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PREFACE

Financing Pathways for Students and Community Colleges is part of a four-paper series that
explores a variety of state policy approaches for dramatically increasing community college
completion rates and building a competitive workforce. The series emphasizes the role of state
policy in creating the conditions, incentives, and structures needed to forge seamless, affordable
pathways to credentials and careers for all students — especially those who are underprepared
and underserved. All told, the papers offer policy recommendations for reshaping how states
measure student success, fund public 2-year institutions, strengthen alignment across K-12 and
postsecondary systems, and support students along their paths.

Said differently, the papers focus on metrics, money, and systems integration. These three
pillars reflect the collective vision of JFF’s Policy Leadership Trust for Student Success (the
“Trust”) for what ought to be the primary focus of policymakers concerned with college
completion. Established by JFF in 2015, the Trust comprises two-dozen community college
presidents and state system leaders who together cull their institutional knowledge and the
latest evidence to consider how policy can best catalyze change in higher education and improve
student success. In 2017, the group released a set of policy design principles and priorities to
represent their core tenets!.

JFF commissioned this paper series to delve more deeply into the Trust’s priority issues. The
goal is to stimulate discussion and consideration among practitioners and policy influencers,
alike.

Thank you for reading,

David Altstadt
Associate Director, JFF
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INTRODUCTION

Imagine starting a new community college that will do everything right. It will have instructional
programs that fit perfectly with the needs of both students and employers in its area. It will
implement the best, research-based practices in advising, scheduling, career counseling,
financial aid administration, and other support services. It will hire and retain highly qualified
faculty, administrators, and support staff who will work in physical facilities perfectly suited to
its curriculum. It will blend state-of-the-art technology with high-touch instruction in ways that
maximize students’ capacity to learn. It will integrate with other services in the community to
support students’ housing, nutritional, transportation, health, and child care needs. All students
will have pathways that are as efficient and effective as possible, from their first days on campus
to their final outcomes, whether they are job offers, transfers to other institutions, or the
fulfillment of personal educational goals.

This paper takes as its starting point the premise that we already know much of what needs to be
done and have good examples of programs that work for students, communities, and employers.
The “pathway” framework encompasses many of those ideas, which have in common a focus on
integrating services and programs into more coordinated offerings that produce better results.
Given that knowledge, then, the question is, how do we pay for those types of programs on the
scale that states and the nation need? What does it mean to finance pathways, and what
approaches to funding could states and institutions adopt?

After briefly reviewing the current landscape of community college finance, the remainder of
this paper breaks the issue of “financing pathways” into three sections, each with examples and
recommendations to address the following challenges:

e Challenge 1: Improving the alignment of financing with student pathways.
¢ Challenge 2: Improving the timing of pathway financing.
¢ Challenge 3: Increasing the quantity of pathway financing.

BOSTON | WASHINGTONDC | OAKLAND jff.org



HOW COMMUNITY COLLEGES ARE FUNDED

Table 1. FY 2016 Summary of Revenues of Public Two-Year Institutions

Total | Percentage | $ per $ per
$ of total | FTE FTE
(billions) student student
Total revenues $15,700 $15,710
Operating Tuition and fees 9.1 16% 2,600 2,562
revenue
Grants and contracts: Federal 1.6 3% 400 445
State 1.8 3% 500 504
Local and 0.5 1% 100 143
private
Sales and services of auxiliary 1.6 3% 500 452
enterprises
Other operating revenues 0.9 2% 200 246
Nonoperating Appropriations: Federal 0.0 0% 0 14
revenue
State 14.1 25% 4,000 3,993
Local 11.2 20% 3,200 3,158
Nonoperating grants: Federal 9.0 16% 2,500 2,536
State 1.8 3% 500 523
Local 0.2 0% 100 60
Gifts 0.3 1% 100 80
Investment return (gain or loss) 0.2 0% 0 44
Other nonoperating revenues 0.7 1% 200 212
Other revenues | Capital appropriations 1.7 3% 500 487
and additions
Capital grants and gifts 0.3 1% 100 85
Additions to permanent 0.0 0% 0 4
endowments
Other 0.6 1% 200 161

Overall, in 2016, community colleges served about 30 percent of all postsecondary students in
the United States but generated only about 10 percent of all institutional revenue.2 The figures in

Table 1 give a general sense of where most of the money comes from. “Core” revenue for

community colleges includes tuition and fees (16 percent), state appropriations (25 percent),

and local appropriations (20 percent), (percentages vary dramatically from institution to

institution). In addition, federal “nonoperating grants” on the balance sheet are primarily made
up of federal Pell Grants to students, some of which the institutions keep in addition to the net
tuition. Other sources of revenue include other state and federal grants, including funds for
workforce training, adult basic education, noncredit education, etc. While these can be
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significant for some colleges, they do not approach the size of the “core” funding sources for
purposes of addressing education needs at scale. These funds are also not necessarily available
for instruction or support for students in credit-bearing courses, so the actual available revenue
per full-time equivalent (FTE) student may be less than it appears.

These are national averages. They do not describe a “typical” community college, but reflect
instead the variations in how colleges in different states (and sometimes the same state) are
funded. Most colleges rely heavily on state support, with additional income from tuition and
little or no local government funding. Local funding is heavily concentrated in a minority of
states and institutions where it is the first or second most important type of support for colleges.

Funding patterns are changing, however, as state support continues an intermittent but
generally downward trend, with severe cutbacks during recessions followed by increases that do
not get quite back up to the prerecession levels of funding per student. In 2006, state
appropriations were the largest core revenue source for about two-thirds of community colleges
nationwide, which accounted for about the same proportion of FTE students. By 2016, only 54
percent of community colleges had state appropriations as their largest source of revenue, while
tuition and fees were the largest source at 25 percent of institutions (accounting for 25 percent
of all community college students) and local appropriations were the largest source at 20
percent of colleges (accounting for 30 percent of students). A striking example of this trend in
the last decade was Arizona’s decision to completely eliminate state funding to community
colleges, which left them entirely dependent on local taxes and tuition support.3

Table 2. Community Colleges by Largest Revenue Source, FY 2006 and 2016
LARGEST REVENUE SOURCE

FTE students

Local State Tuition
Number of 195 736 182
colleges
Percentage of 18% 66% 16%
colleges
Percentage of 26% 61% 13%

FTE students

Number of 228 605 280
colleges
Percentage of 20% 54% 25%
colleges
Percentage of 30% 53% 16%
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One reason to classify colleges this way is to highlight the differences among institutions in
terms of their primary “customers.” While all of them would no doubt describe their missions as
serving students in some way, their primary financial relationships vary—for most, the state
remains the largest funder, while at a large minority of other colleges, students or local
government taxing districts provide more of the core funding.

Each of the core funding sources has certain advantages for colleges and students while also
creating challenges. These are outlined in Table 3. Tuition (which I will use as shorthand for
tuition and fees) provides the advantages and disadvantages of a “market” for education,
generating revenue for institutions that meet educational demand, but creating affordability
barriers for those that can’t participate in the market. State appropriations can help level the
playing field, but they are often poorly timed with demand and have struggled to keep up with
need. Local appropriations have been more stable, but that approach to funding creates
disparities between wealthier and poorer communities, which may have the highest need but the

weakest tax bases.

Funding Source

Tuition

State appropriations

Local appropriations

Advantages

An incentive and a
resource for meeting
student demand.

An incentive for students
to make more careful
enrollment decisions.

Resources can go where
demand/need is highest.

Can help level the playing
field for low-income
students.

The revenue source
(property taxes) is less
cyclical than state
sources.

Challenges

Low-income students are
left out in the absence of
financial aid.

An incentive for students
not to enroll at all.
Politics often conflict with
good policy.

Highly cyclical, subject to
roller-coaster cycles.

There are many
competing priorities for
state funds.

State planning may be
less sensitive to local
needs.

Communities with the
greatest need have the
smallest tax bases.

Table 3. Key Characteristics of Core Funding Sources for Community Colleges

‘Customers’

Students, families,
financial aid providers.

State legislature,
taxpayers, lottery
participants.

Local governing boards,
communities, taxpayers.

In the current system, the most robust financing scheme for community colleges involves a
combination of all three core sources. Yet none of the core sources was really designed with
student pathways in mind. The primary drivers of funding are the credit hour (for tuition and
often for state and local funding as well), state politics and budget considerations largely out of
community colleges’ control, and inertia (cost-to-continue or base-plus-type budgeting).
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State appropriations for community colleges

State regulatory and planning policies are important to every community college revenue
source, but state appropriations have the most direct impact on colleges’ budgets. How much
money a college receives in state appropriations varies immensely from state to state, but the
amount is determined by three or four key inflection points, depending on the size and
complexity of a state. The first two are typically in the province of high-level elected officials—
the governor, the legislature—or the voters themselves. The second two vary in the extent of
legislative versus administrative control.

First, the total amount of revenue available for all state spending depends on the size of the
state’s economy, which is only partly under the control of policymakers, and the level of
taxation, which is a matter of state policy. In some states (e.g. Colorado and California), voters
have played a direct role in decisions about taxes.

Second, revenue is typically allocated at a high level among all the things states fund—education,
health, law enforcement, etc. In smaller states, community colleges’ share of the pie might be
decided at that level, while in others the overall education or higher education budget might be
determined at that level and then handed off to specialized committees or executive agencies to
divide further. This is another major policy and budget inflection point. It is partly constrained
by “required” levels of spending elsewhere in the budget for entitlements (e.g. pensions) or
federal matching/maintenance-of-effort programs (e.g. Medicaid). Higher education can end up
being the last to be funded and the first to be cut, in a phenomenon labeled the “balance wheel”
for state budgets.4

Third, within the education or higher education budget, policymakers determine how much goes
to different systems or sectors. This inflection point may involve a combination of political,
statutory, historical, or technical factors. In some states (e.g. Tennessee), this allocation is part
of the formula process, while in others (e.g. Florida) it precedes the application of any formula.

Fourth, the distribution of the community college appropriation among individual institutions is
usually determined primarily by formula, although about a third of states do not have an
allocation formula.5 Nonformula states typically use a “base plus” or “base minus” approach,
passing along increases or decreases in funding proportionally to everyone. In a few states
(usually small ones) legislators and the governor negotiate allocations to individual institutions
as part of the overall budget process.
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Figure 1. Decision Points in State Appropriations for Community
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Funding Formulas

Enrollment (credit hours or head count) is the most common metric used in funding formulas to
determine allocations. It may or may not be “weighted” to reflect different levels of cost. Square
footage is often used to determine all or part of the physical plant/maintenance component of
formulas. The results of the formula process can be added up to create a budget request to the
legislature for an overall level of funding, but the legislature cannot be forced to fulfill that
request. Typically the formula will either be implemented after a total amount has been set, or
the amounts in the request will be prorated depending on what the legislature actually funds.

Outcomes-Based Funding

Enrollment-based funding has been a long-standing driver of community college growth in most
states. Along with tuition, this has created an academic and financial system in which the
numbers of students enrolled and the number of courses they take determine the financial
health of institutions. This system provides no resources based on how well students do in their
courses, or whether the courses add up to worthwhile degrees or lead to careers.

Concern about that disconnect has led many states to experiment with “performance-based” or
“outcomes-based” funding. In fiscal year 2018, 22 states were implementing some kind of
outcomes-based funding for two-year colleges, according to a new report by Martha Snyder and
Scott Boelscher.® The report classifies state outcomes formulas in four categories, from
“rudimentary” (Florida, Michigan and North Dakota) to “advanced” (Louisiana, Nevada, Ohio
and Tennessee), and shows the percentage of state funding allocated by different measures. In
most states with formulas, outcomes other than enrollment account for less than 10 percent of
state support, so while the outcomes funding movement may have drawn more attention to
student success issues, it has not yet generated enough funding to adequately support the
scaling up of pathway strategies.
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CHALLENGE 1: IMPROVING THE ALIGNMENT
OF FINANCE WITH PATHWAYS

Under the current funding system, most components of strong student pathways are effectively
unfunded “overhead” that must be paid for with money from a budget that was not designed
with pathways in mind. Of all the elements of a pathway, it is usually only credit-bearing courses
that generate revenue, while other academically important functions are considered to be
overhead from a business point of view. Admission, orientation, advising, transfer, curriculum
design, career placement, financial aid, and health and safety are among the critical components
of integrated pathways that lack dedicated funding sources. In order for pathways to be practical
on a large scale, their financing needs to be structured so that all components of the pathway
have funding sources that will grow or shrink with the need. Institutions’ and students’ success
in designing, implementing, and following pathways should result in financial success as well,
but in the current system student success and fiscal stability are often disconnected or in
conflict.

Tackling the challenge of finding new ways to finance pathways requires an understanding of
the populations colleges serve, the full spectrum of costs faced by both students and institutions,
and the gaps in resources available to serve those populations and meet total costs. Financial aid
and state appropriations to community colleges cannot and should not do everything. Monetary
support from families, employer funding, federal aid and tax benefits, and assistance from other
education sectors and social services programs all need to be considered as part of integrated
pathway financing. With a full picture of costs and resources, states can then determine where
their investments fit best and whether financing pathways involves more resources dedicated to
helping more students navigate existing paths (financial aid, tuition cuts) or focusing on
improving pathways or creating new ones (institutional and cross-institutional capacity).

Figure 2. Funded and Unfunded Components of Pathways

Figure 2 shows the student and institutional components of a pathway that require some kind of
funding mechanism. In most cases, for colleges, the only revenue-generating components are
the credit-bearing classes (in green), while everything else is a form of overhead with no
underlying source of financial support. Courses typically operate as individual revenue centers
and are not necessarily connected to one another academically or financially. Other key
functions create those connections but are essentially “overhead” with no revenue source of their
own. These include advising and curriculum planning, which in some cases, if executed perfectly
(leading to fewer major changes or excess credits), might cause reductions in revenue-
generating courses. There are also some functions that are shared with other entities, making
funding another kind of challenge. Recruitment, transfer, and job placement are examples of
activities that are essential to successful pathways but lack both a funding source and an
“owner” (in the sense that no one party is responsible for the entire function).
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“Financing pathways” means shifting more of the components of successful community college
programs from the “overhead” category to the revenue-generating category, and ensuring that
every component has at least one “owner” who has both budget authority over a revenue source

and programmatic authority over their programs.

Figure 2.

COMPONENTS OF A SUCCESSFUL PATHWAY

FUNDED COMPONENTS
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Credit Hours @
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Example: Accelerated Study in Associate Programs at CUNY

The pathway design that is the subject of the best research on both cost and effectiveness is
Accelerated Study in Associate Programs (ASAP) in the City University of New York system,
which started in 2007. Using a controlled experimental design, the program found that its
integrated suite of academic and student support services doubled the odds of students
completing their studies within three years. On a cost-per-student basis, it was significantly
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more expensive than the costs for other CUNY community college students, but on a cost-per-
degree basis, the total expenditure was lower. What is important to realize in this context is that
only about 11 percent of the program’s costs were related to course instruction; far greater
resources were dedicated to program planning, advising, student financial aid, and other
support services.”

Yet while ASAP has expanded both in New York and in replicated instances in several colleges in
Ohio, it remains essentially a “boutique” program with no clear way to reach all the students it
could potentially serve, since only 11 percent of the program’s costs are aligned with a dedicated
source of revenue. Programs like ASAP can expand with special requests to government agencies
or private foundations, and they may thrive with committed institutional leadership, but what
will happen in the next recession, when student demand spikes? And to achieve scale, programs
like these need to become the default, not something that only a small percentage of colleges can
successfully pull off.

RECOMMENDATION 1: CHANGE PUBLIC FUNDING TO (A DIFFERENT
KIND OF) OUTCOMES-BASED OR OTHER ALTERNATIVE MECHANISM

Given that tuition at most colleges can be used for the instructional components of pathway
programs, public sources of funding should be structured to align and grow with other elements
of the pathway that are not funded by tuition. Especially in cases where tuition is a large part of
the budget, public funds should be allocated based on pathway measures other than the number
of tuition-bearing courses a student takes.

Many instances of outcomes-based funding have proved to be seriously flawed and/or
inadequate to the task. If states choose to focus on outcomes-based funding, they should
consider focusing on one or two outcomes for the hardest-to-serve, least-funded students, rather
than spreading money around in ways that duplicate existing resources.

Example: Tennessee Outcomes-Based Funding

While many states have implemented some form of outcome- or performance-based funding,
few have done so in ways that allocate sufficient resources or that focus specifically on low-
income students. Tennessee’s formula is probably the strongest in this regard, with most state
funding allocated based on momentum points and degree and certificate completions. The state
also provides an 80 percent premium for low-income students.8 Even so, when it comes to
funding Tennessee community colleges, tuition and fees remain a larger source of support than
state appropriations, and the amount of financial support allocated through the formula, while
greater than that of other states, may not be commensurate with the size of the mission the
colleges are being asked to carry out. Tennessee’s program has received mixed reviews among
education researchers.’ © 1* On the other hand, no state’s approach to institutional funding has
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unequivocal evidence of effectiveness, and every state has a responsibility to try to align its
budget with its policy goals.:2

Policymakers should ask how many of the problems with outcomes-based funding to date have
to do with poorly designed or unfocused programs that, for example, create large incentives to
“game” graduation rates or that duplicate existing funding structures (such as tuition) by
generating the same amount of money for easy-to-serve students as they do for hard-to-serve
students. Or in other cases, outcomes funding could fail by not going far enough and failing to
produce enough revenue to support the desired outcome. Most programs involve relatively
token amounts of money, while even a relatively efficient associate degree probably costs
$20,000 to $30,000 in institutional expenditures.

A real test of outcomes-based funding may not have happened yet because there has been no
trial of a program that is truly focused on hard-to-serve, low-income students and has adequate
resources for the task. Consider, for example, how a program might work that provided $5,000
or $10,000 for every low-income student with moderate developmental education needs who
completed gateway courses in math and English. Would that free up institutions to think about,
and experiment with, ways to best serve students? Maybe students need extra time in
developmental education, or maybe what they really need are free sandwiches so they can work
without experiencing a hungry fog. Credit-hour funding only pays for one, but outcomes funding
might allow institutions to experiment and find what really works.

Example: Medicare ‘Bundled Payments’ Reform

Another way to integrate funding with pathways is to use larger “units” of measure than credit
hours. A two- or four-year degree might be too big of a bundle for practical and budgetary
reasons, but smaller bundles could include developmental education, general education, major
prerequisites, major requirements, or shorter-term credentials.

The federal government has been changing how it reimburses hospitals and other health care
providers to focus on longer episodes of care rather than offering micropayments for piecemeal
services. Instead of a system that provides more funding the more times patients are seen and
the more individual treatments they receive, with no support for in-home care or check-in
phone calls, etc., this system is designed to align hospitals’ and doctors’ financial incentives with
cost savings and patient outcomes. Providers that can keep costs down benefit from the savings,
while outcomes are closely monitored to ensure consistent or improved quality. Results so far
are generally promising, with some significant exceptions.!3 This system is not exactly outcomes-
based, because providers still get payments regardless of how well a patient’s treatment turns
out, but it does involve extensive monitoring and accountability for outcomes.
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RECOMMENDATION 2: REFORM TUITION AND FINANCIAL AID

Some might argue that community colleges should be tuition-free, and the rationale for the
“tuition-free” argument is indeed stronger with regard to community colleges than it is for other
kinds of institutions, and it’s especially strong for colleges where 70 percent or more of students
qualify for Pell Grants. But tuition does have advantages, and if it is going to be a major source
of funding for community colleges, it is important that it be designed to support scaling of entire
pathways, not just credit hours. Even more critical is the availability of financial aid that
prevents tuition from being a barrier either to initial enrollment or to taking as many courses as
appropriate. Specifically, reforming the tuition and financial aid framework would involve the
following:

e Creating fee revenue streams for all important services that are going to be funded by
students, so that there are no gaps between what a strong pathway requires and the
funding that is going to pay for it. Advising and student support costs should not be tied
to credit hours.

e Disguising pricing complexity from students using a simple structure (calling it all
“tuition” is a place to start) that covers all institutional and mandatory “pass-through”
fees, so that students do not need to be financial experts to know what their costs are

e Creating a financial aid system, integrated with federal aid, that results in evenly
prorated net costs so there is no artificial incentive for students to take too many or too
few classes. This could be anything from making tuition entirely free to having students
pay 90 percent of the full cost, depending on the funding available. But there should not
be a cap or a floor on the number of courses or credit hours supported.

e Linking financial aid renewal eligibility to key progress points in addition to, or in place
of, credit hours (e.g. remedial completion, general education, prerequisites, and transfers
in or out) and making sure financial aid covers any fees that could be important to
student pathways (e.g. credit-by-exam, prior learning evaluation, transcript production,
internship/apprenticeship placement, etc.).

¢ Including students’ non-tuition direct costs (the cost of books and supplies, for example)
and indirect costs (cost-of-living expenses or the opportunity cost of not working, for
example) in estimates of financial need, prorated for students’ enrollment intensity (the
more courses they take or the more time off work, child care, books, etc. they need).

¢ Eliminating, as much as possible, the need for student loans, or, if necessary, linking
loan eligibility and disbursement to students’ progress toward an economically viable
credential.
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Example: Straighterline

While not a community college, online course provider StraighterLine has a simplified pricing
structure for introductory courses that covers both its incremental instructional costs and costs
related to head count. Students pay $99 a month plus $59 per course. A similar scheme could be
used, with higher or lower fees, at a community college. That structure provides both an ongoing
source of funding for head-count costs (registration, records, advising, etc.) and for instructional
delivery. It allows revenue to rise when the number of students increases (and the school
collects more monthly fees) or when enrollment remains unchanged but the students take more
courses (and the school collects more course fees). StraighterLine’s internal financial workings
are undoubtedly more complex than the fee structure would suggest, but the pricing shown to
the student is simple while providing a balanced revenue stream.

Example: Minnesota State Grant

The state of Minnesota has a need-based financial aid program that is designed to eliminate
features that create artificial incentives for students to take fewer or more credit hours than they
need. It is combined with federal aid so that students receive the same amount of combined
state and federal aid per credit hour whether they take 3 credits, 8 credits, 13 credits or 15
credits. This fills in the stairsteps in Pell Grants, which go up in increments of 3 and are capped
at 12 hours.*4 This system is designed mostly for students at four-year institutions, which have
higher tuitions than community colleges and whose students, therefore, tend to have more
unmet need than their counterparts in community colleges. But it could also be used in a
funding system focused on community colleges.

Example: Ohio Community Colleges Student Success Fees

If the only way to fund community college programs is to charge students more, it should be
done in a way that clearly ties the increased tuition and fees to investments that will improve
outcomes for students or reduce their long-term costs by shortening the path to a degree. In the
past year, Ohio adopted three measures to generate additional revenue for community colleges
to enhance supports for students.’s First, states officials have permitted community colleges to
increase tuition levels by up to $10 per credit hour, with the expectation that colleges would use
a significant portion of the new revenues to implement new strategies to increase student
completion rates. Second, the state legislature authorized community colleges to establish a
“career services” fee to provide additional resources for an array of services aimed at helping
students choose a career/academic path as soon as possible upon enrolling, as well as to support
job placements, internships, and other services that help students either gain employment or
transfer to a university. Third, the legislature authorized a “career advantage” fee charged to
students once upon enrollment to fund a range of student success reforms, including (1)
programs to help students develop academic plans that take them all the way through
graduation or transfer; (2) financial planning programs to help students develop a plan to pay
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for the entire cost of a degree, (3) career counseling services; (4) development and
implementation of co-requisite remedial courses; (5) programs to help incorporate the benefits
of other governmental aid programs into the overall financial aid package students first receive;
or (6) other items identified in a college’s strategic completion plan.
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CHALLENGE 2: IMPROVING THE TIMING OF
PATHWAY FINANCE

Public and private funders of community colleges need to give more thought to the timing of
their investments. Much of the research and policy discussion about postsecondary funding
revolves around the types of programs that are worthwhile investments, how states and
institutions should spend their budgets, and which students or institutions will gain the most
from those expenditures. But an equally important issue, especially for community colleges, is
when investments are made, and that question has received much less attention.

There are two major timing issues to resolve in thinking about financing community college
pathways.

First, there is the problem of allocating startup funding to transformative new initiatives when
operating budgets are already stretched. While there are usually processes in place to fund new
capital investments—for buildings and other types of infrastructure, for example—there is no
equivalent process for one-time investments in other types of transformational initiatives. Even
if institutions can make the case that certain projects will yield improvements in retention rates
that will in turn lead to increases in tuition revenue, the increased costs will precede the
increased revenue. There may also be one-time costs for new technology or professional
development that need to be funded.

The second timing issue is the fact that student demand for community college services
increases during recessions—precisely at the time when students and states can least afford to
support the institutions with tuition or appropriations. Pell Grants help, at least a little. In
“Federal and State Aid During the Great Recession” (a chapter in the 2015 book How the
Financial Crisis and Great Recession Affected Higher Education), Eric Bettinger and Betsy
Williams show how, since the early 1990s, successive Republican and Democratic institutions
have systematically used Pell Grant increases as a stopgap during recessions.'® 17 While this has
helped with student aid, interventions to help institutions have been less systematic. There is
also a high risk that the federal government will not come to the rescue in the next recession or
that its efforts will be inadequate.

The biggest challenge in using state appropriations as a primary source for operating revenues
for community colleges is that state budgets tend to be cut during recessions while demand for
community college services increases. The pattern is predictable, but it still seems to come as a
surprise to many policymakers and journalists covering postsecondary education during
economic downturns.'8 The projections in the Digest of Education Statistics, which are based on
demographics rather than employment, are also consistently wrong as a result. Over the past 30
years, for every one-point decrease in the May unemployment rate from the previous year, there
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has been on average a 2.7 percentage point decrease a few months later in fall community
college enrollments.?9 The pattern reverses when unemployment goes up.

Peter Bahr has created useful taxonomies of community colleges based on student enrollment
patterns and goals.2° These classifications help distinguish schools that are more or less
transfer-focused, adult-serving, or continuing-education-oriented, for example. But colleges also
vary across time. We need to think of a community college as at least two institutions in one,
with the balance of functions continually shifting, and with implications for funding changing
depending on where they are in the cycle.

During economic expansions (when unemployment is low) colleges need more of the following:

e Programs that help employers struggling to find qualified employees.

e Part-time or on-site options to help fully employed adults advance their educations.

¢ Financial aid designed to offset income loss for students who need to cut back on hours
at work.

e Campus work-study programs to allow students to earn money more conveniently while
also helping colleges with employee shortages.2!

During recessions (when unemployment is high) colleges need more of the following:

e Programs to help communities transition to new economic models or preserve and
improve a workforce for when the current model recovers.

e Full-time, campus-based programs to take advantage of the additional time students
may have while working less or not at all.

e Ways to integrate pathway offerings and financial aid with social support programs (like
unemployment cash benefits and Supplemental Nutrition Assistance Program benefits).

Just as states in the Southeast have elaborate hurricane plans in place well before the season
arrives, states and institutions should also have economic “storm” plans that they have gamed
out and planned for both logistically and financially. Most community colleges will need to keep
all of these functions in place, but the balance will shift, possibly quite suddenly and
unexpectedly. The next crisis, if states have planned for it, may also be the optimal time for
investment.
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Figure 3. Unemployment Rate Changes in May Closely Predict Fall
Community College Enrollment Trends
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RECOMMENDATION 3: SHIFT ALL OR A SIGNIFICANT AMOUNT OF
STATE AND LOCAL COMMUNITY COLLEGE FUNDING TO PAYROLL
OR CORPORATE TAX STREAMS

In order to better connect revenue sources and the timing of investments with community
colleges’ shifting mission priorities and the timing of student and employer demand, states
should adapt or create funding mechanisms similar to unemployment insurance programs. This
recommendation could address multiple gaps and needs left unfilled by the current system. The
case for this type of reform was already strong in 2016, but it is stronger and timelier now
because of the federal tax reforms of 2017.
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Features of this kind of funding stream could include the following:

e A portion allocated for startup funding for research-based institutional transformation

e A portion dedicated to developing and delivering programs in service of existing
businesses to address labor market shortages in times of high employment. This
component could be developed and managed either locally or statewide with significant
input from employers.

e A portion designed as education “insurance” to be put in reserve and spent on programs
when unemployment rates rise above “trigger” levels. This component would be
dedicated to creating or developing new kinds of employment opportunities for students
and communities, since it would be triggered only when the existing employment base is
weak and job shortages, not applicant shortages, are the main problem. The amount to
be reserved could be capped once a level is reached that would be sufficient for a
significant downturn—perhaps equivalent to the Great Recession—and rates reduced or
funds repurposed in excess of that cap.

e An alternative way of allocating funding that does not rely on credit hours or FTE
student enrollment, such as population-based funding or outcomes-based funding,
specifically focused on successfully serving low-income adults. There is no reason that a
new funding source would necessarily be linked to credit hours or FTE enrollments, and
funds could instead be allocated based on numbers of low-income residents who need
the funded programs (population-based) and/or who successfully achieve key milestones
within the programs (outcomes-based).

e Opportunities for tax credits or rate reductions for employers who provide tuition
assistance or other transferable training benefits that address the same needs as
community college programs.

e Opportunities for rate reductions for employers with historical records of providing
upward economic mobility for entry-level workers, similar to risk ratings in current
unemployment insurance programs.

e Possible offsetting cuts on state and local taxes that are no longer fully deductible
because of the 2017 federal tax law changes.

Such a reform would solve a number of related problems. First, given that students’ need for
community college programs increases according to approximately the same pattern as the need
for cash unemployment benefits, it takes advantage of a mechanism that is already set up to
provide counter-cyclical benefits to those hurt during economic downturns. The program would
provide incentives and mechanisms for employers to participate and partner more closely with
colleges on the planning and implementation of programs that meet their needs and those of
their employees.
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Also, if designed as the primary mechanism for funding rather than just as a supplement or
addition, the program would establish a systematic expectation and mechanism for colleges to
have scalable programs that could be deployed during economic downturns. This in turn could
reduce the severity of those downturns and improve the resilience of residents and
communities.

Changing the revenue source would also provide a good opportunity to change how the states
allocate funding. As a new type of funding, this reform would provide an opportunity to rethink
and revise how taxpayer funds support community colleges, whether that means focusing more
on outcomes, on “bundles” of services, population-based payments, or dedicated support for key
non-instructional services. Especially if tuition or other forms of enrollment-based funding
continue to be one pillar of institutions’ financial support, having another source that is tied to
other important measures could create a healthier financial model for postsecondary education
overall.

Finally, as a corporate tax or insurance expense, corporate or payroll taxes or insurance fees
would be deductible from federal taxes, while in many cases under the new 2017 tax law,
traditional sources of funding for community colleges—sales, property and income taxes—are no
longer deductible. More funding could be provided to colleges at a lower overall after-tax cost to
taxpayers.

The biggest challenges of this approach would include the difficulties associated with any major
shift in the how state revenues are raised and spent. It will take time to figure out the right levels
of premiums or taxes and the amount of revenue to be raised. Since the eventual aim is to
provide a reserve fund, there should be a cushion in the first years of implementation as the
reserve is built up, and there should be adjustment mechanisms in the authorizing statute that
are fine-tuned as needed to create the level of ongoing operating support and reserve funding
desired.

Example: Oregon SEDAF Fund

Oregon collects a 0.09% payroll tax to support its Supplemental Employment Department
Administrative Fund (SEDAF), which is separate from the federal unemployment insurance
program and has been used in the past to build up reserves to support workforce education (or
other support activities) when needed.22 While not on the scale needed to be a major source of
community college funding, it illustrates a mechanism that could be used.

Example: Maryland Corporate Tax Reform

In 2008, Maryland raised its corporate tax rate from 7.0 percent to 8.25 percent, with much of
the additional revenue dedicated specifically to the state Higher Education Investment Fund.
The increase had at least some support from the business community because the state was
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promising to invest in education programs that would benefit its workforce and its employer
base.

The timing of this shift did not work well, because the Great Recession arrived before the state
had an opportunity to build up a significant reserve fund. The move did, however, allow
Maryland to avoid tuition increases during the recession, while most other states were
implementing significant hikes.

This is not the same as the proposal to shift community funding from sales, income, and
property taxes to corporate and payroll taxes, but it does illustrate the potential for creative
thinking about the “customers” of higher education and how to align revenue sources.
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CHALLENGE 3: INCREASING THE QUANTITY OF
PATHWAY FINANCE

The idea that community colleges need more funding, while true, is not a good place to start
politically, logistically, or financially. There is very little rigorous research on the relationship
between institutional funding per se—broad categories of revenues and/or expenditures—and
student outcomes at community colleges. What research exists focuses primarily on four-year
institutions, where historically more data has been available about the characteristics of both
incoming and outgoing students. Even there, most studies are limited by the lack of good control
groups for comparison purposes. State and local governments do not increase or decrease their
budgets randomly, and the same factors that lead to changes in revenues or expenditures
probably affect student outcomes in unrelated ways as well. To the extent that there is a
prevailing view, it would be that expenditures on instruction and student services have a positive
but weak correlation with student outcomes, especially for lower-income students.23

Having said that, money clearly has to matter at some level. It does not take a controlled
experiment to understand that a college with $11,000 in revenue per student is much more
likely to be effective than one with revenue of $1,000 per student. Nor does it take a study to
understand why there might not be much difference between a school that generates $100,000
in revenue per student per year and one with revenue of $110,000 per student. There is a hard-
to-pin-down level of adequacy below which institutions probably should not sink; above that,
the point at which additional incremental revenue has little positive impact is less clear. Most
selective four-year colleges are comfortably above that level, while many community colleges are
dangerously close to or below the line.

What a growing body of research does show clearly is that specific kinds of spending can make a
great deal of difference in student outcomes. The list includes the following:

¢ Financial aid that reduces students’ unmet financial need.
¢ Nonfinancial student support programs.

¢ Remedial education reform.

e Pathway-oriented advising and curriculum planning.

At the same time as they make the case for more funding—whether from taxpayers, private
donors, or students—colleges also need to be planning to invest that additional funding in the
strongest programs and pathway designs. If they can then show outcomes improving with
additional investment, it may get easier to make the case for even more investment, creating a
virtuous cycle that gets colleges where they need to be financially.

The potential scale is enormous if we take seriously the need to provide opportunities to a
significant proportion of adults with no college or some college but no degree. There are about 6
million students currently enrolled in public two-year institutions (more if those that award a
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few bachelor’s degrees are included).24 But the need and potential market are much bigger than
that. There are about 40 million adults between the ages of 18 and 44 who are not enrolled, do
not have a credential and are either out of the workforce or earning less than $30,000 a year.25
To provide each of those potential students with a single additional year of postsecondary
education would cost about $1 trillion, even at institutions with relatively low costs of
attendance. And if we were to serve just half of that population with programs that are twice as
efficient, the price tag would still be $250 billion. Such an investment might pay off far beyond
the cost, but it would only be possible if our collective investment is not only more effective but

also significantly larger.

While the previous recommendations could also be engineered to produce more funding as well
as funding that is better aligned and better timed, the following two recommendations are
specifically about new opportunities to increase the size of the pie for community colleges.

Adults 18-44, Not Enrolled, No Degree (Millions)

Less than

High

Some

a high school college, but ::;II}(; ea;rsnc())f Total
school degree or less than 1 degrée
degree GED year 9
Employed, earning less than $30,000
per year 3.9 124 2.4 5.3 23.9
Unemployed or not in workforce 4.0 8.6 1.3 2.7 16.6

Total (millions)

RECOMMENDATION 4: FIX HIGHER ED PHILANTHROPY

Most giving to higher education goes to the institutions and students that least need the support.
The combined endowments of all two-year colleges in the United States equal just one-tenth of
Harvard’s $35 billion endowment and less than 1 percent of the $542 billion total of all public

and nonprofit colleges and universities in the United States. If all 5 million two-year students
were in a single institution, its endowment would rank 25th, just after Vanderbilt and Ohio

State. Annual giving numbers are similar, with all community colleges put together accounting
for less than 1 percent of all gift income in U.S. higher education, despite the fact that they enroll

30 percent of the students.26

There is no good reason for this pattern to continue. Donors who want to invest in higher

education should consider where their contributions will make the biggest difference—and it

may not be at their alma maters or the most prestigious institutions in their home states.
Community colleges need more sophisticated fundraising approaches, perhaps in alliances that

share resources, and they should be more ambitious in their goals. Every president of a four-

year college in Figure 4 would have a ready answer to the question “What could you do with a
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$50 million gift?” But most community college presidents would not have a ready answer, and
they would not be accustomed to being asked that question.

While this recommendation calls for a change in the paradigm for higher education fundraising
and philanthropy, states have a potentially significant role to play in making it happen. They can
provide leadership support, financial incentives, and regulatory assistance to private fundraising
efforts focused specifically on low-income students and the institutions they attend. This set of
state initiatives could include the following:

e Leadership from the top, with state leaders who can afford to do so contributing
significantly and publicly from their own resources to support community college
foundations and other endowments supporting low-income students.

e The addition of questions on application forms for appointments to higher education
boards (including flagship institution and state-level boards) that ask about individuals’
commitment and contributions to community colleges and financial aid programs
serving low-income students

e State tax credits of up to 100 percent for contributions to community college
endowments, with bigger advantages for gifts with greater impact.

e Creation of a statewide endowment program, or coordination of a combined fundraising
campaign in which all of a state’s community colleges make an appeal for large and small
gifts.

e Provisions to assure donors that funds donated to community colleges will not offset
state and local support.

Example: Sinclair Community College

Sinclair Community College in Dayton, Ohio, has one of the largest endowments among two-
year colleges, at $48 million in 2016, according to the Integrated Postsecondary Education Data
System. Its annual list of donors is extensive, and while that list includes many alumni, most
contributors did not attend the school. We should find ways to encourage more people who want
to give to institutions of higher education to follow the lead of Sinclair’s benefactors and
consider making their largest contributions to community colleges, even if they did attend a
community college.?” Several other Ohio community colleges are also high on the list, suggesting
that states can play a significant role in fostering a culture of giving and providing incentives to
encourage donations.

RECOMMENDATION 5: FOCUS ON TAX POLICY

Because of recent federal tax reforms, the next few years will provide a unique opportunity to
focus on tax policy as it relates to community college financing. In this new tax environment,
state and local governments can change their funding strategies to produce more support for
colleges at the same or even lower total cost to taxpayers.
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Even those who prefer direct spending and generally oppose using tax policy as a funding
mechanism need to consider the new reality. It is true that funding key programs through tax
policy is generally less transparent, less efficient, and less effective than direct spending. But
states are not in the driver’s seat and, in light of the 2017 changes to the federal tax code, it
would be financial malpractice not to restructure state and local taxes in ways that maximize
available funding while minimizing the total tax burden. Other state and local government
stakeholders—private colleges, K-12 school districts, environmental organizations, etc.—will be
considering these types of initiatives, and community colleges risk losing out if they are not at
the table.

The key changes in the federal tax law are the increase in the standard deduction for modest-
income taxpayers and the limitation on state and local tax deductions for higher-income
taxpayers. A dollar spent on community colleges through personal state sales or income tax is
now an after-tax dollar for most taxpayers. A dollar spent on community colleges through a
business or payroll tax or insurance fee, however, is still a before-tax dollar because it reduces
taxable profit.
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Figure 4. College and University Endowment Assets at the End of FY
2016 (Billions)
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For higher-income taxpayers who do not take the increased standard deduction and have high
state and local taxes, charitable contributions remain deductible as well. For these taxpayers, a
system of state tax credit incentives for charitable giving to community college foundations
could be very advantageous.

Finally, for students receiving Pell Grants, the higher personal exemption under the new tax law

may change the calculus about whether it is better to apply their grants to tuition and fees (not
taxable, but may prevent eligibility for the American Opportunity Tax Credit) or to living
expenses (taxable, but allows students to claim AOTC).

In summary, state and local governments that support community colleges should take every
opportunity over the next few years to take advantage of the new tax laws by doing the
following:

¢ Shifting dependence on less-deductible state and local tax sources (sales, income, and
property taxes) to more-deductible sources (payroll taxes, business taxes, unemployment
insurance).

e Creating or using charitable foundations and tax credits to allow high-income taxpayers
to “pay” for public-purpose services with contributions instead of taxes.

e Helping students maximize their own tax benefits by changing how federal and state aid
are administered and reported, and/or by providing bridge loans against anticipated tax
refunds.

Example: Florida Tax Credit Scholarship

Florida offers 100 percent (dollar-for-dollar) corporate tax credits against state corporate
income tax, excise tax, and insurance premium tax for contributions to designated organizations
that fund private school scholarships for K-12 students. This policy generates more than $500
million annually in scholarship funds benefitting about 100,000 students. This policy has been
controversial because it is perceived as an end-run around constitutional restrictions on
providing public funds to religious schools. It was also seen as a way for tax-averse legislators to
fund an expensive program and claim to offer a “tax cut” at the same time. Whether people are
in favor of this type of program or not, they should take note of its effectiveness as a funding
mechanism.

With federal tax reform, a similar mechanism used with personal income and property taxes
would also be attractive because it could generate the same amount of funding at a lower net
after-tax cost to taxpayers.

Example: Georgia Rural Hospital Tax Credit Program

In an example of tax credits being used to generate funds for institutions serving high-need
communities, Georgia offers a 90 percent tax credit on personal income tax for donations to
selected rural hospitals, which are ranked by financial need. Unlike the Florida scholarship
credit, this policy involves donors contributing at least some of their own money (10 percent)
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beyond what the tax credit provides. For high-income people, the additional federal benefits
probably result in taxpayers getting back more on their taxes than they donate to the hospitals.

Example: Oregon Tax Credit Auction For Financial Aid Program

Oregon recently established a program designed to generate funds for state need-based financial
aid through a “tax credit auction” in which $14 million worth of tax credits are available and
taxpayers “bid” for them.2® Under the rules of the bidding process, someone who offered to
contribute $100 to the fund in exchange for a $50 tax credit would prevail over a bidder who
offered to contribute $100 in exchange for a $60 tax credit. That system theoretically maximizes
the amount of private matching funds the auction generates. Programs like this may take time to
develop in ways that maximize appeal and make clear the financial benefit to taxpayers and
students.
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CONCLUSION

For community colleges as well as students, the “default” pathway should be an effective one,
which means linking the funding that schools need to thrive and grow to the activities that will
produce the best outcomes. It also means making the case to policymakers, private donors, and
taxpayers that investing in better community college pathways will produce excellent returns in
the form of a better educated, more productive, and more equal nation.
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