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SUBJECT: Funding Approaches   
  
History 

The Board has used a variety of funding models over the last three decades with varying 
success.  The Board used a funding formula that was enrollment based starting in the 1970s up until 
FY99.  That formula was used as a method to realign funding for many years and as a way to 
request money from the state.  The formula gains and losses were strictly based on enrollment 
changes and enrollment mix.  The formula was not always supported as a budget request tool by 
the executive branch and in those years was simply used as a tool to realign available general and 
tuition resources.  The formula was endorsed fully by the Mickelson administration and during his 
administration and up until FY99, the formula was “fully-funded”.  The formula generation for the 
FY99 budget request, based on academic year 1997 enrollment data, was the last time the formula 
was used as a budget request mechanism.  At that time, the projected formula loss was $1,613,960 
due to a decline in state-support enrollments and the mix of those enrollments.  The funding was 
retained by the system and became base funding for the salary competitiveness plan.  With the 
perception that enrollments were likely to decline or be flat for a number of years, the Board was 
able to negotiate a new model, called the Funding Framework.    

 
Adopted in December of 1997 and put in place in FY00, the Funding Framework was 

utilized as a way to allocate state appropriations and 80% of student tuition.  The dollars were 
allocated to three buckets at that time: 1) the Reinvestment Through Efficiencies Program which 
was started in FY99; 2) the operating base budgets for the universities that represented 95% of the 
dollars after reinvesments; and 3) 5% went to policy incentive funds. The Funding Framework 
continued to use the formula to determine adjustments for enrollments.  The base enrollments and 
related funding, were adjusted for policy changes that shifted courses and enrollments from state- 
support to self-support (off-campus courses, remedial course placement policies), or where things 
were moved outside of the formula or when cuts to the base reduced overall funding.  Each 
university’s fall state-support enrollment was compared to its base enrollment to determine 
whether there would be a one-time base budget adjustment for the following fiscal year. The 
adjustments were based on the system average instructional support per FTE; this was the total of 
Program 01 Instruction, Program 04 Academic Support, and Program 05 Student Services per FTE 
for the system (general funds, school & public lands, HEFF, tuition & system fees).  The intent 
was to add resources for FTE over 4% and remove resources for FTE below 96% of the (adjusted) 
base enrollment.  Resources were added or subtracted for each FTE (or fraction) above 104% or 
below 96% of the university’s base enrollment. While the formula was not used as a budget request 
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tool, it was used through FY03 to realign resources based on enrollments.  Additionally, up to 5% 
of the university budgets were also at risk based on dollars committed to performance pools.  The 
performance pools included a number of priorities: growth in the number of South Dakota FTE, 
enrollment in economic growth programs, improvement in academic quality (proficiency 
examinations), collaboration (growth in courses taught by shared faculty, courses taught in shared 
facilities, and courses taken by high school students) and growth in external funds. Targets were 
established each year and campuses lost or gained based on their performance.  The Funding 
Framework was believed to reflect the following desirable elements of state higher education 
funding: 

 
1. Established state higher education policy goals;  
2. Responds to these goals by linking goals to funding over several (5) years; 
3. Permits multiple year planning and resource management by the Board and the 

universities;  
4. Permits the state to better plan for the fiscal needs of higher education; 
5. Establishes base funding for the higher education system and the universities and 

maintains the value of the base during the period ( a “base plus” approach); 
6. Establishes enrollment based for each university and provides for enrollment 

growth managed by the universities;  
7. Provides incentive funds that will be allocated based on improvement toward 

selected state policy goals; 
8. Allows the Board to submit special targeted appropriation requests for new 

initiatives; and 
9. At the end of the five-year period new policy goals and base adjustments to reflect 

changes in enrollments would be considered. 
 
Starting in FY04, the Board adopted a new funding approach called the Resource Compact.  

This model used the value of an undergraduate resident credit hour to adjust enrollment funding.  
This was a much more conservative adjustment for enrollment growth because it was believed the 
Funding Framework was realigning too many dollars at an unsustainable rate.  The Resource 
Compact reduced the number of incentive funds to three: retention, grants and contracts 
performance, and one institutional performance target.  The Resource Compact was used to 
support targeted appropriation requests in the areas of research and student support.  Most requests 
were simply targeted appropriations as identified by the Board.  Again the enrollment formula was 
used to realign the campus base budgets with various adjustments as a starting point.  This formula 
model was utilized through FY08.  The system eventually moved to University Managed 
Resources in FY08. 

 
The last time the enrollment formula was run was in FY10 and that was needed to establish 

the base budgets for University Managed Resources.  That is the last time the budgets have been 
realigned based on enrollments and mix of enrollments.  University Managed Resources 
established a based budget and allowed the universities to retain their tuition revenues.  This model 
moved the system away from a funding model that was used in any way to support budget requests; 
all requests became targeted appropriation requests.  This model remains in place today.  There is 
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currently no process in place to adjust the base budgets for enrollment gains or losses or other 
performance measures.  The campuses manage those changes with the tuition dollars received. 

 
The office embarked on a new funding model in FY10 at the same time the University 

Managed Resources was adopted.  The model was based on an NCHEMS model that was adopted 
by the state of Massachusetts.   The model was referred to as the Revenue Gap Analysis because 
it determined a funding need and compared it to all the resources available, with the result referred 
to as the “revenue gap”.  This model was very comprehensive and included all programs except 
for 03 – Public Service, which usually has minimal institutional funds devoted to it.  The model 
was presented to the Board at its August 2012 Retreat.  Because the model identified some 
institutions as being ‘overfunded’, it became very controversial and was never formally adopted 
by the Board.  This formula was far superior to the Board’s original formula because it considered 
all aspects of the university and the funds needed to support the entire operation.     

 
In early 2011, senior SDBOR system officials were notified during preliminary budget 

discussions of the possible availability of a limited pool of one-time resources from the state for 
FY13. Subsequent internal talks on the most effective use of these funds led to consideration of a 
performance-based incentive system for Regental institutions, and SDBOR staff began developing 
the framework for a computational model. This process was guided jointly by available literature 
from other states and internal discussions of system priorities.  A preliminary framework was 
presented in November 2011 to representatives from the governor’s office, who strongly supported 
the concept of a performance funding initiative. An initial beta model was introduced to the Council 
of Presidents and Superintendents (COPS) in November 2011, followed by the presentation of an 
informational item to the Board of Regents during its December 2011 regular meeting in Rapid 
City. Business Affairs Council members were briefed on the model in February 2012, and, after 
several model modifications, a revised beta model was presented to COPS members in March 2012. 
The proposed model described below represents the final product of this cross-council vetting 
process.  

 
The original performance model developed by the Board Office included three performance 

measures: degree production, retention improvement, and growth in research expenditures.  The 
final model focused on degree production.  In the model, “graduates” were measured using a 
weighted degree metric that awarded specific weights based on graduates’ degree levels and fields 
of study.    Higher degree levels (e.g., doctorates) and high-demand fields of study (e.g., STEM 
fields) were given greater weight than lower-level, lower-demand fields.  Fields with higher weight 
values include accounting, computers and information technology, health, STEM, and STEM 
teaching.  The six Regental institutions were split into two groups, including a Master’s/Comprehensive 
group (BHSU, DSU, NSU) and a Doctoral/Research group (SDSMT, SDSU, USD). Each institution 
competed for performance dollars contributed by the members of its institutional group only, and 
competed for those dollars against the members of its institutional group only. The intent of this 
approach was to acknowledge the unique missions and institutional contexts of the Regental campuses, 
and to impose a “firewall” that disallows the flow of performance funds from small to large campuses 
(and vice versa).  The model was funded in FY13 with a one-time state appropriation of $3.0M.   In 
the model’s pilot year, budgeted funds for FY13 were reallocated based on lagged three-year graduate 
data (FY2009, FY2010, and FY2011).   The state general fund dollars were matched with campus 
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resources and were considered “at risk”.  In the end, all of the campuses gained given the state 
resource match.   FY13 was the last year the performance model was funded by the state. 
 

In the 2013 legislative session, SB5 was passed that provided a potential framework for 
performance funding.  The bill establishes a Council on Higher Education Policy Goals, 
Performance and Accountability that would guide goals, performance measures and potential 
funding approaches.  The bill includes goals and performance metrics for postsecondary education 
that could be embedded in a performance funding model.  The bill identifies the purpose of higher 
education to provide the following:  

(1) A workforce that meets the current and prospective needs of the state's economy; 
(2) Affordable postsecondary educational opportunities for all state citizens; 
(3) Access to postsecondary education programs that serve to increase the educational 
attainment of the state's citizenry and thereby enable citizens to provide leadership in all 
sectors of life in the state; and 
(4) A foundation upon which the state can grow the development and innovation capacities 
of the state's economy. 

 
The bill identifies the goals for public postsecondary education systems and institutions, 

which are subject to change by the established council, to be as follows: 
(1) To increase the number of graduates for the state's workforce; and 
(2) To increase the growth capacity of the state's economy by increasing the innovation and 
development capacity of the state and by increasing the skills of the state's current 
workforce. 

 
The bill finally establishes performance metrics, which are also subject to change by the 

council, those metrics are as follows: 
(a) Increases in the number of graduates at all postsecondary education institutions, 
particularly those graduates in select disciplines and at certain levels and those graduates 
who remain in the state for employment or further study; 
(b) Increases in the number of undergraduate degrees earned by at-risk students including 
low-income students, Native American students, nontraditional students, and those students 
underprepared for higher education; 
(c) Increases in credit hour completions at all public postsecondary education institutions; 
and 
(d) Increases in the retention of students from their first year of postsecondary education to 
their second year of postsecondary education at all public postsecondary education 
institutions. 

 
 

Context 
 

Two major fiscal appropriations methods exist among public higher education systems in 
the US.1 The first, known as the base plus method, involves periodic (usually annual) incremental 

                                                 
1 Parmley, K., Bell, A., L’Orange, & Lingerfelter, P., (2009), State Budgeting for higher education in the United 
States: As reported for fiscal year 2007, Research report by the State Higher Education Executive Officers (SHEEO), 
Denver, CO, Retrieved from http://www.sheeo.org/finance/Budgeting_for_Higher_ed.pdf 
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additions or subtractions in funding from an established base level. Under this system, 
appropriations are made according to anticipated institutional priorities and programmatic requests. 
In the second approach, formula funding, the appropriations process is grounded in quantitative 
definitions of fiscal need based on a variety of measurable workload factors, and is thus more 
“automated.” It is has been argued that this budgeting technique lends improved stability and equity 
to the broader appropriations process.  Funding formulas originally were developed as a means to 
distribute public funds in a systematic, objective, and predictable way. Formulas began to emerge 
in the United States immediately following World War II when the burgeoning size and scope of 
American higher education introduced a new level of complexity in funding allocation.2  Texas was 
the first state to introduce an explicitly formulaic approach to funding public postsecondary 
institutions.3  By 1964, 16 states were using a formula-based method for public higher education 
funding; this number climbed to 30 by 1996.4  Presently, most states use a mixed budgeting 
approach that combines elements of base plus and formula funding.5  The extent to which these 
techniques are balanced within each state is subject to considerable variation.  Formulas tended, 
until relatively recently, to be enrollment-driven, relying mostly on counts of students, credit hours, 
faculty, and the like.  However, recent trends in public funding for higher education have led to a 
new emphasis on efficiencies and cost-effectiveness.  Particularly in light of the global financial 
crisis of 2008, postsecondary institutions increasingly have been spurred to focus on system outputs 
rather than system inputs.6  For example, the National Governor’s Association (NGA), citing 
mounting competition for state resources and the nation’s increasing need for college graduates, 
has begun to encourage states to incorporate outcome-based accountability measures into their 
funding instruments.7  The Midwestern Higher Education Compact (MHEC) reported in 2009 that 
a number of states have begun to transition to a completion-based funding model.8   Specific 
examples include: 

 During the 2007-2009 biennium, Indiana altered its funding mechanism to include   
performance incentives for degree completions, on-time graduations, and successful 
transfers. 

 Performance funding was reaffirmed as a core policy tool of the Indiana Higher 
Education Commission in a new strategic plan ratified in March 2012. 

 Oklahoma has begun to distribute approximately $2.2 million per year for incentives for 
retention and degree completion. 

                                                 
2 McKeown-Moak, M.P. (1999). Higher education funding formulas. New Directions for Higher Education, 107, 
99-107. 
3 McKeown, M.P. (1996). State funding formulas for public four-year institutions. Report by the State Higher 
Education Executive Officers (SHEEO). Retrieved from http://www.utahsbr.edu/Finance/Reports/StateFunding 
Formulas-SHEEO.pdf 
4 Ibid. 
5 Parmley, Bell, L’Orange, & Lingenfelter (2009) found that only three US states use a funding formula only, with 
no base plus component. 
6 Lederman, D., (2008, December 17). Performance funding 2.0. Insider Higher Ed. Retrieved from http://www. 
insiderhighered.com/news/2008/12/17/perform 
7 Reindl, T., & Reyna, R. (2011). From information to action: Revamping higher education accountability systems. 
Position paper by the National Governor’s Association. Retrieved from http://www.nga.org/files/live/sites/NGA/ 
files/pdf/1107C2CACTIONGUIDE.PDF 
8 Midwestern Higher Education Compact (2009). Completion-based funding for higher education. Independent 
research report. Retrieved from http://www.mhec.org/pdfs/0209completionbasedfunding.pdf 
 



20  

 Washington State designed an incentive-based funding structure for its community 
college system, whereby rewards are distributed when students reach pre-specified 
persistence/completion milestones. 

 
State appropriations to South Dakota’s Regental institutions are not driven by a funding 

formula, but rather by a base plus mechanism.  This is not the case for the state’s four technical 
institutes, whose annual appropriation process is formula-based.  As per ARSD 24:10:42:28, state 
funds are distributed according to the number of total FTEs during the previous fiscal year.  Funds 
are allocated to the state’s six Regental institutions through the regular annual request process and 
generally are not directly linked to performance indicators.   In recent decades, South Dakota Board 
of Regents has pursued several approaches for emphasizing institutional performance as a factor in 
resource allocation.  Most recently the Board managed a pool of $500,000 that was used for 
rewarding institutions on a set of student performance indicators selected by system campuses. This 
program was eliminated in 2010 when the Legislature targeted this pool of funds during the 
resolution of the final budget for FY11. 

 
 
Supporting Materials 

 
In 2012, Dr. Daniel Palmer did some research on formula models and shared a brief prepared 

by President Dennis Jones, National Center for Higher Education Management Systems, presenting a 
set of first principles on how to design a system and how to implement it.  That information is provided 
as Attachment I.  

A recent example was the adoption of the new performance-funding system for state 
colleges by the State Board of Education in Florida.  The formula model divvies up a total of $40 
million, including $20 million of new money and redirected base money.  Colleges will be scored 
based on four categories: completion rates for students, retention rates for students, job placement 
and continuing education for graduates, and the entry-level wages for graduates.  The article was 
republished by the University Business Daily Newsletter and is included as Attachment II. 9   

A report was recently released by HCM Strategists, a public policy and advocacy consulting 
firm focused on advancing effective solutions in health and education, titled “Driving Better 
Outcomes:  Typology and Principles to Inform Outcomes-Based Funding Models.”  The executive 
summary gives an update relative to performance funding adoption and development across the 
country. That report is included as Attachment III. 10   The full report can be found at: 
http://hcmstrategists.com/drivingoutcomes/wp-ontent/themes/hcm/pdf/Driving%20Outcomes.pdf. 

 
                                                 
9 Jacksonville Business Journal, article by Botelho, Stefanie (2015, July 23).  Florida officials approve performance-
based funding for higher ed.  Retrieved from: http://www.universitybusiness.com/news/florida-officials-approve-
performance-based-funding-higher-education 
10 Snyder, Martha, (Data collected December 2014). HCMStrategists.com.  Executive Summary - Driving Better 
Outcomes:  Typology and Principles to Inform Outcomes-Based Funding Models.  Retrieved from: 
http://hcmstrategists.com/drivingoutcomes/wp-content/themes/hcm/pdf/Driving%20Outcomes%20Executive% 
20Summary.pdf 
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Future 
 

Board members have voiced some interest in development of a formula that would provide 
a mechanism to request base state resources and that might also be used to drive policy goals 
through accountability and performance.  The formula could be used in conjunction with the 
Board’s targeted appropriation request approach to bolster the base budgets of the universities.  
For some, the interest in a formula model is a recognition that almost all of the dollars received 
through the appropriation process since FY98 have been for new initiatives.  There have been very 
limited dollars available to shore up the base budget commitments to growing operating expense 
needs or enrollment driven costs.   

 
Any formula model developed today is sure to have a performance component.  The days 

of having a formula that is strictly enrollment driven are gone.  There are many states that have 
performance models in development or operation today that could be adapted to South Dakota.  
The key is developing a model that is supported by policy-makers in a way that will bring new 
money to the system.   
 

The Board may want to consider the following questions on the path to adopting a formula 
model: 
 

1. Is there some consensus that the Board should develop a performance-based model? 
2. Are there particular outcome measurements that the Board would want to have included? 
3. Would we adopt the formula without some level of state funding support? 
4. Is the Board interested in matching new state dollars with base funds and putting them at 

risk based on future performance? 
5. What proportion of the base budgets seems an appropriate amount to put under the guise 

of a performance model?  
6. Would the Board like to see different metrics and weights for the research and 

comprehensive university sectors? 
7. Does the Board want to see enrollments as part of the model? 
8. What is the timeline for developing the model? 
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Established in 2009, Complete College America is a 
national nonprofit with a single mission: to work with 
states to significantly increase the number of Americans 
with quality career certificates or college degrees and to 
close attainment gaps for traditionally underrepresented 
populations. 

Dennis Jones is President of the National Center for Higher 
Education Management Systems (NCHEMS), a nonprofit 
research and development center founded to improve 
strategic decisionmaking in institutions and agencies of 
higher education. 

Now What?

This THiNk THiS. brief makes the 

case for why colleges and universities 

should shift to a system of performance 

funding, one of our six essential steps 

for states. The accompanying  

DO THiS! brief provides specific advice 

for implementing such a system.

FEbruAry 2012

OUR GOAL: By 2020, six out of 10 young adults in our country will have a college degree or credential of value.
U.S. students don’t just need to go to college; they need to complete college. Access has improved — we are sending more students to higher education —  

but success has declined. In just 10 years, six of 10 new jobs will require a college education, but fewer than half of students who enter college today finish  
with a degree or credential. Those who do complete college are taking longer, paying more, and graduating with more debt.

Value-Added Funding
A Simple, Easy-to-Understand Model to Reward Performance 

Essential Steps for States
ACT NOW. AT SCALE.

The mere mention of so-called “performance funding” 
makes college presidents and the higher education 
community nervous. It’s an understandable reaction 
to a concept that too often results in an overly complex 
outcome. Still, the basic principle of “investing the 
limited resources states have in the results they want” is 
fundamentally sound — and an essential step for states to 
take in combination with other key policy reforms in order 
to significantly increase student success and boost college 
completion.

It’s time for a better, cleaner, simpler approach. Let’s 
replace complex funding schemes that are fed into a 

“black box” at state budget agencies and produce nearly 
unpredictable outcomes. Higher education leaders need 
certainty. And elected officials want accountability for 
results and a funding approach that benefits students. 

Complete College America believes all of these outcomes 
are within reach, by using a funding model built on a 
straightforward structure that values the most important 
goals — access, progress, and success — and is simple to 
customize, and, most important, easy to understand. We 
call it Value-Added Funding. Here’s how it works:

The Basic Plan 

Begin by assigning each freshman student a value of 1. A 
sophomore receives a value of 1.2, a junior or a student 
with an associate degree is valued at 1.4, a senior at 
1.6, and a bachelor’s degree earner at 1.8. This system 
clearly rewards access, retention, and progression — and 
students who transfer into an institution with credits 
already earned become more valuable than ever. And by 
definition, a student is valued by the number of courses he 
or she actually has completed, not simply attempted or was 
enrolled in on the day students are “counted” for funding 
purposes.

A college then computes an index for its base year. It 
can “improve” its performance and increase its financial 

support each time it adds a freshman or a transfer student 
and whenever it advances a student toward graduation. 
More student access and success leads to more base 
funding. Students who do not make timely progress or 
who drop out become missed opportunities.

Funding changes from year to year will not swing 
wildly or unpredictably. And each year will produce a 
compounding effect that will become more significant over 
time — as the pool of “1.4 students” become “1.6 students” 
who become “1.8 students.” The use of a three-year 
rolling average will not diminish the compounding, but 
it would create a “smoothing” effect that could enhance 
predictability.

DO THIS!
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PERFORMANCE FUNDING 

From Idea to Action

Performance funding — the linking of allocation of resources to accomplishment 

of certain desired outcomes — is an idea that is once again finding favor with 

policymakers. It has intuitive appeal; what’s not to like about paying for results? 

While it is a notion that makes common sense to most decisionmakers, it is an 

idea with a very checkered past — it has been tried, found wanting, and with 

few exceptions abandoned. A review of past experiments suggests that it’s 

not the idea that failed, but the design and implementation of the strategies 

that derived from the idea. This brief paper presents a set of first principles 

for putting in place an approach to performance funding that will help 

policymakers avoid many of the pitfalls that plagued prior efforts in this arena. 

The principles presented fall into two categories — those dealing with design of 

the system, and a separate set dealing with implementation.
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TExAS provides a good 

illustration. its goal 

of “Closing the Gaps” 

preceded by several 

years its initiation of a 

performance funding 

component to its 

allocation model that 

rewards institutions for 

increasing the numbers 

of degrees awarded. 

indiana and Ohio also 

illustrate this principle.

illiNOiS is a good 

example of a state 

whose public agenda is 

both well-focused on the 

needs of the state while 

simultaneously calling on 

the different capacities 

of different kinds of 

institutions to achieve 

that agenda.  

(See http://www.

ibhe.state.il.us/

masterPlanning/

materials/070109_

PublicAgenda.pdf)

Design a Smart System
1.	 Recognize	that	all	funding	models	are	performance	based;	this	is	not	a	new	

idea. Institutions have consistently received appropriations from the state for achieving 
certain objectives. Most often the objective has been providing greater access and growing 
enrollments. In other cases, the incentives have been for maintaining the status quo. In the 
current incarnation, it’s not the idea that’s new — it’s the objectives for which incentives are 
being provided that are new. Access is no longer the dominant goal. It has been replaced 
by an emphasis on completion of academic programs. Numbers of students enrolled are 
becoming less the coin of the realm; production of degrees and high value certificates is 
becoming the new currency. Over the years, decisionmakers and analysts have become very 
good at devising ways to appropriately reward improvements in student access. The task 
now is to become equally adept at rewarding a different set of goals. 

2.	 Get	agreement	on	goals	before	putting	performance	funding	in	place. Resource 
allocation models are the means to an end, not ends unto themselves. If there is not a clear 
statement of goals that has broad bipartisan acceptance, then there is almost no chance of 
creating a performance funding model that can last. It is well worth the time and effort to 
get broad consensus around a “public agenda” for the state before embarking on design  
of a performance-based funding model. The public agenda should state a limited set of 
goals that:

■■ Are tailored to the needs of the state, not borrowed from elsewhere

■■ Focus on the needs of the state and its citizens, not the institutions of higher education

 The absence of such a public agenda undercuts the efficacy of many prior efforts to build 
performance funding systems. Goals need to be the driving force for performance funding, 
not a rhetorical afterthought.

3.	 Construct	performance	metrics	more	broadly.	The current focus nationally is on 
education attainment of the population and the associated encouragement for institutions 
to increase the numbers of degrees and employer-recognized certificates produced. In most 
states, this is a necessary and important goal but is likely not the only one of importance to 
the state. Others frequently found include:

■■ Innovations that expand and broaden the state’s economy 

■■ Production of graduate and professional degrees in selected fields such as STEM or 
health care

■■ Development of a workforce for high-need occupations

 It is important that all institutions have an opportunity (not a guarantee) to benefit by 
excelling at their different missions. It is important to reinforce the point that institutions 
should be able to “win” by contributing to state goals, not doing well at their own. Failure 
to abide by this principle can easily lead to:
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■■ Encouragement of unwanted behavior by institutions — mission creep by some 
institutions, and research institutions enrolling more students than deemed desirable by 
policymakers and increasing competition for students even more in the process.

■■ Legislative opposition from supporters of institutions that can’t benefit from staying 
within their mission and doing that mission well.

4.	 Design	the	funding	model	to	promote	mission	differentiation,	not	mission	creep. 
This can be accomplished in at least two distinct ways:

■■ Use different metrics/drivers for different kinds of institutions. Tennessee’s model is 
particularly good on this dimension, rewarding

■› The research universities for producing doctoral and professional degrees and 
successfully competing for more research funding

■› The comprehensive institutions for producing master’s and baccalaureate degrees

■› The community college for producing associate degrees and certificates, transferring 
students and reaching specified “momentum points” (remedial success, dual 
enrollment, and job placement, for example.)

■■ Create different pools of resources for different kinds of institutions — and make sure 
that each institution can compete for resources in only one pool. Ohio uses this strategy 
and makes distinctions among

■› Main campuses

■› Regional campuses

■› Community colleges

 The fundamental principle is to reward institutions for fulfilling their missions and not 
encourage/allow them to benefit by altering their mission. The largest bone of contention 
almost always arises when teaching institutions are discouraged from benefitting from 
engaging in research.

5.	 Include	provisions	that	reward	success	with	underserved	populations.	One of 
the major concerns voiced about performance-based funding, especially when the goal 
is to produce more graduates, is that institutions will seek to enroll only those students 
most likely to succeed and ignore students who are at risk academically, economically, or 
otherwise. To counter this possibility, most states that have instituted performance funding 
give extra weight for graduating students from at-risk populations. The weights vary 
from 40 percent (in Tennessee) to 100 percent (in Texas). The definitions of “at-risk” differ 
considerably from state to state. 

 The beauty of the formulation that gives added weight to graduates with specified 
characteristics is its flexibility; flexible in the weights attached and in the characteristics of 
students identified as priorities for extra attention.

Examples include:

• low income — usually 

measured as Pell or 

state grant eligible 

(TENNESSEE, OHiO, 

TExAS)

• Adult (TENNESSEE, 

WEST VirGiNiA, 

TExAS)

• Academically at-risk — 

below national average 

on ACT/SAT and those 

with GED (TExAS)

ATTACHMENT I     26



Essential Steps for States • tHInK tHIs.

 PERFORMANCE FUNDING: From Idea to Action                          4

6.	 Include	provisions	that	reward	progress	as	well	as	ultimate	success	(degree	
completion).	This is especially important in the early implementation stages of 
performance funding. Degree production is difficult to increase in a single year; a 
mechanism that rewards improvement in the shorter term is a useful and appropriate tool.  
It helps institutions, but more importantly, it helps students succeed by rewarding 
institutions who help students make step-by-step progress.

 It is possible to make this an inclusive provision, but it is also possible to confine this 
provision to at-risk students.

7.	 Limit	the	categories	of	outcomes	to	be	rewarded. A frequent urge is to create an 
ever-expanding list of variables that can serve as drivers of the performance funding 
model; all institutions will press for inclusion of a factor that will benefit them. It must be 
remembered that performance funding should reward contributions to attainment of state, 
not institutional, goals, and state policymakers are counseled to keep the variables attached 
to each type of institution to no more than four or five. One of the primary purposes of 
outcomes-based funding is to focus institutional attention on key state priorities. If state 
policymakers can’t limit the number of priorities, then they are providing insufficient 
leadership and the message sent to institutions will be garbled at best. Success will be 
achieved only if the message is clear.

8.	 Use	metrics	that	are	unambiguous	and	difficult	to	game. Numbers of graduates is 
an unambiguous measure; students either graduated or they didn’t. Graduation rates, on 
the other hand, are fraught with ambiguities. There are all kinds of definitional problems 
associated with determining rates. Furthermore, institutions can “game” improvements in 
graduation rates; rates can be improved by graduating fewer, better-prepared students. This 
doesn’t serve the overall goal — raising education attainment by graduating more students.

 Regardless of the goal being pursued, it is always useful to test the metrics that will serve as 
drivers of the calculation by asking two questions:

■■ If an institution sought to maximize its benefit on each metric what would it do?  
What is the easiest way to “win”?

■■ Is the behavior elicited the intended behavior?

 If the answer to the second question is “no,” go back to the drawing board; the chosen 
metrics are constructed incorrectly.

9.	 Reward	continuous	improvement,	not	attainment	of	a	fixed	goal.	Creating conditions 
under which institutions can be rewarded only if they reach a predetermined level of 
performance is generally a bad idea. Either the goal will be set too low in an effort to 
ensure success by at least a few institutions, or the goal will be viewed as unattainable 
and institutions will give up before they make a concerted effort to succeed. Better each 
institution’s current performance be established as the baseline and funds allocated on the 
basis of year-over-year improvements from that baseline.

States that have 

implemented 

performance funding 

have pointed the way 

to different approaches 

to accomplishing this 

objective. They include:

• Providing rewards to 

institutions on the 

basis of the number 

of students who 

complete 24 credits, 

48 credits, 72 credits 

(TENNESSEE).

• Valuing completed 

credits at the upper-

division level at a 

higher rate than at 

the lower-division level 

(OHiO).

• rewarding institutions 

for students achieving 

certain momentum 

points — completing 

developmental 

education and 

succeeding in the 

first college-level 

courses, completing 

15 credits, 30 credits, 

etc. (WASHiNGTON 

community colleges).
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10.	Make	the	performance	funding	pool	large	enough	to	command	attention.	
Controversy almost always surrounds the determination of the proportion of the state 
appropriation to be allocated on the basis of performance. Institutions typically argue for 
a small percentage; there is comfort in business as usual. Policymakers take the opposite 
position; more is better. There is no proven right answer and different states have reached 
different conclusions in this regard. Tennessee for years allocated 5.4 percent of the state 
appropriation on the basis of performance. Under the new model, nearly all of the allocation 
is outcome based. 

11.	 Ensure	that	the	incentives	in	all	parts	of	the	funding	model	align	with	state	goals.	
In most states, the performance funding component of the allocation model is constructed 
on top of a base funding component that can be characterized as either enrollment driven 
or base-plus. The former rewards access rather than success. The second is a recipe for 
maintaining the status quo. The orientation-to-enrollment increases as the primary driver 
is reinforced by the growing importance of tuition as a revenue source. Regardless of state 
goals, institutions have an ever-growing incentive to increase enrollments. Both approaches 
to base funding work at cross-purposes to the intentions of performance funding.

 Faced with these realities, it is important that steps be taken to ensure that the performance 
funding component doesn’t get negated by the (often countervailing) incentives inherent in 
the base allocation. Some suggestions:

■■ In enrollment-driven base models, base the calculations on completed credits, not 
enrolled credits. This is based on the fact that programs won’t be completed if courses 
that constitute those programs aren’t completed.

■■ In base-plus arrangements, freeze the base at current levels and devote all new funds to 
the performance pool.

■■ Make the performance pool an increasingly large part of the state allocation. In states 
where tuition makes up half of institutional revenues, allocation of half the state 
appropriation to performance equates to 25 percent of institutional revenues — a level 
still overshadowed by enrollment-driven considerations.

 The process by which the model is designed is critically important to long-term success. 
It’s not just adherence to sound principles, but it is also the environment in which they’re 
deployed that matters. Institutions are understandably interested in the means by which 
state funds are distributed. For both technical and political reasons, it is important to have 
institutional representatives at the table at every step. Most have knowledge and experience 
that will improve the final product. Equally important, their involvement improves the 
chances of achieving a model that has broad support.

legislation in both 

COlOrADO and 

lOuiSiANA sets the 

amount at 25 percent. 

iNDiANA now has one 

of the lower amounts at 

6.5 percent. A minimum 

of 10 percent is probably 

a reasonable target.
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Implement Wisely
Even a well-designed performance funding scheme will likely come up short if not thoughtfully 
implemented. Some basic implementation principles are:

■■ Don’t	wait	for	new	money.	Given the economic outlook for most states, funding the 
performance component of the allocation model only with new resources is a recipe for 
indefinite postponement. Because pursuit of state goals is such an imperative, delay in 
attaching performance requirements to some part of the allocation sends entirely the 
wrong message.

■■ Include	a	phase-in	provision.	Don’t try to do it all at once. If the ultimate size of the 
performance fund is intended to be 25 percent, consider phasing it in at the rate of  
5 percent over five years — 5 percent in year one, 10 percent at year two, etc. The 
objective should be to get to the target level as fast as possible without making the 
changes so large that institutions can’t adjust.

■■ Employ	stop-loss,	not	hold-harmless,	provisions. Institutions should not be held 
harmless from cuts to their allocations if they are not contributing to state goals. At the 
same time, cuts should not be so large as to jeopardize the stability of the institution. 
One way to accomplish this objective is through a “stop-loss” provision that establishes 
a maximum cut that can be imposed in any one year — e.g., 2 percent the first year, 
another 2 percent the second, etc. At some point — four or five years from the point of 
implementation — the stop-loss provision should be sunsetted and the performance 
funding model should function without artificial constraint.

■■ Continue	performance	funding	in	both	good	times	and	bad.	If pay for performance 
is intended to reward institutions for addressing the most critical issues facing the state, 
then it is hard to see how postponing its implementation could be a good idea. Funds 
that address the issues identified as being most important should be the last dollars cut, 
not the first. If the overall state appropriation is reduced, then the strategy should be to 
allocate performance dollars first and then make cuts. The net effect will be to cut the 
high performers less than those making a lesser contribution to state goals. 
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Overcome Potential Roadblocks
Those not fully sold on performance funding will raise predictable counter arguments. Among 
them:

■■ Performance	funding	has	been	tried	before	with	limited,	if	any,	success.	Why	
should	this	incarnation	of	an	old	idea	be	any	more	successful	than	previous	
cycles? There are several critical differences this time around. First, if done right, it is 
now being driven by a public agenda; it is seen as a tool to achieve key goals, not as a 
device for talking the legislature into providing marginal new dollars. Second, it derives 
its power from a consensus about priorities, not from promotion by a single persuasive 
leader or a group of self-interested proponents. Third, data systems are now much 
improved; it is possible to calculate metrics for important outcomes directly without 
relying on proxy measures. Finally, legislatures are raising the stakes; it’s no longer  
2–5 percent, but 25 percent. It is much harder to ignore such programs than it was in 
times past.

■■ Quality	will	suffer	—	institutions	can	easily	graduate	more	students	if	their	
standards	are	lowered.	There are several potential responses to this concern.

■› Faculty are the guardians of institutional quality; we have every faith that they will 
continue to be diligent in fulfilling this responsibility.

■› We will put in place a rigorous (outcomes-based) approach to assessing quality and 
will monitor results on an ongoing basis to ensure that quality is not slipping. 

■■ What	is	the	evidence	that	it	has	made	a	difference? It’s too early to judge in 
several cases, but there are some states in which implementation has resulted in higher 
performance.

■› In Texas, institutions increased degree production by 9.3 percent over baseline levels. 
The number of “at-risk” students graduated increased by 17.6 percent.

■› Similarly, Washington Community Colleges increased the number of momentum 
points achieved by 12 percent after initiation of a modest performance funding 
program.

■■ You	have	to	restore	the	base	before	setting	aside	funds	for	performance.	This is 
perhaps the most common argument put forward by opponents of performance funding. 
The reality is that institutions are producing their current (baseline) level of outcomes 
with whatever resources they currently have at their disposal. It should be expected 
that any new resources lead to higher levels of performance, not the same level of 
performance at a higher cost.
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Conclusion

Performance funding is moving into the mainstream of state-level higher 

education financing policy. Several states have thoughtfully fashioned 

approaches to allocation of resources in ways that link funding to achievement 

of state goals. As a result, there is a growing body of information about good 

practices regarding design and implementation of such financing models. This 

brief paper is an attempt to succinctly describe those practices. The field has 

advanced to the point that the knowledge base regarding how to develop such 

systems is now in place. The issue now is one of political will, not technical 

know-how. 
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Driving Better Outcomes:  
Typology and Principles to Inform Outcomes-Based Funding 

Models 
 

Executive Summary 
 
Public finance literature makes clear that incentives and alignment to objectives 
matter. However, how to best translate this concept into effective policies for higher 
education remains unresolved. This paper is an effort to distinguish between various 
state outcomes-based funding (OBF) policies based on key elements they address 
and the level of funding they command. The resulting typology describing state OBF 
policies is not a ranking or rating system. Rather, it is a way of objectively gauging 
the continuing evolution of these policies and assessing the degree to which they 
incorporate best practices identified by research and the experience of leading 
states. This classification effort can help policymakers, stakeholders and researchers 
further the development, improvement and analysis of postsecondary funding 
policies that incent and yield the best outcomes for students.   
 
Leading to Outcomes: The Progression of Performance Funding 
Policies 
 
Performance Funding 
 
“Performance funding” refers to a broad set of policies linking allocation of resources 
to accomplishment of certain desired outcomes.i Historically, postsecondary 
performance funding models were often add-ons or bonuses to base institutional 
allocations that institutions earned for meeting various goals or benchmarks. In 
many cases, while laudable, these goals and benchmarks were too broad to be 
meaningful, or not explicitly tied to a state’s completion needs or attainment goals. 
 
Independent qualitative research has focused mostly on such early performance 
funding policies—not today’s OBF—and indicates that despite early model flaws, 
benefits to institutions in performance funding states included: 

 Greater awareness of state priorities and their own institutional performance;ii 
 Increased use of data to inform decision making;iii 
 Increased institutional funding dedicated to instruction; 
 Improved student services, policies and practices, from financial aid to 

advising; 
 Improvements in developmental education and tutoring; 
 Changes to course sequences and curricula; and 
 Professional supports to improve teaching among faculty. 

  
States that were early to adopt performance funding have identified promising 
outcomes from those policies (which have generally evolved into more robust OBF 
policies in implementation today).iv For example: 

 Tennessee reported positive learning gains at all institutions, even with a 
small amount of money at stake in its previous performance funding model.   
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 Florida community colleges saw enrollments increase by 18 percent and 
completion of degrees and certificates jump by 43 percent from 1996 to 
2007.   

 Ohio reported faster time-to-degree and greater persistence and completion, 
especially for at-risk students, in its prior Completion Challenge program.   

 Washington’s community colleges boosted the number of momentum points 
achieved by 12 percent.v   
 

Potential unintended consequences noted by researchvi include: costs to comply with 
data collection; reduced academic standards; de-emphasis of parts of an institution’s 
mission; increased admissions standards; and inhibited faculty voice. 
 
Outcomes-Based Funding 
 
An evolved form of performance funding, OBF similarly seeks to incent and reward 
progress toward a set of stated goals.  It is distinct from performance funding 
models in both design and implementation. In varying degrees, current OBF models 
address many of the challenges presented by early performance funding plans and 
“reflect the needs of the state and citizens, not merely the institution.”vii 
 
Objectives of OBF include: 

 Align state higher education funding method with the state’s higher education 
attainment goals and student success priorities; 

 Align institutional priorities with those of the state and support the scaling of 
proven student success practices; and 

 Hold institutions accountable for performance and their role in achieving state 
attainment goals. 

 
The few quantitative studies of OBF that have been conducted do not delineate 
different design and implementation elements, such as funding level, which 
qualitative research has shown make a difference in the impacts observed and 
overall policy effectiveness.  In many instances, the studies combine earlier forms of 
performance funding with today’s outcomes-based funding efforts. The typology 
described below offers a framework for analyzing state policies that are more similar 
in scale and development at a point in time.  It is not accurate to draw conclusions 
about the effectiveness of OBF absent careful consideration of the variance among 
state policies. 
 
Typology of OBF Systems 
Importantly, many states’ policies are in the early stages of development or 
implementation and do not yet fully embody all of the best practice design 
characteristics associated with stronger higher education outcomes-based finance 
policies.  
 
The classification system outlined in the paper assigns states’ FY 2015 OBF policies—
those being implemented and those that are developed or are under development—
to a “type”.  Four “types” (I – IV) of OBF policies have been identified based on their 
level of sophistication and adherence to promising practices in the following critical 
areas1: 

                                                 
1 The typology components reflected are not a complete list of all design and implementation considerations for states as they pursue 
the development of an OBF finance policy. Policy practices such as consultation with institutions, ensuring the impact of a new 
funding model is phased in to avoid large shifts in year-to-year funding, sustainability over multiple years/budget cycles, and ongoing 
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 Established completion or attainment goals in the state, with related 

priorities; 
 Stable funding structure (base funding); 
 Significant level of funding; 
 Inclusion of all institutions in both two-year and four-year sectors; 
 Differentiation of metrics and their associated weights by sector; 
 Inclusion of degree/credential completion as a metric; and 
 Prioritization of underrepresented students. 

 
As of Fiscal Year 2015,2 35 states (70 percent) are developing (ten states) and/or 
implementing (25 states) OBF policies3.  The state policies represent a wide variety 
of critical elements included and in the associated design and implementation 
principles. 

                                                                                                                                                 
evaluation and refinement should also be part of a state’s policy approach. While not reflected directly in this initial typology, these 
practices will be part of the ongoing evaluation of state policy approaches. 
2 According to data collected as of December 2014. 
3 Oregon is counted as both a developing and implementing state (as it is developing a model for two-year institutions and 
implementing and revising one for four-year institutions), but is counted only once in the total of 35 states. 
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The typology finds that only two states, Ohio and Tennessee, have Type IV OBF 
systems in place. A Type IV system has the most robust state policies in place, with 
significant and stable funding, full institutional participation, differentiation of metrics 
by sector, and prioritization of both degree/credential completion and outcomes for 
underrepresented students—all elements informed by early research and practice. 
These models reflect a strong alignment between the completion and attainment 
agenda and a state’s institutional finance policy. 
 
The majority of states that have implemented or are developing OBF policies are 
identified as a Type I or Type II system. In general, Type I systems are rudimentary 
and may be pilot efforts that do not yet have the support to attract more significant 
levels of funding and development; these models may share features of early 
performance funding models and represent a minimal alignment between completion 
and attainment goals and the state’s finance policy. Types II and III represent 
increasing degrees of development and adherence to promising practices. The 
various levels of implementation can be seen in the maps below.  
 
 
Outcomes-Based Funding in States in FY 15: 
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States Implementing OBF in FY 15, by Type and Sector 

States with Developed/Developing OBF in FY 15, by Type and Sector 
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Next Steps for Advancing OBF Policies 
 
Although OBF is gaining traction in an increasing number of states, levels of 
investment vary significantly and policies vary in sustainability. Many states have 
embraced some aspect of outcomes-based funding policies. Only a few states, 
however, have developed and implemented fully aligned state finance policies with 
objectives to increase student attainment and close student equity gaps. 
Policymakers, institutional leaders and other stakeholders must continue to evaluate 
and understand how these finance policies, in their varied design, align with 
objectives to support students to complete their programs of study successfully.  
 
 
 
 
                                                 
i Dennis P. Jones, National Center for Higher Education Management Systems, “Performance Funding: From Idea to Action,” (2011): 
1. 
ii Kevin J. Dougherty and Vikash Reddy, “The Impacts of State Performance Funding Systems on Higher Education Institutions: 
Research Literature Review and Policy Recommendations,” Community College Research Center Working Paper No. 37 (2011): 3. 
iii Kevin J. Dougherty and Vikash Reddy, “Performance Funding for Higher Education: What Are the Mechanisms? What Are the 
Impacts?” ASHE Higher Education Report 39, no.2 (2013): 45–51. [Source applies to second through seventh bullets] 
iv Cheryl D. Blanco, Southern Regional Education Board, “Essential Elements of State Policy for College Completion: Outcomes-
Based Funding” (2012): 2. 
v Dennis P. Jones, National Center for Higher Education Management Systems, “Outcomes-Based Funding: The Wave of 
Implementation,” (2013): 10. 
vi Ibid., 72–77. 
vii Mary McKeown-Moak and Christopher Mullin, Methods in Postsecondary Finance: Concepts and Calculations, as quoted in 
Southern Regional Education Board, “Essential Elements of State Policy for College Completion,” (2012): 3. 
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