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When Funding Walks

How the Federal Tax Credits for Scholarships Act will affect local governments

BY ISABEL MU

hereisalotof buzz around
federal school choice, and
theimplications for state and
local governments, public
schools, and rural districts
are worth examining. The
Federal Tax Credits for
Scholarships (FTCS) program,
enacted in 2025 under the
“One, Big, Beautiful Bill Act” (OBBBA) and
slated to begin in the 2027 tax year, will
allow individuals to claim a tax credit

for contributions to qualifying schol-
arship-granting organizations (SGOs),
providing a dollar-for-dollar reduction of
upto $1,700 for single filers and $3,400
for married couples filing jointly.!

Public finance professionals need to be
thinking about the fiscal strain, enroll-
ment volatility, and funding diversion the
actwill lead to. This article will analyze
the new federal tax credit scholarships as
both an education policy and a tax policy.
Asschool choice expands, superin-
tendents, chief financial officers, city
managers, and school board members
should be asking:

= Whatfiscal and educational impacts
will the FTCS program have on
public school systems? How might
benefits and tradeoffs vary across
communities?

= Towhatextentwill the FTCS program
expand equitable access to educa-
tional opportunities in your district,
and whatunintended consequences
may arise for public schools?

= Howshould governments and school
districts prepare for both fiscal and
enrollmentimpacts of the FTCS
program?

SGOs will award the scholarships to
K-12 studentsif their household income
doesn't exceed 300 percent of the area
median income (AMI]), and the Urban
Institute estimates that nearly 90
percent of the nation's households will
qualify.2 Families will be able to use
scholarships for educational expenses,
including tuition, curricular materials,
books, online education materials,
technology, uniforms, transportation,
tutoring services, summer school,
after-school activities, and standard-
ized testing fees. This program marks
the first time families will be allowed to
spend federal dollars on private school
tuition and costs outside the public
school system.

Whathappens nextislargelyin
the hands of states. Governors must
formally notify the Internal Revenue
Serviceif theyintend to participate
before SGOs can award tax-credit-backed

scholarshipsin specific states. As of
April 2026, 28 states had opted in.

A federal program with participation
from more than half of the states in
the country will reshape enrollment
patterns and revenue streams for
public schools. High-income districts
may be better positioned to take
advantage of these opportunities, while
low-income and rural communities
may remain underserved.

Fiscal implications for public schools

Superintendents, finance profes-
sionals, city managers, and school
board members need to prepare for
localized fiscal impacts. According to
the Brookings Institution, the share of
studentsin traditional public schools
fell after the pandemic, coinciding with
a spike in popularity of state choice
programs.® Similarly, an analysis
from the National Center for Research
on Education Access and Choice
(REACH), which compares states with
universal voucher and ESA programs
tonon-choice states between 2021 and
2024, reveals that state-level choice
programs have increased private
school enrollment by 3 to 4 percent.*
Declining public school enrollment
and rising private school participation
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Public school revenue depends on the number of students enrolled.
As school choice accelerates an exit from the public school system,
dollars will follow: costs, however, don't fall at the same rate.

create three major concerns for public
finance professionals.

1. Enrollment shifts give rise to
fiscal stress. Public school revenue
formulas depend on the number of
students enrolled. As school choice
accelerates an exit from the public
school system, dollars will follow;
costs, however, don't fall at the same
rate. This mismatch creates structural
deficits that districts must manage
through staffing cuts, school consoli-
dations, and program reductions.

2.Declining enrollment often leads
to school closures. The Fort Bend
Independent School District, the sixth

largestin the State of Texas, plans to
consolidate seven elementary schools
during the 2026 to 2027 school

year. The districthas a $56 million
budget shortfall after overestimating
revenues by $18 million and enroll-
mentby 1,800 students. During the
2024 to 2025 school year, Fort Bend
lost 8,600 students.®

Judson Independent School District
plansto close three elementary
schools and one middle school.
Districtleaders and board members
cite Texas's new voucher program as
one of the factors contributing to unan-
ticipated school closures.® Parents are
exploring alternative learning options

for their kids through the Texas
Education Freedom Accounts (TEFA)
program. To put the scope of TEFA
into context, the program will receive
$1 billion in funding over the first
two years and provide $10,474 per
student, roughly 75 percent of what
public students receive annually.’

3. Allowing federal funds to follow
students to new schools affects
Title-I allocations. When low-income
students and students with disabil-
ities pursue specialized learning
options, federal funding streams for
their home districts shrink. Schools
thatemploy Title-I teachers, aides,
and coordinators may be forced to
reduce staff or services. The impact
will be widespread, as roughly 95
percent of school districts nationwide
are eligible for Title-Ifunding.®

There needs to be more collaboration
between public schools and community
partners. Instead of treating this
phenomenon as a diversion of money
from public institutions, districts

can use federal funds to build on work
already underway in local organiza-
tions. By shifting the cost of ancillary
programminginto external funding
sources, districts can free up their own
budgets to support additional services
and staffing during the traditional
school day.

Equity considerations

The diversion of federal funds may raise
equity concerns. While most parents,
school leaders, and public finance
officers are aware of the empowerment
factor—thatis, enabling rural students,
underserved students, and students
with disabilities to seek specialized
options—the flip side of the narrative
also warrants attention. Rural legisla-
tors from both sides of the aisle have
expressed concerns about the impacts
of school choice on their districts. What
happens to studentsin underserved
rural communities who can’t afford
private school, even after accounting for
federal and state support?
Ruraldistricts can be hithard because
they face diseconomies of scale and
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have small operating margins. The
Center for American Progress argues
thatascarcity of private schools in rural
areas means that school choice will
underserve rural students. For example,
only 34 percent of rural families live
within five miles of a private school,
while that statistic rises to 92 percent
forurban families. West Virginia's Hope
Scholarship program contextualizes the
challengesrural districts face. Average
private school tuitionin the stateis 25
percent higher than the maximum ESA
award amount, making private school
accessible for some but out of reach for
many.® When a small number of rural
studentsleave their home districts,
they take funding with them that could
otherwise cover salaries, extracurric-
ulars, or critical programs at public
schools. Since benefits and tradeoffs
vary across communities, local leaders
must assess the ways resource con-
straints could impact equitable access to
education.

Additionally, enrollment patterns
in state choice programs suggest
thatalarger share of funds flows to
higher-income areas. Areportfrom the
Brookings Institution reveals two key
findings. First, programs thathave no
income limitsin stateslike Arizona tend
to see greater participation from affluent
communities. Second, programs that use
income-based sliding scales, in states
such as North Carolina and Ohio, distrib-
ute funds more evenly across income
groups. These findings indicate that
universal programs may skew toward
higher-income participation unless
policymakers are intentional about
broadeningaccess.’’ In the context of the
Federal Tax Credit Scholarship program,
localleaders need to ask what specific
safeguards can be implemented to tailor
federal school choice to the needs of the
community.

Policy considerations

Federal school choiceisarrivingata
time of shrinking national student pop-
ulations and diminished state revenues,
driven by expiring pandemic-era aid,

tax cuts during the 2021 to 2023 surplus
years, stagnant employment figures, and

property tax relief. Cuts to Medicaid,
SNAP, and means-tested programs add
budgetary pressure by shifting costs
to states. Aslegislators and budget
analysts crunch out the numbers for
future fiscal years, they face competing
spending pressures at the same time
revenue growth slows. These trends
createless cushion for school districts
to absorb enrollment-driven funding
losses, especially for states using
per-pupil funding formulas.

Furthermore, the impact of
declining enrollment extends beyond
operating budgets. Bond ratings will
alsobe affected. Declining enrollment
cantrigger credit downgrades and
raise borrowing costs for districts,
since bond ratings are heavily
dependent on enrollment stability. A
district thatreceives more scrutiny
from investors and rating agencies will
see higher interest on bothits new and
refinanced debt.'*

The convergence of budgetary
pressures, legislative dynamics, and
funding uncertainties during a phase of
fiscal tightening creates an unpredict-
able environment for school districts.
The FTCS program has the potential
to benefit participants and expand
alternative learning options to families
for the firsttime, but its success will
depend on implementation. The
program is coming—itremainsup to
states, local governments, and school
leaders to supplement federal direc-
tives with their own oversight mech-
anismsin order to ensure alignment
with educational priorities.

Next steps for governments
and school districts

Scenario planning. Model enrollment
losses atdifferentlevels (e.g., 1 percent,
3 percent, 5 percent) to assess impacts
on operating budgets, staffing, facility
master plans, capital plans, debt
financing, and long-term financial
obligations.

Community engagement. Engage
families, educators, and community
stakeholders to help them understand
preferences for district planning efforts.

Monitor program implementation.
Thisincludes:

1. Enrollment patterns. With no limiton
the size of scholarships SGOs may
grant, tracking recipient demographics
willhelp determine if benefits are
equitably distributed.

2. Provision of alternate programming.
Public schools, through their own staff
or existing non-profit partners, should
offer alternative programming thatcan
take advantage of new federal dollars.

3. Coordination challenges. The program’s
success depends on a strong part-
nership between federal, state, and
non-profit actors. Since the program is
administered by the U.S. Department
of the Treasury, state and local leaders
have an obligation to align federal
directives with educational priorities
within their own communities.

4. Regulatory framework. The law leaves
open questions about the extent to
which states can shape tax credit
scholarships. For example, whether a
governor can limit scholarships to only
tutoring and supplemental services
rather than private school tuition will
affecttheir decision to optin. States
should explore the flexibility and
limitations of the FTCS program.

Isabel Mu is a public finance advocacy fellow
at GFOA’s Federal Liaison Center.
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