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INTRODUCTION

Many claim that state support for higher
education has been declining over the last de-
cade and blame inadequate funding for rising
tuition, but a look at state appropriations tells
a very different story.

The truth is that appropriations for higher
education have, at the very least, remained
constant and in many cases have increased
from year to year. For the 2008-09 biennium,
the Texas Legislature appropriated $19.9 bil-
lion in All Funds and $11.4 billion in General
Revenue for higher education, an increase of
17.1 percent and 12.68 percent respectively.!

'The fact that tuition has continued to rise in
spite of increasing state funding shows that it
is not a lack of money that has caused the rise
in tuition, but a continued increase in spend-
ing—made possible by the lack of price com-
petition between universities. This situation
has allowed these institutions to continually
raise tuition without the fear of losing stu-
dents to more affordable alternatives.

'The manner by which the state provides finan-
cial support to these institutions allows this
constant escalation to continue by encourag-
ing these institutions to compete for financial
support from the state, rather than relying on
satisfied customers to finance their operations.

TEXAS FUNDING

most all of the money for higher education
Almost all of th y for higher educat
goes directly to universities and is then dis-

tributed to students at the discretion of the
school. Even financial aid and student grants
are allocated in bulk to universities, and then
given to students to help pay for tuition at
that school.

Rather than compelling universities to com-
pete for students based on the quality and
price of their product, this structure incentiv-
izes institutions to compete for funding from
the Legislature and encourages them to con-
tinually raise costs with the expectation that
taxpayers will pay the difference.

Every year nearly 25 percent of the funds
appropriated to general academic institutions
supports projects that have been identified
by the Legislature. The Legislature identifies
these projects based on the needs institutions
have presented to them. These needs range
anywhere from capital expenditures to
additional funding for universities with a
disproportionate share of students whose
families are unable to pay more than $4,000 a
year toward educational expenses.

The bulk of higher education funding, ap-
proximately 75 percent,? relies on formulas to
determine the amount of state support each
school will receive. A variety of formulas are
used to allocate the billions of dollars dedi-
cated to formula funding, but the majority of
formula funding, 81 percent,’ incorporates
the previous year’s enrollment numbers to
determine the amount of funding.
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That 81 percent, or $3.3 billion in 2007,* was distributed
based on weighted semester credit hours and was used to
pay for faculty salaries, administration, and other student
services. The remaining $800 million of formula funding
went to sponsor infrastructure development at universities
and provide bonuses to tenured or tenure track professors
who are willing to teach undergraduate classes.’

Interestingly, of all the money dedicated by the state to re-
duce the burden of getting a post-secondary degree, none
of it is actually given directly to the students. The problem
with this funding structure is that it is not focused on the
quality of the education the school provides or the satis-
faction of the students enrolled in the previous year. Nor
does this funding structure have repercussions for poor
management of funds or reward higher education institu-
tions that are fiscally efficient.

Unlike in the private sector where competition leads to
cost cutting and savings, the system of higher education
is structured so that competition for funds leads to more
spending, since the more universities commit to spending
one year the more they will be awarded in the upcoming
budget process. This explains why, as Dr. Richard Vedder
states, the “marginal propensity to consume at institutions

is one—universities spend every dollar they make.”

As a result, universities spend more hoping that the state
will pick up the tab. In the very likely event that university
spending outpaces the state’s ability to cover the institu-
tions’ expenses, the difference is passed on to their cus-
tomers in the form of higher tuition.

Without incentives to contain costs, colleges and univer-
sities will continue to spend excessively and expect the
state and taxpayers to pick up the tab, while forcing those
seeking a post-secondary degree to pay much more than
necessary for their education.

The only way to inject competition into the higher educa-
tion marketplace is to force universities to compete for stu-
dents’ money by putting state funds into the hands of stu-
dents and letting them decide who earns the state’s money.

Right now, “the benefits of subsidizing universities are
concentrated among the university communities, but the

cost of these subsidies are disbursed among the taxpaying
population.” Shifting money from universities (produc-
ers) to students (consumers), would encourage students
to consider how far their money will go at each university,
thereby holding higher education institutions accountable

for their spending habits.

COLORADO: COLLEGE OPPORTUNITY FUND

In 2004, the Colorado Legislature made a revolutionary
decision when it decided to “no longer provide financial
transactions to its public institutions for undergraduate
education.” Instead, the state created the College Oppor-
tunity Fund, which provides undergraduate students with
a stipend to put toward their tuition at a public or private
higher education institution.

'The amount of the stipend is set annually by Colorado’s
General Assembly during the budget process. For the
2008-09 academic year the stipend is worth $92 per credit
hour at public universities and colleges and $46 per credit
hour at a private institution.” This means that a full-time
student taking 15 credit hours at a public university would
generate a stipend of $2,760 a year, or $1,380 a semester.
That money is given to the university once the student has
enrolled at the university. The amount of the stipend is
then credited to the student’s account and deducted from
their cost of tuition.

To further increase the competitiveness of higher educa-
tion in Colorado, students attending private institutions
that are eligible to receive Pell-grant student funding
are eligible to receive a half stipend. Private institutions
seeking to participate in the College Opportunity Fund
program are required to meet seven criteria. These institu-
tions must:

= Enter into a performance contract with the Colorado
Department of Higher Education;

= Participate and provide data to the Colorado De-
partment of Higher Education’s Student Unit
Reporting Data System (SURDS);

* Be a not-for-profit college or university;
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Not be pervasively sectarian;

Maintain its primary place of business in the State of

Colorado;

Ofter general Baccalaureate degrees in the Arts and
Sciences; and

Be regionally accredited by one of the six national
accrediting agencies.'

Performance contracts are not unique to private universi-
ties wishing to partake in the College Opportunity Fund.
All public institutions are also required to enter into a
performance contract with the Colorado Department of

Higher Education.

The purpose of the contracts is to “provide greater [insti-
tutional] flexibility and a more focused accountability for
institutions to students and the people of Colorado,” and
ensure that statewide goals, such as graduation rates, in-
stitutional costs and productivity, and student satisfaction
are being met." These contracts also allow universities to
clearly define their mission and layout a vivid description
of how they will fulfill that mission so that students have a

very clear understanding of what to expect from the uni-
versity.

State funding for higher education institutions does not
stop with student stipends. Colorado uses General Fund
dollars to enter into fee-for-service contracts where the
state can purchase “specified educational services and fa-
cilities required for the full development of Colorado’s
educational and economic opportunities.”*> Most of these
contracts go to fund graduate and doctoral programs that
would not be viable operating on the state’s stipends.

Transitioning to this type of funding has increased the
competitive environment of higher education in Colorado
and allows its Legislature to focus on providing financial
support to everyone that wants to earn a post-secondary
degree while competitively driving down the price of tu-
ition.

However, if you look at Colorado’s tuition rates before and
after the change in funding, you will find that tuition rates
have continued to climb. This is largely due to Colorado’s
failure to truly increase consumer sensitivity or competi-
tive pricing. Since the program’s implementation in 2005,
the amount of the stipend has increased by 15 percent,
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Texas 2007 Funding Approach
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Source: Fiscal Size Up 2006-07, Legislative Budget Board,
http.//www.lbb.state.tx.us/Fiscal_Size-up_Archive/Fiscal_Size-up_2006-2007_0106.pdf.

increasing the burden on the state and allowing universities
to raise tuition without facing an outcry from their con-
sumers.

According to Colorado’s Office of State Planning and Bud-
geting, the state’s Department of Higher Education has re-
quested an “increase of $75,150,799 cash funds to support
the anticipated increase in tuition revenue in FY 2009-10.
'This request limits the effective resident undergraduate tu-
ition rate increases to 5 percent for instate undergraduate
students who are Pell 1 or 2 eligible (about half of all instate
undergraduates). The remaining half of in-state undergrad-
uate students will see a tuition increases of no more than 9
percent, 7 percent, and 5 percent for research institutions,
state colleges, and community colleges respectively.”” In
short, the state is attempting to absorb the increase in tu-
ition and limit the impact on consumers, thereby eliminat-
ing resistance to the increase.

The stipends were intended to increase competitive pricing
between universities by increasing consumer sensitivity to

the price of tuition and allowing consumers’ demands for
lower prices to contain the growth of tuition. By continu-
ing to increase the amount of the stipend, the Legislature
has drastically limited the impact increasing tuition has on
consumers and undermined its own attempts to influence
the competitive environment in higher education.

Even with these increases and misguided government in-
tervention, tuition in Colorado has remained below both
the national average and below the average rate of tuition
in Texas. However, if Colorado wishes to maintain this dis-
tinction, its Legislature will have to resist pressures to raise
the amount of the stipend.

Critics have also pointed to the number of students that
have not received their stipend as a failure of the program.
Reports indicate that 3,000 students did not apply for, and
therefore did not receive, their stipend and as a result had
to pay the $2,600 out of their own pocket.' But as Rick
O’Donnell pointed out in a response to these statistics, “this
means 98.6 percent of the 213,655 Colorado students at-
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tending public colleges and universities in the state managed

to figure out how to apply for and use their voucher.”

Achieving 98 percent participation in any program should
be considered a success, and certainly providing financial
support to 98 percent of college students, a portion of which
might otherwise not have been able to attend, should be
commended. Funding these students, as opposed to subsi-
dizing the institutions, is a more appropriate use of taxpayer
dollars and provides benefits to a broader base of taxpayers
than simply paying universities to educate a select few.

RECOMMENDATIONS

Texas is one of the highest spenders in the country when
it comes to higher education. For the 2008-09 biennium,
higher education accounted for 11.82 percent of All Funds
appropriations and 14.22 percent of General Revenue ap-
propriations.’® Implementing a system similar to Colorado’s
in Texas could result in significant savings to students and

taxpayers alike while allowing tax dollars to benefit any Tex-
as resident who wishes to attend college.

'The best alternative is to redirect the more than $4 billion
that the Legislature currently allocates to universities based
on formula funding’ and provide Texas residents attend-
ing a public or private university to receive a $3,000 stipend
towards their tuition. By putting the state’s money directly
into the hands of students, universities would be forced to
earn state funding by providing a value-based service as op-
posed to relying on an arbitrary formula to determine their

funding.

'The amount of the stipend would be reviewed each legisla-
tive session and would be subject to surviving the legisla-
tive process. Universities would no longer be able to increase
spending without directly raising prices to consumers who
would have to pay tuition increases out of pocket—thus
looking more critically at what they are getting for the in-
crease in tuition. This would require universities to evaluate

2007 Funding Under
Student-Centered Funding
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Source: Author’s calculations; Fiscal Size Up 2006-07, Legislative Budget Board,
http.//www.lbb.state.tx.us/Fiscal_Size-up_Archive/Fiscal_Size-up_2006-2007_0106.pdf.
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the quality of their product and weigh the cost and benefit
of each expense they incur.

It is important to note that these stipends would not take the
place of financial assistance programs. Because the funding
for the stipends would be taken directly from money allo-
cated to formula funding, the approximate $900 million ap-
propriated for financial assistance programs'® would remain
intact and would be distributed to students as it is now,
based on financial need. Additionally, non-formula funding,
which accounted for $1.4 billion in 2007," could be used
to support graduate and Ph.D. programs through fee-for-
service contracts between universities and the state.

CONCLUSION

Most importantly, returning purchasing power to the con-
sumer would inject missing market forces into the higher
education marketplace. These forces, especially when com-

bined with performance contracts, have the ability to im-
prove accountability and efficiency at universities, while
guaranteeing a quality education for students.

The success of student-centered funding in Texas hinges
on the commitment of the Legislature to hold constant the
value of student vouchers and to maintain student loan aid
funding at current levels.”” Without this commitment from
the Legislature, simulating the forces of competitive pricing
and consumer demand will fail to have the intended impact
on the market.

Colorado has taken bold steps to restructuring the funding
of its higher education system, and as one of the country’s
leaders in higher education reform, Texas is the perfect place
to demonstrate the success that is to be had by giving stu-

dents the ability to demand an affordable, quality educa-

tion. %
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