levels adjusted for changes in K-12 attendance and state
General Fund revenues. Community colleges receive about

11% of the minimum guarantee and K-12 schools receive the

rest. With a two-thirds vote, the state Legislature can suspend
the guarantee — something it has done twice during severe
budget downturns.*® In most years, Proposition 98 has protected
funding for California schools and community colleges. At

the same time, many advocates argue that Proposition 98

sets a ceiling, rather than a floor, on funding. That is because
policymakers rarely spend more than the formula requires —
even when economic conditions have enabled it.

In higher education, Proposition 98 sets up a divide between
community colleges and four-year universities. While community
colleges are guaranteed a minimum level of funding, the
University of California (UC) and California State University (CSU)
Systems enjoy no such protections. Since the late 1980s, funding
for community colleges has steadily increased along with the
state budget. Per-student state appropriations for UCs and
CSUs, on the other hand, have steadily declined.®®

It is hard to know how K-14 funding would look in California
without Proposition 98, but research suggests that funding
increases have tracked with inflation and enrollment changes,
meaning schools may be no better or worse off under
Proposition 98 than they might have been under some other
structure.®® Further research is needed on the extent to
which Proposition 98 serves as a floor versus ceiling and had
unintended consequences for UCs and CSUs.
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There is no consensus in K-12 about the best way
to estimate adequacy and establish state funding
targets. However, lessons from K-12 point toward
three potential recommendations for higher
education policymakers, leaders, and advocates.

1. Establish funding targets that reflect state
priorities as well as fiscal and political realities.
Adequacy studies can help states estimate higher
education funding needs and provide aspirational
targets, but state legislatures must establish funding
targets that are also fiscally and politically feasible.
When it is impossible to align adequacy cost estimates
with what states can afford, policymakers can establish
funding growth targets and commit the state to
progressing toward those targets over time. Further,
they can legislatively commit to direct future increases
in state dollars toward the students and institutions with
the greatest need, as well as other state priorities, such
as degrees and credentials aligned with high-demand,
high-wage earning fields.

2. Include equity in adequacy definitions and
calculations. For many years, lawyers and advocates
focused their attention primarily on adequacy litigation
as the mechanism for improving K-12 funding in
states.®’ This route proved fruitful from a legal
perspective, with dozens of cases won throughout

the 1990s and early 2000s.°2 However, these efforts
often made the case for increasing funding equally,
not necessarily equitably, for all school districts. The
challenge is that by adding money to the system
without addressing underlying structural problems,
including interdistrict funding disparities, inequities
will persist. From a feasibility perspective, it may be
easier for policymakers to achieve support for and
pass adequacy reforms as compared with equity
reforms — since an adequacy approach allows both
high-wealth and low-wealth districts and institutions
to benefit. To offer politically feasible proposals that
address adequacy and equity priorities simultaneously,
policymakers can pursue efforts to increase funding
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while also accounting for different levels of student and
institutional need. This may mean offering proposals
that increase funding for all institutions but that offer
the biggest funding boosts for IHEs serving the highest-
need student populations.

3. Explore options for extending a right to
education beyond K-12 in state constitutions. A
state constitutional right to higher education would
not ensure adequate funding, but it is a tool that
policymakers, higher education leaders, advocates, and
students could use when calling for sufficient funding
for higher education. State constitutional language
could also open the door to litigation options for those
seeking to leverage the courts to compel greater
spending on higher education. Most high-impact

cases in K-12 have hinged on the existence of state
constitutional guarantees, and the extension of those
guarantees beyond grade 12 could be a major catalyst
for change in the field of higher education as well.

Adequacy studies can help states
estimate higher education funding
needs and provide aspirational
targets, but state legislatures must
establish funding targets that are
also fiscally and politically feasible.
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TOPIC 3

Cost Sharing: How can local governments and states
share the cost of public higher education?

Challenges in Higher Education

The role and responsibility of local communities in
funding public higher education varies substantially
across states and types of institutions. While state tax
appropriations are the largest source of government
funding for higher education nationally,®® these funds
are augmented by local revenues in 30 states.®
Community colleges are most often the recipients

of these local funds, and 20% of community college
revenues come from local sources.®® Typically, local
revenue for higher education comes from property
taxes, but in some states other types of local revenue
support higher education, including redevelopment
funds, utility taxes, timber or mineral severance taxes,
and motor vehicle taxes.®

Tax policy experts generally agree that a mix of

tax sources can mitigate volatility and ensure a

more reliable tax base.®’ In the case of public IHEs,
particularly community colleges, local revenue sources
can increase overall funding and create a cushion in
case of economic shocks or significant changes in state
budgeting priorities.

The downside of the role local revenue often plays

in institutional funding, however, is that it can drive
disparities in funding based on variations in local
property wealth from community to community.
Property taxes are typically calculated based on the
value of property located within a geographically bound
tax district. If one tax district has a large manufacturing
plant or high-value residential property, its local tax
revenues will be higher per student than a district with
less development.®® Higher-value properties are often
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located in communities where residents earn greater
incomes, meaning that wealthier communities can often
generate more revenue for their local colleges based
on their larger tax base and ability to pay. Conversely,
lower-wealth communities usually generate less local
property tax revenue, which means those IHEs are more
dependent on other sources of revenue, such as state
aid and tuition.®’

Because community college students often attend an
institution near where they live, this variation in local
revenue capacity can exacerbate student affordability
challenges.”® Students from low-income backgrounds
often have less ability to pay tuition and may require
greater institutional support to succeed; however,
institutions in those same communities may have fewer
resources to provide support services or may charge
greater tuition to do so.

States can smooth out these inequities by adjusting
state allocations based on local property wealth. This
process is often called “equalizing,” and several states
already do it, including California, Oregon, Texas, and
Wisconsin. In Oregon, the state accounts for local
revenue through its Community College Support Fund,
adjusting allocations to colleges based on property
tax revenues.”" Using this data, the state fills in the
gap between less and more wealthy areas, so that
each community college receives approximately the
same amount of funding per student. While a handful
of states account for local wealth differences when
allocating funding, of the 30 states in which local
revenue funds a portion of higher education costs, few
have any equalization policy in place.”
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I Cost Sharing: Insights From K-12

In K-12, local communities contribute a portion

of tax revenue, usually through property taxes, to
support their resident school districts. This is true in
all states except Hawaii, which has a statewide system
of public elementary and secondary schools, rather
than individual school districts. Nationwide, roughly
45% of funding for public K-12 education comes

from local sources.”® As with higher education, these
local funds can contribute to significant disparities
between communities based on property wealth. And
because of America's history of racial segregation by
neighborhood, those disparities cut across not just
socioeconomic but also racial lines.”* A 2019 report
found that districts with predominately non-white
student populations received $23 billion less from state
and local sources in aggregate nationally than districts
serving predominately white students.”®

Unless state policymakers equalize funding, districts
with greater local revenues often benefit from higher-
paid teachers, smaller class sizes, a broader range of
course offerings, more extracurricular options, and
advanced technology, while those in less prosperous
areas may struggle to afford even the basics.”

Most states seek to equalize K-12 funding in some way.
They typically begin by determining how much total
funding a school district requires to provide educational
services based on factors such as enrollment and
student need. Sometimes this amount is called the
“entitlement” or “target” funding. Then, they typically
evaluate a district’s “local fiscal capacity,” a measure

of how much a local district can raise or contribute in
local revenue. By comparing the district's target to its
local fiscal capacity, the state calculates how much of
the total will be funded by the state versus the district,

|u

often referred to as state or local “share.”

These and other state efforts to reform K-12 funding,
which began in the early 1970s, have contributed
toward marked reductions in funding disparities
between lower- and higher-income districts.””
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Despite the benefits of equalization programs and other
similar finance reforms, state formulas and equalization
policies have their limits. These cost-sharing approaches
are often insufficient to close gaps entirely between
high- and low-wealth communities.”® State policymakers
often evaluate local fiscal capacity when distributing
state aid, ensuring that more state dollars go to higher-
need communities. But they do not frequently cap,
recapture, or redistribute local revenues, allowing
wealthy districts to keep excess property tax revenues.
It is politically difficult to pass policies that constrain
local property taxes or recapture them to share tax
wealth across districts because some communities lose
out on funding that they might otherwise receive.

Cost-sharing policies that focus on equity have
become a standard feature of K-12 finance policy
and could also be standard in higher education. The
experiences of K-12 stakeholders point toward three
lessons for the postsecondary field.

1. Account for differences in revenue-generating
abilities among communities. \When constructing
measures of local wealth, states should calculate

the true revenue potential of a community, which is
sometimes different from actual tax receipts. This
means accounting for the specific tax policy details in
each state. For example, one of the major criticisms
of lllinois’ community college equalization program

is that it does not properly calculate taxable property
values, which are less than actual property values due
to state-mandated tax caps.”” lllinois could calculate
how much each community would reasonably receive
at a standard, assumed level of tax effort, which would
help the state accurately estimate the local revenue-
generating potential of each community and separate
the wealth measure from local decision-making.

This is important because state policy should aim to
disincentivize gamesmanship, whereby a community
may decrease its tax rates in an effort to maximize state
funding.

14 Strengthening State Higher Education Funding:
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In some cases, accounting for local revenue-generating
ability may mean looking beyond property taxes.

For example, if local sales taxes contribute to higher
education funding, states should include estimates for
those dollars in their funding models.

2. Allocate additional state funding to institutions
with less local tax revenue. To adjust for inequities in
local revenue-raising capacity, the formula can estimate
relative needs and allocate state funding accordingly.
The most common way to achieve this in K-12 is

to calculate a target funding level for each district
separately and then deduct some estimate for how
much local communities can raise themselves. There are
several ways to approach the concept mathematically;
however, the most important thing is to establish a
standardized method for determining variations in

local funding capacity and apportioning state revenue
equitably on that basis. Districts in areas with less
property tax wealth could receive more money, while
districts in property tax-rich areas could receive less. In
conjunction with an equity-based funding formula, this
system would optimally distribute funding such that
districts with less property wealth and more poverty
receive more overall funding per student than districts
with more wealth and less poverty.

3. Redistribute property tax revenue to communities
with less. It is uncommon for policymakers to
redistribute property taxes among institutions and
districts. While politically difficult, redistribution can
level the playing field among institutions in higher-
and lower-wealth communities. For example, Texas
captures “excess” property tax revenue from K-12
districts with significant property wealth and uses that
money to help pay for the state’s education formula.
The state first calculates an entitlement amount based
on a student-based funding formula. If a district raises
less local revenue than that entitlement, the state
then fills the gap with state aid. However, if a district
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raises more revenue than its entitlement amount,

the state “recaptures” that amount and uses the
excess to help fill the revenue gaps in districts with
less property wealth. Although simple in concept, the
model is complex and has been revised numerous
times since its inception in the early 1990s. It has also
come under fire as just another revenue source for the
state Legislature, which is constitutionally restricted
from setting a statewide property tax but is able to
use the recapture program to help pay its share of the
education formula.® If the higher education sector were
to adopt redistribution models, policymakers would
need to carefully consider how to balance equity goals
with the formula’s structure to mitigate political and
implementation challenges.

Cost-sharing policies that
focus on equity have become

a standard feature of K-12
finance policy and could also be

standard in higher education.
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TOPIC 4

Stability: How can public IHESs secure consistent

and predictable funding?

Challenges in Higher Education

Public higher education funding is volatile, and this
volatility manifests in two ways: 1) big swings in how
much states budget for higher education from year to
year, and 2) inconsistency in how much states distribute
to each institution annually. For an institution, the
resulting confusion and lack of clarity is the same. But
from a policy perspective, budgetary volatility is far
more complicated to solve.

Higher education is particularly sensitive to state
budget fluctuations because, as a large and
discretionary category of funding, and one that has
tuition revenues and student loans to fall back on, state
leaders tend to see it as an attractive area to cut during
economic downswings.®' Higher education funding

sits at a little over 9% of state budgets on average;
meanwhile, public welfare (23%)% and K-12 (21%), both
larger budgetary items, often have far more stringent
spending requirements.®® State revenue fluctuations
can make it difficult for institutions to plan and, in years
when budgets dip, can prompt programmatic cuts or
tuition hikes that are hard to reverse.

In states that depend heavily on volatile revenue
sources like personal income taxes, higher education
leaders experience an especially pronounced roller-
coaster effect: When economic conditions are good and
tax revenues peak, higher education and other state
programs get a welcome bump.8 When revenues dip,
cuts follow. In states that rely more on stable revenue
sources, like property taxes, public IHEs are less likely
to suffer from economic shocks, although none is
immune.?

16 Strengthening State Higher Education Funding:
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Public higher education is subject not just to economic
fluctuations but also to political priorities. Support for
higher education, as with any public program, can ebb
and flow as political leadership and public attitudes
shift. A governor or legislative leader’s views on public
higher education can dramatically influence how much
funding the sector receives. Complicating this is the
fact that institutions are vying not just with other state
programs for a piece of the proverbial pie, but with one
another. Higher education institutions can be powerful
lobbyists, such that a rising tide may not raise all boats
equally.

In general, it is complicated for higher education
leaders to estimate how much funding they will receive
each year. Enrollment and demographic patterns
fluctuate over time, and enrollment remains the main
driver of higher education funding distribution in most
states.® As a result, consistent declines in enrollment
since 2010 have eroded funding for many systems.®’

Some institutional leaders have embraced outcomes-
based funding as a mechanism for stabilizing funding
losses from enrollment declines while accommodating
political demands for more institutional accountability.
A number of states, such as North Carolina and Texas,
have adopted outcomes-based models in recent

years, but in the long term those, too, face stability
challenges.® Performance indicators like persistence
and on-time graduation fluctuate due to external
factors like economic conditions, changes in K-12 policy,
or demographic changes. Additionally, the amount of
outcomes funding available is ultimately dictated by
the legislature and subject to political decision-making,
much like the portion of base funding that they are
replacing.
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I Stability: Insights From K-12

K-12 education struggles with similar volatility issues.®
Economic conditions, especially the rise and fall of state
revenues, can cause K-12 funding to spike or plummet.
Enrollment changes can also prompt swings in funding
at the state level or for individual districts.

Making matters worse, state budget cuts during
economic downturns can exacerbate K-12 funding
inequities. States often apply cuts in an across-the-
board fashion, slashing each school district’s state aid
portion by an equal percentage.” This translates into
higher per-student cuts for districts more dependent on
state aid than for districts where more funding comes
from local sources. Districts with a larger local property
tax base, which are usually wealthier communities, feel
less of the pain.”’

To reduce volatility in K-12 funding, especially for
low-wealth districts with less local revenue to fall
back on, state leaders have pursued the following
four strategies that could be adapted to a higher
education context (in addition to the equalization
approaches discussed in the prior section).

1. Use multiyear average enrollment counts in
funding formulas. One of the simplest ways to reduce
volatility in state funding to IHEs is to use a multiyear
average when calculating enrollments, something

that some state higher education systems already

do for their community colleges (e.g., California and
North Carolina). The modification typically requires

no major change to the funding formula but has the
effect of smoothing out year-to-year fluctuations in
what is often the most consequential variable in any
model. It also lengthens the period that a district or
institution has to adjust to drops in enrollment. Since
enrollment drops are spread across multiple years, IHEs
have more time to restructure staffing, programs, and
other expenditures. This also prevents some of the
emergency decision-making that has negative impacts
on students.

17 Strengthening State Higher Education Funding:
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To prevent adverse consequences for districts with
growing enrollments, this policy can be paired with the
option to use only the most recent year of data, or to
have a separate policy entirely for institutions defined
as "high growth” by the state.

2. Create formula-based models that allow IHEs

to predict annual funding. States could use funding
formulas to establish annual funding targets and to
distribute funding to IHEs, as they do in K-12. Many,
but not all, states have made this shift for two-year
institutions, but few have done so when it comes to
four-year institutions. When economic conditions make
it challenging to hit those targets, clear state policies
could guide how state leaders can adjust appropriations
correspondingly and equitably. When cuts are
necessary, policymakers could prioritize students
and/or institutions most likely to be affected by
reductions in state aid. While public IHEs with more
local revenues, earned income, and endowments

can better weather temporary budget reductions,
institutions more dependent on state aid may be
forced to cut into programming and services more
quickly.?? This means policymakers could avoid applying
automatic percentage cuts across all IHEs but instead
tier cuts based on need, a piece of advice given to
policymakers regarding K-12 funding during the brief
COVID-19 recession.”

In many states, K-12 funding formulas help district
leaders predict and budget, even though economic
and enrollment fluctuations may still inflict fiscal pain.
When funding is based on clear, measurable inputs
that remain unchanged year-to-year, public IHEs can
also forecast future funding levels and create spending
plans. Policymakers could review formulas on a regular
schedule to ensure they are still achieving their goals —
ideally every three to five years — but otherwise leave
formulas constant.
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3. Build up "rainy day" funds. While economic and
budgetary volatility is inevitable, state policymakers can
help mitigate the pain of economic cycles. Rainy day
funds act as de facto state savings accounts by allowing
policymakers to use savings to supplement general
fund spending during economic downturns, ensuring
continuity of essential services.? In 2021, all 50 states
and the District of Columbia reported having at least
one rainy day fund.?® Several states maintain multiple
rainy day funds and may dedicate funds to specific
purposes, including education (e.g., California, which
maintains a Public School System Stabilization Account
for K-14 spending).”

4. Establish a statutory minimum percentage
allocation of state revenues. Although relatively
uncommon even in K-12, some states have established
minimum guaranteed levels of funding for education.
For example, California’s Proposition 98 guarantees
that a certain portion of the state General Fund will

go to K-14 education. While this does not guarantee

a fixed dollar amount, it does ensure that education is
not cut disproportionately during tough economic times
and that K-14 funding increases as the economy grows.
To ensure greater predictability in higher education
funding, states could take a similar approach, either
establishing a baseline funding guarantee that secures
a minimum level of financial support for institutions
regardless of economic fluctuations or implementing a
graduated funding scale that adjusts progressively to
changes in economic indicators.

One of the simplest ways to reduce
volatility in state funding to IHEs
1s to use a multiyear average when

calculating enrollments.
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Conclusion

As policymakers, advocates, and higher education leaders strive to improve public higher education funding systems,
they can learn a great deal from the K-12 sector. With the advantage of several decades of policy innovations and
progress stemming from court cases and pressure from families, public-sector unions, advocates, and other
stakeholders, the sector has compiled a large amount of experience and research. Though the contexts of K-12 and
higher education are distinct and often siloed from one another, they are interwoven in a shared mission to provide a
high-quality education to students. Targeted and practical collaboration between the two fields could help drive a
unified vision for education that truly prepares all students for the challenges and opportunities of the future.

Summary of Key Insights

EQUITY
To improve the distribution of funding so state dollars are targeted toward students and institutions with the
greatest needs, states can:
1. Establish a student-based formula to determine and allocate higher education funds.
2. Weight funding based on student needs to direct additional resources to public IHEs serving higher
concentrations of systemically marginalized populations.
3. Include weights for small and rural institutions or other institutional needs.

ADEQUACY

To estimate and allocate enough funding to achieve desired higher education outcomes, states can:
1. Establish funding targets that reflect state priorities as well as fiscal and political realities.
2. Include equity in adequacy definitions and calculations.
3. Explore options for extending a right to education beyond K-12 in state constitutions.

COST SHARING
To ensure local governments and states are equitably sharing the cost of higher education, states can:
1. Account for differences in revenue-generating abilities among communities.
2. Allocate additional state funding to institutions with less local tax revenue to adjust for inequities in local
revenue-raising capacity.
3. Redistribute property tax revenues to communities with less to level the playing field between institutions in
higher- and lower-wealth communities.

STABILITY
To ensure IHEs have more consistent and predictable funding, states can:
1. Use multiyear average enrollment counts in their funding formulas to smooth out yearly fluctuations.
2. Create formula-based models that allow IHEs to predict annual funding.
3. Build up "rainy day" funds that states can use to fill revenue gaps during economic downturns.
4. Establish a statutory minimum percentage allocation of state revenues to ensure higher education receives
a predictable share of state funding.

Strengthening State Higher Education Funding: Bellwether.or
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