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Recession, Retrenchment, and Recovery:

State Higher Education Funding & Student Financial Aid
Sponsored by the Lumina Foundation for Education

Review of Selected Literature

The purpose of the Recession, Retrenchment, and Recovery project is to identify
states that have successfully maintained financial access to postsecondary
education for their students throughout economic cycles and to collect and
disseminate policy strategies used by these states to help bridge these cycles.
The project includes three phases: an analysis of historical state funding data for
higher education and student financial aid, including a review of the literature; a
survey of state higher education and student financial aid officials; and in-person
interviews of selected state higher education policymakers.

Much has been written about the impact of recession on state higher education
and student financial aid funding and the resulting effect on student financial
access to higher education. Most particularly, forecasts prior to the turn of the
century and studies generated in response to the economic downturn
commencing in 2001 have produced dire predictions about higher education
opportunity given the status of state funding demands, tax structures, and value
given to postsecondary education.

Many disciplines - education, economics and political science among them -—
investigate and attempt to explain the impacts of recession and the process and
timing of recovery on the levels of higher education funding These would include
such diverse elements as the different state methods of funding higher education;
state political structure and locus of control; governmental and societal
philosophies about higher education; government intervention and belief in
markets; and the hierarchy of policy and funding levers available.

The project team initially suggested that literature relating to higher education
finance, student financial aid, economic recession, and student access to higher
education be reviewed. References were provided from a symposium on higher
education finance held at lllinois State University in April 2004, which served as
the inspiration for this project.

In addition to an electronic search on the related topics and visits to websites of
major policy centers, institutes, consultants and policy think-tanks, the Chronicle
of Higher Education, Journal of Student Financial Aid, and the papers presented at
the last five National Association of State Student Grant Aid Programs annual
research conference were reviewed. This report provides a synopsis of selected



May, 2005 Literature Review 2

studies that, for the most part, were published since 2000 and reflect the current
economic environment as well as some earlier important seminal studies.

The literature surveyed for this review focuses on several broad areas. The first
contains articles that attempt to broadly define the funding issues. Using
historical, economic and forecasting approaches, the selected authors examine
the decline in higher education funding and assess the outlook for recovery. A
second broad category of literature reviewed attempts to define the parameters
and detail the workings of the higher education funding process. This also includes
literature identifying the core beliefs that govern these processes such as beliefs
about states’ responsibility for providing college access, and about the effective
allocation of resources through markets.

The third category of articles reviewed describes the tension among the various
parties in higher education that compete for the dollars allocated to the entire
higher education system in each state. The tension caused by competition for
state appropriations among the sectors of higher education is one obvious tension
but others exist as well — such as the desire for state legislatures or Governors to
control higher education dollars by attaching “strings” and implementing
accountability measures. A fourth category of articles examines the current
environment and new funding strategies which have been implemented or are
under consideration.

Recession, Retrenchment, and Recovery

Funding for higher education, like many organizations supported by state tax
revenues, varies with economic cycles. There have been five recessions in the
past 30 years and most higher education systems have weathered these storms
by making temporary spending adjustments and increasing tuition until state
funding recovered. However, higher education observers suggest that the most
recent recession and its aftermath indicate that public priorities and states’ ability
to support higher education may have changed significantly and that previous
funding levels may not be restored.

Not Just another Recession

In “For Colleges, This Is Not Just Another Recession,” David Breneman (2002)

notes that “Every decade since 1970 has opened with a recession” but asserts

that:
..[A]ls we work our way through yet another one, we should not
complacently view it as just one more turn of the cycle. What
distinguishes the recession of the early 2000s from previous
downturns is that it is posing much more serious questions about the
values of our society and the strength of our commitment to
educational opportunity. Those questions involve fundamental issues
about affordability and access for all qualified students.
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Breneman pointed out that the recession of the early 1970s was due to economic
stagflation — slow economic growth coupled with rising inflation. The era was
characterized by low productivity gains, an energy crisis, and serious
unemployment issues  for
IDENTIFYING THE FUNDING college graduates. Faculty

PROBLEM members saw declining real
incomes; college enrollments
continued to rise but at slower
rates. It was also, however,

Breneman (2002): Recent recession not like the past.

Economic H Ed Approp College the time of the Education
Time Period Disturbance /State Rev Enrollment
early '70's increased low growth Amendments of 1972 that
early 80's increased low growth made the federal government
ly 90' i decli . e . .
ooy 00’ ecooaion e a significant provider of aid

for low-income students. The

Conclusion: Higher education cannot depend on state revenues
increasing in the future, regardless of demand. Federal Pell Grant program
was implemented (then called
Basic Educational Opportunity
Grants) and student loan
programs were expanded.

Hovey (1999)/Boyd (2002)

Forecast state structural deficits over decade Breneman notes that “The
(state tax revenues < state obligations) nation pursued a commitment
Slow-growing tax revenues bec_ause to ensure access to hlgher
- no sales tax on services . .
- no sales tax on Internet purchases education for all qualified
- lack o_f state income t_axes in 10 sta_tes students.”
- small increase in capital gains, excise taxes
Rap‘d'V'g’°_"{)‘i’éga;;"}:§t§?;‘rgs‘jr‘\‘,’£:s The recession of the early
* - growth in entitlement programs 1980s resulted from fo reign
Impact on state finances competition and schools
- 39 states (Hovey); 44 states (Boyd) will have received much of the blame
- structural deficits over the next decade for our lack of competitive—
Impact on higher education funding ness — the Secretary of
- % of revenue devoted to higher education Ed . , A Nati
will fall in most states ucation’s report, ation
- Higher ed will have a "balance wheel" at Risk’ was pub||shed in
function in state budgets

1983. Colleges raised tuition
sharply to counter high
inflation and falling enroll-
ments and in the process of doing so, discovered that students’ demand for
education was relatively inelastic, they continued to buy even when prices rose.
Following this realization, it was not surprising that college prices continued to
rise and private schools implemented a new tuition policy — the beginning of the
high tuition/high aid model. Higher education had entered the market economy.

Breneman identified the end of the cold war and reduced defense spending, along
with more foreign competition, as helping to induce another recession in the early
1990s. Between 1991 and 1992, for the first time, state appropriations for higher
education declined. Schools responded by increasing tuition and were actively
encouraged to do so by many governors. While the “high-tuition/high-aid” policy
was officially adopted in some states, during recessions the “high aid” part failed
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to materialize and enrollment declines were documented. Other pressing needs
for state dollars began to grow — prisons, K-12 education, roads, Medicaid and
pensions. As a result, the states’ share of public higher education revenues
continued to decline.

The shift was noticed by public university presidents who commented, “We used
to be state-supported, then we became state-assisted, and now we are state-
located.” Others observed that they were leading a new type of institution:
“privately financed public universities.” Governors supported tuition freezes and
rollbacks to address concerns about affordability for politically active middle class
families. The rise of merit aid, tax credits and college savings accounts were
devices to help middle- and upper-income families pay for college.

The dot-com bust of the early 2000s was the beginning of the latest recession,
after nearly a decade of economic growth. The financial impact on colleges from
this recession was the most severe. Tuition increases were at 15 to 30 percent to
compensate for budget cuts resulting from large state revenue deficits — twice the
level of the last recession. Raymond Scheppach, former director of the National
Governors’ Association, observed that the tax base that states rely on was
designed for the manufacturing economy of the 1950s, not the service oriented
economy of the 21°%' century. Washington has shifted social service obligations to
the states. Private schools are in jeopardy as well — with those at highest risk
being poorly endowed, tuition-dependent colleges with enrollments under 1,000.

Breneman noted that the number of high school graduates will increase, with the
largest public high school graduating class ever in 2008 — 3.2 million students.
The recessions of the ‘80s and ‘90s did not deal with increasing enroliment.

States have “clearly failed to learn and adapt to the underlying economic
realities,” Breneman, 2002. The political environment precludes taking a longer
view, thereby subjecting government to the vagaries of the annual budget cycle.
Further, institutions focused on new revenue streams rather than cost control.
The “dysfunctional response of slashed higher-education budgets and sharp
increases in tuition appears destined to continue.”

Breneman noted that fundamental reform of state tax codes is needed. Most
states need tax changes — basic tax fairness, which includes income taxes in
states without them and taxes on services and the Internet. If coupled with
changes in institutional efficiency and productivity, tax changes could minimize or
erase the structural deficits now foreseen for higher education.

Retrenchment: Shifting Costs to Students

According to Pat Callan (2002) in Coping with Recession: Public Policy, Economic
Downturns and Higher Education, formulas for setting tuition were early victims of
a recession and the steepest tuition increases in the public sector occurred during
recessions as states seek to shift their costs to users, including students and their
families. Callan believes that higher education absorbs larger cuts when revenue
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shortfalls are allocated among state services and these costs are then shifted by
the schools to the students. At the same time, no new financial aid will
accompany the cost increases; in fact student aid may be reduced.

Although the early 2000s were not good years, they were cushioned somewhat by
the robust good health of higher education during the late 1990s, Callan, 2002.
However there are new considerations that will make future recessions harder:
higher enrollments in general and of poorer students in particular; the different
impact of higher education costs depending on one’s generation — one generation
attends school during “good times” with small tuition increases (or even tuition
cuts) and generous financial aid; then the next generation attends during the bad
times and encounters double digit tuition increases and cuts to financial aid. Also
in the future the mismatch between the current public policies and students’
needs will be exacerbated. Most of the recent increases in student aid have been
for the middle class in the form of merit aid and tax credits. Most of the projected
increase in numbers of students will come from families not able to take
advantage of those programs.

Outlook for Recovery: Structural Deficits

Harold A. Hovey, in his prescient 1999 report, State Spending for Higher
Education in the Next Decade: The Battle to Sustain Current Support, wrote that
many states were headed toward structural deficits. The problem was clearly not
as obvious in 1999 as it would become over the next 10 years. His fiscal forecast
of state and local spending patterns indicated that, before the end of the first
decade of the 21st century, only 10 states would have budget surpluses; one
would have neither a surplus nor deficit; and 39 were projected to have structural
deficits. Hovey added,

Assuming that higher education were merely to share equally in the
fiscal pain of helping states respond to their structural deficits (rather
than being singled out for additional cuts, a ‘balance wheel’ function
that higher education has served in the past) then, based on national
averages higher education would not see expansion of spending
patterns for any program except as financed by reductions in other
programs within total higher education spending...

It was also noted that “at the same time that states will be facing structural
deficits, [they will be] seeking to fund new initiatives in many state program areas
outside of higher education, confronting the difficulty of cutting current services in
these other program areas, and confronting the difficulty of raising taxes,” Hovey
1999.

Hovey suggested the following outcomes of the predicted structural deficits:
1. Structural deficits will not be allowed to grow as large as forecasted

because unbalanced budgets are generally not allowed, restricting
cumulative deficits.
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2. While spending reductions are assumed to be used to reduce deficits, tax
increases are also possible. However, it is possible that taxes will be
applied on items generally not responsive to economic growth, such as
further taxes on goods rather than taxes on services or higher income
taxes.

3. Spending will shift further from public spending to private spending. The
increase in tuition and fees is one example of this shift.

4. States may require private spending for public purposes similar to the
lifeline rates now offered by some utilities that are partially subsidized by
other customers’ rates.

Don Boyd (2002), in State Spending for Higher Education in the Coming Decade
suggested that

[E]ven if state and local governments close their current budget gaps
with entirely recurring actions, rather than gimmicks that provide
only temporary relief, most states will face continuing difficulty
financing current services with existing revenue structures, and will
not have resources for real increases in spending. Given that state
and local governments have increased real per-capita spending
significantly in each of the last five decades, this suggests citizens
will have to either scale back their appetite for government services
or support changes in revenue structures to finance new growth.

Within eight years from the time state and local governments close current
budget shortfalls they are likely to face gaps that for the nation as a whole
approximate 3.4 percent of revenue, Boyd, 2002. A total of 44 states face gaps
under these assumptions, with 12 states facing gaps of 5.0 percent or more of
revenue. While these gaps are smaller than the current crisis-induced gaps in
many state budgets, the shortfalls have resulted from swift sharp shifts in the
economy and financial markets. It was suggested that even after this crisis,
states and local governments will face continuing stress.

Boyd cites two main problems for states’ financial difficulties. First, spending in
many states will be boosted by rapid growth in Medicaid, the health insurance
program for the poor and medically needy. Second, tax revenues will not grow as
fast as the economy due to projections of balanced economic growth. Unlike the
late 1990s, the economy will not generate annual surges in capital gains income
and there will be a significant slowing of sales tax revenue due to continued shifts
in consumption from goods to lightly taxed services. He also expects tax revenue
losses due to the difficulty of collecting taxes on Internet-related transactions and
growth in excise tax revenues that will not keep up with overall economic growth.

Boyd summarizes his findings by stating,
..[Flor the nation as whole, state and local governments in

aggregate are projected to face a gap of 3.4 percent of revenue at
the end of eight years. Personal income, a broad measure of the
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economy, is projected to grow at an annual average rate of 5.1
percent. State and local spending needed to maintain current
services is projected to grow a bit more slowly than the economy, at
an average annual rate of 5.0 percent. Revenue, by contrast, is
projected to grow considerably more slowly than the economy, at an
annual average pace of only 4.5 percent.

He concluded that, “For the nation as a whole, higher education spending is
projected to grow 40 percent over the 8-year period, considerably slower than the
47.4 percent growth projected for total spending — about 0.7 percent slower per
year. Higher education is expected to grow faster than total spending in only 8
states and slower than the total in 42 states.”

Aligning Policies and Decisions:
Appropriations, Tuition, and Student Financial Aid

If predictions are accurate, the quality of higher education and the promise of
inclusive access to opportunity may be at risk. In developing strategies for
maintaining support for higher education, consideration should be given to how
funding decisions are made and alignment of higher education’s needs with state
policy goals and directions.

Funding as a Policy Tool

Dennis Jones’ (2003) purpose in “Financing in Sync: Aligning Fiscal Policy with
State Objectives” was to “identify the distinct elements of financing policy,
describe alternative forms of these elements, and illustrate the alignment of these
policies in the context of alternative state priorities.” He concludes that “funding —
with regard to both the levels and the methods by which resources are distributed
— is the dominant policy tool used to affect higher education institutions and the
outcomes they produce.” Financing is also a flexible tool because funding
decisions are generally revisited each year by the legislature. Financing can act
as both an incentive as well as a deterrent, containing elements of both the carrot
and the stick; while rules tend to be viewed as completely negative.

The policy levers of higher education funding are identified in Figure 1. Jones
(2003). Appropriations, defined as payments “made directly to institutions for
support of general operations,” are subdivided into three categories: base
institutional funding “for creation and maintenance of the educational capacity of
the institution”; special purpose funding to “promote utilization of this capacity in
ways designed to achieve state priorities (performance or incentive funds)”; and
appropriations for capital additions or renewals. In addition to appropriations,
other policy levers are tuition and fee policies (establishing “sticker prices” and
policies on fees); state student financial aid policy (both need and merit based);
and institutional financial aid of all types.
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Figure 1
Overview of the Higher Education Funding Process
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From “Aligning Fiscal Policy with State Objectives”, page 7

Policy levers are almost never considered together but are usually managed in
isolation and in no particular sequence. Jones (2003). Since these levers are
manipulated by different entities they are also manipulated with different goals in
mind. Generally, the goal of state legislatures is to control spending, while the
institutions are attempting to maximize revenue and to provide resources to
improve institution quality and status.

This piecemeal approach to higher education policy leads to an array of
counterproductive outcomes, including reducing state support to schools during
recessions causing tuition to rise; administering financial aid as fee waivers
making recipients ineligible for tax credits; not integrating federal Pell grants into
state needs analysis formulas; discounting tuition for students who would enroll
and pay anyway; and holding tuition levels artificially below what most students
would be able to pay, thereby eroding quality. Jones (2003).

To reduce the number of counterproductive outcomes, Jones recommended that
financing policy reinforce state priorities; that states ensure institutional capacity
to meet priorities; that tuition be affordable for most students; and that
transparent funding mechanisms and fair treatment of all parties be encouraged.
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Governance and Policy Goals

Kenneth P. Mortimer (2004) in "The Governance Context for State Policies on
Appropriations, Tuition, and Financial Aid” outlines four key questions that can be
asked to identify “the patterns and principles of governance in the states that are
useful in describing the range of political behaviors that prevail” when decisions
about appropriations, tuition and financial aid are made.

1. “What decisions are made about appropriations, tuition and financial aid?”
Mortimer noted that “appropriations decisions cannot be separated from
those made about the entire state budget.” Decisions about taxes and the
pressing demands of other functions of state government influence the
appropriations, tuition and financial aid decisions as much or more than the
split between the various types of appropriations to higher education.

2. “Who makes these decisions?” While all states have some process in place
for approving appropriations, the authorities designated and the amount of
control distributed varies from state to state. Most states “retain the
authority to appropriate funds; the delegation comes variously on how to
spend the monies appropriated.” “Approximately 24 states have governing
boards, 24 have coordinating boards, and two have planning agencies” to
perform that function.

3. “What beliefs or assumptions are evident when these decisions are made?”
and,

4. *“What policy goals underlie these decisions?”

Mortimer identifies four separate policy roles that states may assume when
determining appropriations for higher education. States may view themselves as
providers and subsidize higher education “with little regard for the market.” Or
they may act as regulators by “controlling user charges and constraining
institution discretion in the use of appropriations.” Some states act as consumer
advocates by redirecting at least some appropriations away from institutions into
the hands of the student consumer. Or they may see their role as one of steering
markets to “produce outcomes that are consistent with state priorities.”

Mortimer suggested that direct appropriations may undervalue the total dollars
going to postsecondary education. “In some states legal costs are included in the
attorney general’s budget.” Other states put some fringe benefits (such as state
cars) into other budgets. Debt service is often found in the general state budget.

According to Mortimer, appropriations, tuition and financial aid decisions are
affected by:

e Governance structure: statewide policy boards, multi-campus boards or
institutional governing boards. State policies set the hierarchy and decision
making authority of each board.
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e Governance functions: The Governor often has “more influence over the
actual expenditure patterns after the appropriations are made than he may
have over the appropriations process itself.”

e Incentives: Who sets tuition and who keeps it? In Hawaii, the board set
tuition and the state legislature felt the rate set was too low; it took over
the process and tuition rose 50 percent. Many states have done the
reverse — put the brakes on tuition increases proposed by the institutions.

Figure 2
Influences on the Higher Education Funding Process

DECISION MAKERS:
« Governance Structure
« Governance Functions
« Incentives

POLICY GOALS:

» Promote Access

» Promote Efficiency
» Ensure Performance
» Maintain Assets

» Improve Quality

» Enhance Economic
Development

Source: Kenneth P Mortimer, “The Governance Context for State Policies on
Appropriations, Tuition, and Financial Aid for Higher Education, 2003

Mortimer identifies seven goals for the appropriation process: (1) promote access,
(2) promote efficiency, (3) ensure performance, (4) maintain physical and human
assets, (5) improve quality and prestige, (6) enhance state’s economic
development (support medical schools, engineering programs, high tech
programs), and 7) promote a political/reform agenda such as literacy
development or economic development. That these goals often conflict is obvious;
the selection of goals and hierarchy of the selection can have profound impacts on
the higher education funding process.

Three goals for tuition charges were identified: (1) affordability, (2) close revenue
gaps, and (3) support differential missions and costs. In tandem with these goals
are three for financial aid: (1) maintain affordability, (2) reward performance, and
(3) stem the “brain drain.” Again, these goals conflict and the selection and
ranking of the goals determines the private/public split of higher education costs
and the costs borne by students coming from different socioeconomic sectors.
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Legislative Perspectives and Priorities

In Linking Tuition and Financial Aid Policy: The State Legislative Perspective, Julie
Davis Bell (2003) wrote, “The rapidly changing demographic makeup of our
population, projected growth in higher education enrollments, stagnant state
economies, and increasing turnover among policymakers all point to the need to
rethink how we finance higher education and how we ensure that the most
economically challenged among us do not experience decreased access and choice
options for postsecondary education.” Bell’'s survey of legislators was
commissioned as part of a larger project, Changing Direction: Integrating Higher
Education Financial Aid and Financing Policies, at the Western Interstate
Commission for Higher Education (WICHE) for the purpose of exploring the
linkages between state funding and student financial aid policy. It received
responses from 44 legislators from 29 states (including most of the “big” states
except Texas, Indiana, New Jersey, and Minnesota).

Legislators saw a “distinction between the tuition policy process and the student
financial aid policy process” and did not report a great deal of coordination
“between the key state policymakers and educators on tuition and financial aid
issues.” Overall, the legislators that responded were not critical of the process nor
did they have frustrations with it. Although legislators “feel hampered by the
economy in their policy decisions,” overall, most felt that their states’ tuition
policy process and the student financial aid policy process were “fair, flexible and
equitable.”

Only about half the respondents indicated that their state legislature had an
overall philosophy regarding tuition and financial aid and of those, most indicated
that this philosophy was always a consideration in policy making. However, policy
concerns tended to be short-term and the legislatures most often dealt with
“current issues rather than address issues in the long term.”

The legislators were asked to determine the relative significance of the roles of
the legislature, the governor, and the higher education community in setting
tuition policy and state student financial aid policy. Overall, respondents indicated
that they had the most significant role of all policymakers regarding student
financial aid policy while higher education governing boards were the most
influential in setting tuition policy. Relative to the governor, legislators indicated
their role was more significant on both tuition and financial aid policy.

The legislators who responded suggested their states ran the gamut in financial
aid philosophies. While some suggested that no philosophy dominated, the
majority listed one of the following: high tuition/high aid; low tuition/low aid;
medium tuition/high aid; low tuition/high aid; low tuition/adequate aid; moderate
tuition/moderate aid; “no qualified student should be excluded for financial
reasons”; low tuition/high aid for students who need it.
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Factors influencing state financial planning included the reality that “economic
forces dictate fluctuations in tuition and student financial aid” expressed by nearly
all respondents in some form, and the acknowledgement that funding is restricted
by “state tax limitation structures” and “state political culture.” Other practical
factors included the number of applicants, job opportunities for graduates and the
availability of federal funds. On a more philosophical level was the conflict
between the competing ideas of need versus merit aid and the desire to target
grant aid to cer