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This dissertation studies the long-term decline in state preferences for
education spending in the United States. It constructs an expansive state-level panel
data set spanning the fiscal years 1976-77 through 2000-2001 to examine how three
budget share measures have changed within states over time and across states at a
point in time. The share of state discretionary expenditures allocated to public
education has fallen by four percentage points since 1977, while the share of public
education expenditures allocated to public higher education has fallen by six points.

In addition, the share of public higher education dollars appropriated to institutions (as
opposed to directly to students) has fallen by four percentage points. Together the
declines translate into real institutional appropriation losses of $2,800 per student in an
“average” state — significantly more than the $1,700 increase in real average public
four-year instate tuition rates since 1977.

Among the main findings are that competing budget items do not appear to
“crowd out” education’s budget share. Court mandated K12 funding equalization has
resulted in substantial increases in education spending within states, with over a
quarter of the increase coming at the expense of public higher education. Attempts by
public institutions to increase tuition or raise private funds are seen to trigger a cycle

of future budget share cuts, calling into question what institutions can do as they



rapidly spiral toward the private “high tuition” equilibrium. The sensitivity of higher
education budget shares to observable state factors has increased over time and
dynamic panel estimates indicate that states exercise more discretion over the
determination of the higher education — K12 split than over other budgetary decisions.

Three additional findings are noteworthy. First, cross-cohort ethnic
heterogeneity increases have led to funding shifts away from higher education.
Second, the surging popularity of targeted, merit student-aid programs appears to have
been in an effort to redistribute income to economically well-off families. Third, as
more households in a state become eligible to receive federal Pell grants, states move
aid away from institutions and toward students — sanctioning tuition increases to

potentially capture increased student eligibility for federal grant aid.



BIOGRAPHICAL SKETCH

On August 12, 1974, New Yorkers had much to celebrate. A former wild Mets
reliever struck out 19 batters in a 4-2 victory over the Red Sox. Mickey Mantle and
Whitey Ford became the first teammates to be inducted into Cooperstown on the same
day. The Amazin’s handed Andy Messersmith and the Dodgers a 3-1 loss to vault
themselves to a mere 14 games under .500. And, just a few short steps from Shea
Stadium, Michael John Rizzo was born to two wonderful parents. He was born in a
time and place where getting a Ph.D. was as realistic as the Rangers winning the
Stanley Cup. While baseball, hockey and his five siblings sustained him for his first
17 years in Queens, it was football that punched his ticket to a BA in Economics from
Ambherst College in May of 1996. His love of the dismal science was spawned from
the wasteland of theoretical quantum physics (he just couldn’t hack it) and reared in
the concrete jungle of investment banking in New York City. Lured by the siren call
of having a Ph.D. stamp legitimize his lofty ambitions, his sojourn to Ithaca left him

with several indelible impressions including:

1. Don’t bet your bottom dollar that the sun will come out tomorrow.

2. An inability to walk into any situation without the incessant nagging of

needing to understand exactly what economic cost-benefit decision led to its

outcome.

3. If he knew ex-ante how cool it would feel to wear the funny hat and flowing

robes at graduation, he would have applied to Cornell three years earlier.



4. He should have been trained to work with one arm tied behind his back —
economists are incapable of completing a sentence without adding, “on the

other hand.”

5. While he will always be a Lord Jeff, Cornell will remain dear to his heart - for
its bounty bestowed upon him his wonderful wife, his incredible mentor, and

of course, Lynah Rink.

Upon receiving his Ph.D. in August, 2004, he and his wife settled in the
Commonwealth of Kentucky, where like Abe and Mary before them, they begin their
improbable (and some say ludicrous) journey toward restoring America to a place
resembling that which our grandparents and forefathers fought so hard to create and

defend.



To the incredible woman
who always has,
and always will

make my blood boil

and

In loving memory of

Julianna Rose Rizzo
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PREFACE

The state of Oregon cut the budget of the Oregon University System by 9%
from 2001-2003 and by 11% in 2004. The System will receive the same amount of
state support in the 2005 academic year as it did in the 1991 academic year. The share
of state tax dollars going to the university system fell from 12.2 percent to 6.1 percent
over this time period. Despite these trends and a substantial run-up in tuition, Oregon
taxpayers soundly rejected a personal income tax increase (Measure 30) in a
referendum that would have raised $800 million for public education in the state. The
University of Oregon System was (and is) forced with an unattractive decision:
respond to further budget cuts by reducing support for its undergraduate students, and
thereby allow an erosion of its academic quality; or maintain its program quality but
limit the number of students enrolled in the system. Oregon chose the former and now
enrolls 20,000 more students in 2004 than it did in 1991, with the same absolute level
of state support.

The state of California’s budget situation has been so desperate that its voters
recalled Governor Gray Davis and voted in Arnold Shwarzenegger in November of
2003 on a platform of fiscal reform. Faced with funding cuts as dramatic as the
Oregon System, the University System of California was faced with the same
unattractive decision as its northern neighbor — but rather than take measures that
would reduce program quality, this system that was dedicated to access and built by
the visionary Clark Kerr has now begun turning away qualified students from its
overcrowded colleges and universities and forcing them into the Community College
system, to the private system, out-of-state, or out of the system entirely.

In response to a dramatic cut in state support for higher education in Maryland

during the 2003-04 fiscal year, the public colleges and universities in that state raised
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tuition rates by an average of 19%. In response, the state legislature is pushing
through a measure that would impose caps on tuition increases. Building on
Representative Buck McKeon’s proposal to cap tuition increases at any college
receiving federal funding, lowa, Indiana, Kentucky, Michigan and several other states
are pushing for similar measures in their states.

Budget cuts in Delaware have reduced state support for its colleges and
universities from 6 percent of state budgets in 1990 to 4 percent in 2004. Based on
cuts in 2003-2004 alone, the University of Delaware was forced to increase tuition by
11 percent. The University’s longer term response to budget cuts has been to build an
endowment that has now reached a value of $1 billion. In response to the completion
of a five-year, $383 million campaign, University of Delaware President David
Roselle said, “If we fall flat on our face, we might get more money from the state ...,
it’s the curse of the competent.”

The state of Colorado Senate Education Committee voted to send a bill to the
Appropriations Committee that would make future Colorado high school graduates
eligible for vouchers to attend in-state colleges and universities, prompted by dramatic
tuition hikes following years of state budget difficulties. "We are faced with the
potential end of public higher education in this state,”" University of Colorado
President Betsy Hoffman told lawmakers in a dramatic plea for support.> She
continued, “This bill alone will not solve the problem - | understand that perfectly. It
IS step one. Step two is achieving enterprise status, (which would give universities
more budget flexibility and ability to raise tuitions) step three is a ballot initiative to
reform TABOR and Amendment 23." TABOR is the Taxpayer's Bill of Rights which

limits government revenues and spending. Amendment 23 mandates annual increases

! University Business, February 26, 2004.

2 John J. Sanko, Rocky Mountain News, March 4, 2004
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for funding education in kindergarten through 12th grade, but provides no such
security for higher education. With the sharp cuts to public colleges in Colorado in
recent years, Hoffman believes that all state funding could dry up by the end of the
decade.” Rome is burning," Hoffman said. "If this bill does not pass, it could well be
the end of public higher education."”

President Hoffman’s comments might be viewed as histrionic were in not for
the fact that her situation is not unique. A three inch thick volume could be dedicated
to a telling of similar stories in all of the remaining states. These recent budgetary
difficulties and the varying responses to them by colleges and universities in different
states have obscured the fact that there has been a systematic withdrawal of state
support for the operating expenses of public colleges and universities relative to other
items states spend money on, over a period of nearly 30 years. Amidst the scrambling
by institutions to stay afloat and by states to respond to ever increasing demands on
their budgets (most notably by providing health care for low-income families and by a
boom in prison building and incarceration rates) gets lost two important questions.
How did we get here? And what are the implications?

This dissertation will focus largely on the first of these two questions. The
attention paid to recent funding changes in higher education obscure the dramatic
long-term systematic withdrawal of public support for higher education. Chapter one
will present data that shows that higher education funding has been lagging since the
mid-1970s and will discuss the reasons the general public might be concerned about
this. The second chapter will present a theoretical model that provides a basis for
thinking about how funding decisions are made at the state level. While the model |
present is a simple application of consumer demand to a situation where state
legislatures follow a multi-stage budgeting process, it does not prevent me from

explicitly considering the political economy of the questions | am asking. Embedded
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in the resulting empirical analyses are many of the political economic factors that one
would expect to impact how budget levels are set in different states.> The remainder
of chapter two describes in detail the data and empirical specifications that I will
estimate as well as the expected impacts of the variables included in the models.
Chapter three presents econometric estimates of models that seek to answer the
question of why, within a particular state, budget shares have changed over time the
way that they have. Chapter four uses similar econometric techniques to seek answers
to the question of why budgetary equilibriums are so different across the United States
at a point in time. Chapter five compares the results from chapters three and four by
presenting the results of statistical tests which examine whether differences in cross-
state and within-state estimates are due to systematic differences in unobserved state
characteristics (which are time-invariant, such as an inherent preference for funding

education) or due to random variation in the data. Chapter six concludes.

% These factors would act as “taste shifters” in the consumer demand framework.
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CHAPTER ONE
INTRODUCTION

“In general, however, my impression is that the great danger is not so
much institutional extinction, or even that there will be a sudden,
dramatic downward shift from one level of quality to another. The
greater danger, | believe, is that there will be a slow, unspectacular,
but cumulative decline in what it is possible to achieve — and then, as a
next step in the process, in what one tries to achieve. Gradual changes
of this sort are, in their nature, impossible to measure with any
precision, and they may not even be noticeable to quite experienced
observers until some considerable time after they have occurred.”

-- William Bowen, President of Princeton University (1977)

Considerable time has passed since Bowen made these ominous comments to
the American Economic Association. While there is nothing unusual about university
administrators crying out for more funds, a dramatic decline in support for public
higher education in the intervening time period suggests that Chicken Little can no
longer be ignored.

Few observers would disagree that America’s stellar economic, scientific,
political and cultural standing is largely a result of the proliferation of its system of
education throughout the states since the nation’s founding. Further, it is not a
coincidence that America’s permanent place among the global powers occurred only
after public monies from our various legislative entities began spilling into a growing
higher education system, changing it from largely a private domain of the elite
aristocracy, to a tool for the lower and middle class public to achieve the “American
Dream” as well.! Despite this and despite the large literature espousing the many
benefits of investing in education, public higher education seems to be increasingly

falling out of favor with both voters and governments alike.

! Goldin and Katz (1999) present an excellent analysis of the shaping of American public higher
education during the time that it is commonly believed that America took its place on the world stage,
1890-1940.



The goal of this dissertation is to explain why public higher education
institutions find themselves in the precarious budget situations they are in today.
Among my findings are that changes in observable state characteristics can explain
little of the observed fall in higher education budget shares. Generally speaking,
public higher education spending has been crowded out by increasing demands for
state support of K12 education as a result of court mandated equalization programs,
but more importantly because of the great deal of discretion legislatures have over
higher education spending. That institutional efforts to raise private money and to
increase tuition rates have been met with sharp cuts in budget shares, coupled with
projected future enrollment pressures and the political popularity of non-need based
aid program expansion, casts a pall on the ability of our public institutions to maintain
accessibility and quality much longer into the future.

It should be emphasized that public universities are accustomed to their state
funding being at the mercy of economic cycles. In bad budget times, higher education
typically bears a disproportionate burden of state funding cuts, with the full
expectation that it will be compensated during a recovery. This is not surprising given
that higher education is the single largest discretionary item in state budgets. Higher
education is also an attractive target for the legislative axe due to its ability to draw
revenue from a variety of sources, most prominently tuition — a feature unique to this
state budget item. That higher education funding levels fluctuate so much is well
known and is not the focus of this dissertation. Rather | emphasize that, in relative
terms, higher education funding has not fluctuated with the business cycle. Public
higher education has faced a continuous precipitous drop in state governmental
priority for nearly three decades.

In real terms, the level of state funding for public higher education doubled

from $30 billion in 1974 to nearly $60 billion in 2000. However, due to the growth in



public enrollments, the bottom line in figure 1.1 shows that per student funding
increased in real terms by less than 1% per year (25.9% overall). Real current
educational and general expenditures per student (less dollars spent on sponsored
research) in public higher education, shown in the top line of figure 1.1, grew by over
3% per year (130% overall).? As a result, while state appropriations in 1974 were
generous enough to cover 78% of the cost of schooling, in 2000 this support has fallen
to just 43%.> That public universities and colleges are turning to tuition to more than
make up for lost state appropriations has raised the ire of taxpayers and politicians

alike.
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Figure 1.1
Growth in State Appropriations vs. Current Educational and General
Expenditures (net of Sponsored Research) per FTE Student at All Public
Universities, 1973-74 — 2000-01AY

2 The sharp increase in reported expenditures may be due to differences in accounting and institutional
reporting beginning with the 1997 academic year. Data prior to this year are reported in a different
source than later data. However, even if in the unlikely event that actual expenditure levels were flat
since 1997; overall growth for the period would have been approximately 70%.

® A large body of literature has been devoted to this phenomenon. | will not examine the reasons for
expenditure growth in any detail in this paper. While this growth may be a reflection of improvements
in quality, it is also likely a result from the increasingly fierce competitive environment institutions are
operating in. For a detailed discussion on this matter, see Ehrenberg (2000).



What is less well known is that public education has undergone a sea-change in
public priorities during this time period. While most laypeople, administrators and
even statehouse representatives focus on the dollar values of the state appropriations,
very little attention is paid to how higher education fares in relation to other budget
items within each state. It is to this relative funding that I now turn.

As figure 1.2 indicates, between the fiscal year (ending) FY1972 to FY2001,
the average (across states) share of total state general fund expenditures on education
fell from a high of 39.9% in 1972 to a low of 35.0% in 1993, with a slight recovery to
36.1% over the remainder of the decade.* While the decrease has not been monotonic,
there is a clear downward trend; the cyclical behavior appears to revolve around this
trend and the slight recovery in the late 1990s does not return shares anywhere near
their pre-1990s levels. The average general fund budget size (in 1998 dollars) in
FY2001 was $19.7 billion. Had education been able to maintain its budget share at
1972 levels, the “average” state would have spent a whopping $750 million more for
education in 2001. Given that there are on average one million public school students
in each state, this represents an additional $750 of resources that could have been

devoted to every single elementary, secondary and college student in a state.

* | analyze expenditures made from state general fund budgets because this is the fund where
legislatures and governors have the most appropriative discretion. This is the predominant fund for
financing a state’s operations. Revenues coming into the general fund derive from a variety of broad
based state taxes. The trends that | present below look similar if one were to analyze total state
expenditures as well. | will discuss this in more detail later.
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Figure 1.2
Average Share of State General Expenditures on Education
1971-72 to 2000-2001

The decline in relative state support for education has occurred throughout the
distribution of states — in those that have traditionally devoted a large share of
resources to public education (North Carolina’s share has fallen from 51% to 41%)
and those that have not (Massachusetts’ share has fallen from 30% to 22%). In fact,
only 11 states have seen increases over this period, with an average increase of about 4
percentage points.

There is nothing particularly sacred about education’s share of the budget and
the many factors thought to be responsible for its decline are well known. Medicaid
expenditures have skyrocketed due to large increases in caseloads (it is a means-tested
entitlement program), escalating prescription drug costs and lagging support from the

federal government. An aging and growing population is putting further stress on

health care expenditures and other state services. Corrections expenditures have been



growing due to more vigilant prosecution, mandatory sentencing laws and the
resulting expansion of prison capacity. Whether education’s falling out of favor
represent demographic changes alone or a shift of funding priority is unclear and is
analyzed in the empirical section of the dissertation.

In addition to these trends, there is a wide disparity across states in their budget
commitment to education. To give readers a sense for what the current equilibrium
looks like, figure 1.3 presents a map where more darkly shaded states are those that
allocate a larger share of their budgets to education.” The range of budget shares in
FY2001 is rather dramatic - with New York and Massachusetts spending
approximately 25% of their budgets on education and Utah, Georgia, Michigan and
Oklahoma all expending approximately 45% for education. The regional patterns are
hard to ignore — the Eastern and Northern Plains states expend a much smaller share of
their budgets on education than do their Midwestern, Mountain and Southwestern

counterparts.

® The categories were defined using a means clustering analysis described by Everitt (1993). This is an
exploratory data technique meant to find natural groups in the data. | chose to employ a partition
method that breaks the observations into k-non-overlapping groups. Multiple iterations suggest that the
most natural partition was 4 groups. States near the average include Nebraska and Arizona, expending
about 36% each.
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