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SUBJECT:  Performance Funding Models 
 

Two major fiscal appropriations methods exist among public higher education systems in 
the U.S.1

 

  The first, known as the base plus method, involves periodic (usually annual) 
incremental additions or subtractions in funding from an established base level.  Under this 
system, appropriations decisions 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.”  Funding formulas were developed as a means by which to 
distribute public funds in a systematic, objective, and predictable way.  It has been argued that 
this budgeting technique lends improved stability and equity to the broader appropriations 
process. 

As of 2006, 38 states used some manner of formula funding to distribute monies to their 
public colleges and universities (see Table 1).2  Most states use a mixed budgeting approach that 
combines elements of base plus and formula funding.3  As summarized in a recent review of 
state-by-state practices, “In most states and systems, however, total institutional needs are not 
determined by a formula mechanism.  Additions are made to the amounts determined by 
formulas to recognize special needs or special missions…Further, states may use formulas or 
guidelines for specific program areas such as instruction and academic support, or they may be 
all-inclusive,” (emphasis added).4

 

 The extent to which base plus and formula funding techniques 
are balanced within each state is subject to considerable variation. 

                                                 
1 Parmley, K., Bell, A., L’Orange, & Lingenfelter, 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 
2 MGT of America, Inc. (2008).  Funding formula use in higher education.  Independent research report.  Retrieved 
from http://www.hawaii.edu/act188/docs/MGTAmer-funding_forumula_use.pdf  
3 Parmley, Bell, L’Orange, & Lingenfelter (2009) found that only three US states use a funding formula only, with 
no base plus component. 
4 MGT of America, Inc. (2008).  Funding formula use in higher education.  Independent research report.  Retrieved 
from http://www.hawaii.edu/act188/docs/MGTAmer-funding_forumula_use.pdf 
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Table 1.  States Using Funding Formulas for Postsecondary Budgeting 
 

State 1984 1992 1996 2006 
Alabama X  X X  X 
Alaska    X      
Arizona  X  X  X  X  
Arkansas  X  X    X  
California  X  X  X  X  
Colorado  X  X  X    
Connecticut  X  X  X  X  
Delaware          
Florida  X  X  X  X  
Georgia  X  X  X  X  
Hawaii        X  
Idaho    X  X  X  
Illinois  X  X  X  X  
Indiana        X  
Iowa          
Kansas  X  X  X  X  
Kentucky  X  X  X  X  
Louisiana  X  X  X  X  
Maine          
Maryland  X  X  X  X  
Massachusetts  X      X  
Michigan  X      X  
Minnesota  X  X  X  X  
Mississippi  X  X  X  X  
Missouri  X  X  X  X  
Montana  X  X  X  X  
Nebraska        X  
Nevada  X  X  X  X  
New Hampshire          
New Jersey  X        
New Mexico  X  X  X  X  
New York  X      X  
North Carolina        X  
North Dakota  X  X  X  X  
Ohio  X  X  X  X  
Oklahoma  X  X  X  X  
Oregon  X  X  X  X  
Pennsylvania  X    X  X  
Rhode Island          
South Carolina  X  X  X  X  
South Dakota  X  X  X  X  
Tennessee  X  X  X  X  
Texas  X  X  X  X  
Utah    X  X    
Vermont        X  
Virginia  X  X    X  
Washington  X        
West Virginia  X  X  X    
Wisconsin  X        
Wyoming        X  

n 36 32 30 38 
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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.5  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 
outcomes-based accountability measures into their funding instruments.6  The Midwestern 
Higher Education Compact (MHEC) reported in 2009 that a number of states have begun to 
transition to a completion-based funding model.7

 
  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. 

 
 Oklahoma has begun to distribute approximately $2.2 million per year for incentives 

for retention and degree completion. 
 

 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. 

 
Formula and Performance Funding in South Dakota 

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

formula but rather by a base plus mechanism.  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.8

 

  Over the past few decades, the Board of Regents have employed a 
number of approaches that have sought to emphasize institutional performance as a factor in 
determining state general fund dollar allocations.  Most recently, the Board managed a pool of 
$500,000 that was used for rewarding institutions on a set of metrics targeted at improving 
student performance indicators established at the campus level.  This program was eliminated in 
2010 when the legislature targeted this pool of funds during the resolution of the final budget for 
FY11.   

 Consideration of a Regental system performance funding formula model hinges on the 
challenging issue of model specification (i.e., the selection of specific performance measures to 
include in the model).  It is evident that outcomes-based performance measures are poised to 
                                                 
5 Lederman, D., (2008, December 17).  Performance funding 2.0.  Insider Higher Ed.  Retrieved from http://www. 
insiderhighered.com/news/2008/12/17/perform 
6 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 
7 Midwestern Higher Education Compact (2009).  Completion-based funding for higher education.  Independent 
research report.  Retrieved from http://www.mhec.org/pdfs/0209completionbasedfunding.pdf 
8 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. 
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become major drivers of higher education funding models, and degree completion has become an 
important driver for assessing institutional performance.  With this point in mind, the following 
funding model is offered as a purely hypothetical example to help demonstrate the means by 
which multiple performance indicators may be integrated within a single funding model.  This 
section makes many policy assumptions, all of which are made for illustrative purposes only.   
 

A Regental performance funding model could begin by using the current general funds 
appropriated to the Regental system by the state legislature as per current practice; most of this 
total system allocation would be appropriated to institutions according to the existing method.  A 
fraction of the above institutional appropriations would be “recaptured” by the system office and 
then would be redistributed according to performance criteria.  For example, the FY2012 total 
general fund allocations to the Regental universities were: BHSU - $6.5 million, DSU - $7.5 
million, NSU - $9.3 million, SDSMT - $12.4 million, SDSU - $34.2 million, and USD - $27.0 
million.  Under the hypothetical plan, a flat percentage of these allocations would be withheld 
from the universities, channeled into a single pool of funds, and reallocated through formulaic 
means.  With this framework in mind, the following parameters focused on degree completion 
could be considered:   

 
 General Fund Recapture

 

 – The percentage of the total system allocation (general 
funds only) that would be “recaptured” and then redistributed to campuses based on 
performance in producing graduates.   

 Base Factor Weights

 

 – The weight coefficients assigned to each degree level.  Weight 
settings would be indicative of disciplinary importance or priority at the Associate, 
Bachelor, Master/Specialization, and/or Doctoral/Professional degree levels.  The 
percentage assigned to each of these degree levels would need to be established.   

 Bonus Weight

 

 – The increased marginal value that could be assigned to “high 
priority” disciplines.  For instance, a cluster of fields could be aligned with Governor 
workforce initiatives around: accounting, computers/IT, engineering, STEM, heath 
care, and STEM teaching fields.  Computationally, Bonus Weight refers to the 
additional weight given to completion counts in these areas.  For example, if this 
selector is set at “200%,” completions from “bonus” fields will be counted twice in 
annual completion tallies.   

 Matching Funds

 

 – New monies requested as part of the Board of Regents’ budget 
request to be used exclusively for performance funding enhancement.  These funds 
would be distributed under the same formula used to disperse “recaptured” general 
fund allocations.   
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Appendix A: Desirable Characteristics of Funding Formulas9

 
 

Characteristic Description 
Equitable The funding formula should provide both horizontal equity (equal 

treatment of equals) and vertical equity (unequal treatment of unequals) 
based on size, mission and growth characteristics of the institutions. 

Adequacy-Driven The funding formula should determine the funding level needed by each 
institution to fulfill its approved mission. 

Goal-Based The funding formula should incorporate and reinforce the broad goals of 
the state for its system of colleges and universities as expressed through 
approved missions, quality expectations and performance standards. 

Mission-Sensitive The funding formula should be based on the recognition that different 
institutional missions (including differences in degree levels, program 
offerings, student readiness for college success and geographic location) 
require different rates of funding. 

Size-Sensitive The funding formula should reflect the impact that relative levels of 
student enrollment have on funding requirements, including economies of 
scale. 

Responsive The funding formula should reflect changes in institutional workloads and 
missions as well as changing external conditions in measuring the need for 
resources. 

Adaptable to Economic 
Conditions 

The funding formula should have the capacity to apply under a variety of 
economic situations, such as when the state appropriations for higher 
education are increasing, stable, or decreasing. 

Concerned with Stability The funding formula should not permit shifts in funding levels to occur 
more quickly than institutional managers can reasonably be expected to 
respond. 

Simple to Understand The funding formula should effectively communicate to key participants 
in the state budget process how changes in institutional characteristics and 
performance and modifications in budget policy will affect funding levels. 

Adaptable to Special Situations The funding formula should include provisions for supplemental state 
funding for unique activities that represent significant financial 
commitments and that are not common across the institutions. 

Reliant on Valid and Reliable 
Data 

The funding formula should rely on data that are appropriate for 
measuring differences in funding requirements and that can be verified by 
third parties when necessary. 

Flexible The funding formula should be used to estimate funding requirements in 
broad categories; it is not intended for use in creating budget control 
categories. 

Incentive-Based The funding formula should provide incentives for institutional 
effectiveness and efficiency and should not provide any inappropriate 
incentives for institutional behavior. 

Balanced The funding formula should achieve a reasonable balance among the 
sometimes competing requirements of each of the criteria listed above. 

 
                                                 
9 Reproduced from MGT of America, Inc. (2008).  Funding formula use in higher education.  Independent research 
report.  Retrieved from http://www.hawaii.edu/act188/docs/MGTAmer-funding_forumula_use.pdf .   
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