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Major Fiscal Capacity Principles
I. Fiscal capacity should be estimated from a comprehensive, balanced tax base.

II. Fiscal capacity should focus on economic bases rather than policy determined revenue bases.

III. Tax base estimates should be as current and accurate as possible.

IV. Similarly situated taxpayers should be treated similarly in terms of taxes paid and the services received.

V. Tax exportability should be measured—resident taxpayers in different jurisdictions should have similar fiscal burdens.

VI. Fiscal capacity measures should reflect service responsibilities that vary across jurisdictions.

VII. Estimates should be based on multi-year averages to mitigate data errors and control volatility.

VIII. Fiscal capacity should reflect adjustments for factors that cause differential costs.
Source:
U.S. Department of the Treasury, Office of State and Local Finances.  Federal-State-Local Fiscal Relations, Vol. I-III.  Report to the President and Congress (September 1985).

Local Fiscal Effort

Represents what school systems are doing to fund education.
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Local Fiscal Capacity

Represents what school systems can do based on relevant community characteristics:

· Tax base

· Income

· Tax burden
· School Population

Total Local Fiscal Effort = Total Local Fiscal Capacity
TACIR School System Fiscal Capacity Model
What is it?
· A Modified Representative Tax System Approach (Regression Weighted)

· A Pupil Equity Model—measured by the tax base per student
· A Taxpayer Equity Model—measured by
· Ability to pay

· Resident tax burden

· Tax exportability

· A Fiscal “Behavioral” Model

· Does not set normative standards for local revenue.

· Accepts revenue levels actually allocated by local governments as basis for measuring fiscal capacity.

· Three-year Moving Average
· Based on most current data available

· Mitigates both errors and volatility in the data

· A 136-System Model
· Based on same principles and components as 95-county model

· Estimates fiscal capacity per pupil (dollar value)

· Produces fiscal capacity index (percent of total dollars)

· capacity per pupil times number of pupils = system capacity

· sum of the products for the systems = total statewide capacity

· each system’s total capacity divided by the statewide total capacity = percent of total fiscal capacity for each system

Tennessee’s Unique Challenge
How to Handle Disparate Fiscal Entities
in a Single Model
· Measuring fiscal capacity for Tennessee’s 136 school systems presents

Two Significant Challenges
· different authority to tax and raise revenue
· different fiscal relationships among systems

· County governments*
· Must levy county-wide tax for schools

· May tax property

· May tax sales

· May tax other activities (e.g., wheel tax)

· Must share school taxes with other systems in county

· May use revenue from state-shared taxes for schools without sharing

· City governments

· Receive share of county governments’ school revenue
· May make general fund transfers for schools (some do; some don’t)
· May tax property

· May tax sales

· May tax other activities

· Need not share school funds with any other system

· May use revenue from state-shared taxes for schools without sharing

· Special School Districts

· Receive share of county governments’ school revenue
· May only tax property

· Need not share school funds with any other system

Tennessee’s Unique Challenge

Disparate Fiscal Entities
Different Revenues, Different Sharing Requirements
· Different kinds of school systems have access to different revenue sources

· Different kinds of school systems have different sharing obligations when accessing their revenue sources for schools

	Revenue Source
	County School Systems
	City School Systems
	Special School Districts

	Property

	· Shared
	Yes—retain portion of county taxes based on share of WFTEADA
	Yes—receive from
county based on share
of WFTEADA
	Yes—receive from county based on share of WFTEADA

	· Unshared
	No—county revenue
for education
must be shared *
	Yes—at individual city’s discretion or through general fund transfer
	Yes—based on rate established by legislature

	Taxable Sales

	· Shared
	Yes—retain portion of county taxes based on share of WFTEADA
	Yes—receive from
county based on share
of WFTEADA
	Yes—receive from county based on share of WFTEADA

	· Unshared
	No—county revenue
for education
must be shared *
	Yes—at individual city’s discretion or through general fund transfer
	No--not authorized by legislature

	State-shared Tax Revenue

	
	Yes—no sharing requirement
	Yes—no sharing
requirement
	No-not eligible to receive


A note about values included in the fiscal capacity model:  All systems have values greater than zero for tax base variables that generate county education revenue that must be shared, including the resident tax burden variable that is based on the county-area property tax base.  If the table above indicates that a particular revenue source is not available, then the fiscal capacity model will include zeros for those kinds of systems.  For example, special school districts receive zeros unshared taxable sales and zero state-shared taxes.  Similarly, county school systems receive zero unshared property and sales tax revenues and have a zero for the resident tax burden associated with unshared property tax revenues.

System-level Fiscal Capacity Model Components & Factors
	Components
	
	Factors
	County
Area
	School
System

	Local Revenue
	(
	Own-source Revenue per Pupil
	
	(

	Tax Base
(Pupil Equity)
	(
(
(
	· Taxable Sales per Pupil

· [image: image3.emf]81.5%
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Unshared (County & City) State-shared Taxes

Shared (County-area) Sales per Pupil

Unshared (City) Sales per Pupil

Unshared (City & SSD) Property per Pupil

LEA Revenue per Pupil

Unshared (City & SSD) Tax Exportability Ratio

Shared (County-area) Property per Pupil

System Child Poverty Rate

Shared (County-area) Tax Exportability Ratio

County-area Median Household Income

Property per Pupil

· State-shared Taxes per Pupil
	(
(

	(
(
(

	Ability to Pay
(Taxpayer Equity)
	(
(
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Median Household Income

· Child Poverty Rate
	(

	
(

	Tax Burden/Exportability
(Taxpayer Equity)
	(
	Ratio of Business-related* Assessment to Total Assessment
	(
	(

	Methodology
	(
	Ordinary Least Squares Multiple Linear Regression


A note about school system tax base and tax burden measurements:  Every factor or variable in the fiscal capacity regression model must have a value for every school system.  All systems have values for all county-area measurements.

· If the funding body for a school system cannot tax a particular base, then that system will have a value of zero for the system-level measurement (e.g., special school districts cannot tax sales and do not receive state-shared taxes).

· If the funding body cannot tax a particular base without having to share the revenue among other systems in the county, then that system will have a value of zero for the system-level measurement (e.g., counties cannot tax property or sales without sharing the revenues).
Dispersion of Variables
Coefficient of Variation*
A note about shared versus unshared tax bases:  Counties must share their local tax bases among all of the school systems within their borders.  Cities may, but are not required to.  Special school districts are not required to and typically do not.  The fiscal capacity model considers only the statutory tax structure and sharing requirements.  Because each variable in the model must have a value for every school system, county systems have zeros for the unshared local tax base variables.  Likewise, special school districts have zeros for the unshared/city sales tax base variable and the state-shared taxes variable.  Those zeros are not factored into the coefficients of variation for the unshared-tax-base variables.  In other words, the coefficients of variation for the unshared-tax-base variables are based solely on the non-zero values.

Correlation Analysis

Revenue and Tax Base Variables Expressed as Value per Pupil
	 
	Revenue
	Shared Taxable Property
	Unshared Taxable Property
	Shared Taxable Sales
	Unshared Taxable Sales
	State-Shared Tax Revenue
	County Export
	City/SSD Export
	County Median Household Income
	System School-age Child Poverty

	Revenue
	1.0000 
	
	
	
	
	
	
	
	
	

	Shared Prop
	0.6518 
	1.0000 
	
	
	
	
	
	
	
	

	Unshared Prop
	0.5369 
	0.1057 
	1.0000 
	
	
	
	
	
	
	

	Shared Sales
	0.7463 
	0.7712 
	0.1680 
	1.0000 
	
	
	
	
	
	

	Unshared Sales
	0.5007 
	0.1013 
	0.8581 
	0.1730 
	1.0000 
	
	
	
	
	

	StSharedTaxes
	0.3881 
	0.1222 
	0.6642 
	0.1426 
	0.7960 
	1.0000 
	
	
	
	

	County Export
	0.5444 
	0.4527 
	0.2585 
	0.6275 
	0.2596 
	0.2476 
	1.0000 
	
	
	

	City/SSD Export
	0.4435 
	0.0223 
	0.8912 
	0.0970 
	0.7704 
	0.6058 
	0.2448 
	1.0000 
	
	

	MHI
	0.5397 
	0.6071 
	0.2006 
	0.4453 
	0.0881 
	(0.0157)
	0.2368 
	0.0845 
	1.0000 
	

	Child Poverty
	(0.2471)
	(0.3192)
	0.1292 
	(0.2869)
	0.2027 
	0.2649 
	(0.1644)
	0.2637 
	(0.6463)
	1.0000 


Prototype System-level Fiscal Capacity Factors and Weights

	Average Actual Revenue per Pupil:  $1,803

	Factors used to estimate Revenue per Pupil
	Average System Value
	Weights Produced by Model

	Constant Value to be Included in Each System’s Estimate
	n/a
	-$236

	Taxable Property per Pupil
	
	

	· Shared
	$81,845
	+0.0041

	· Unshared
	$32,116
	+0.0032

	Taxable Sales per Pupil
	
	

	· Shared
	$40,997
	+0.0202

	· Unshared
	$25,982
	+0.0022

	State-shared Tax Revenue per Pupil (Unshared)
	$235
	+0.0471

	Tax Exportability Ratios
	
	

	· Shared
	35.80%
	+$296

	· Unshared
	16.57%
	+$327

	County Median Household Income
	$32,815
	+0.0209

	System Child Poverty Rate
	18.34%
	-$795


Volunteer County Example

	
	School Systems in Volunteer County

	Fiscal Capacity Measurement
	Volunteer County
	Polk City
	Best SSD

	Revenue per Pupil
	$2,254
	$3,140
	$2,612

	Shared Property per Pupil
	$100,823
	$100,823
	$100,823

	Unshared Property per Pupil
	$0
	$131,912
	$74,638

	Shared Taxable Sales per Pupil
	$64,001
	$64,001
	$64,001

	Unshared Taxable Sales per Pupil
	$0
	$134,287
	$0

	Shared Tax Exportability Ratio
	44.17%
	44.17%
	44.17%

	Unshared Tax Exportability Ratio
	0.00%
	58.97%
	40.96%

	State-shared Tax Revenue per Pupil
	$177
	$612
	$0

	County Median Household Income
	$33,953
	$33,953
	$33,953

	System Child Poverty Rate
	15.73%
	19.89%
	17.03%

	System-level Fiscal Capacity per Pupil
	$2,229
	$3,089
	$2,690

	Old County-area Fiscal Capacity
	$2,405
	$2,405
	$2,405


95-County Fiscal Capacity Formula

Local Revenue per Pupil =
y-Intercept
+ 1 x Property per Pupil
+ 2 x Sales per Pupil
+ 3 x Per Capital Income
+ 4 x [Residential and Farm Assessment ( Total Assessment]
+ 5 x [ADM ( Population]

136-School-System Fiscal Capacity Formula

Local Revenue per Pupil =
y-Intercept
+ 1 x County-area Property per Pupil
+ 2 x System Unshared Property per Pupil

+ 3 x County-area Sales per Pupil
+ 4 x System Unshared Sales per Pupil
+ 5 x System State-shared Taxes per Pupil
+ 8 x [County-area Commercial, Industrial, Utility and Business Personal Property Assessment ( Total Assessment]
+ 9 x [System Commercial, Industrial, Utility and Business Personal Property Assessment ( Total Assessment]
+ 6 x County-area Median Household Income

+ 7 x System Child Poverty Rate
Four Alternative Models Evaluated

· Evaluation team includes

· TACIR staff

· Comptroller’s Office of Education Accountability staff

· Outside reviewers 

· Two two-tier models, both w/regression-based county tier

· both with modified county model as tier one

· property and sales tax bases combined into a single variable

· median household income as measure of taxpayer equity

· school-age child poverty as measure of service burden

· algebraic tier two based on property and sales tax bases plus revenue available from state-shared taxes

· regression-based tier two

·  shared and unshared combined property and sales tax base variables

· system-level tax exportability

· school-age child poverty 

· Two one-tier models

· algebraic based on property and sales tax bases plus revenue available from state-shared taxes

· average tax and usage* rates calculated from actual revenue for schools divided by tax base or available state-shared tax revenue

· separate calculations for shared and unshared tax bases

· full regression based on same components as current county model based on same components and current county model

How We Got Here
1979—State Equalization Plan for Financing the Public Schools in Tennessee, prepared by the Tennessee School Finance Equity Study:  the state should utilize an equitable measure of the relative taxpaying abilities of the local educational agencies.”
1990—First Performance Audit of Board and Department of Education:  “Funds available for public education vary considerably from school district to school district in Tennessee.”  Board and Department concur and note that system-level model is in development.

TACIR Staff Report:  describes two system-level fiscal capacity models.

1992—County Model Adopted for Use in BEP Formula

1995—Tennessee Supreme Court finds funding scheme unconstitutional:  
(June) Commissioner of Education and Executive Director of State Board:  request that TACIR develop a system-level model to assist with solution; Commission defers further discussion until BEP is fully funded.

1998—TACIR staff: refines conceptual framework; develops two-tier model.

2001—TACIR staff:  refines two-tier model

2002—TACIR staff:  continues to refine two-tier model; consults w/Comptroller staff.

(October) Tennessee Supreme Court again finds funding scheme unconstitutional.

2003—Governor Bredesen:  appoints Teacher Salary Tax Force to recommend solution.
(July) Comptroller’s Office of Education Accountability:  “The fiscal capacity index estimates county-level fiscal capacity while BEP allocates funds at the LEA level, resulting in funding inequities among LEAs within multi-system counties.

(November) Task Force issues recommendations:  “Introduce a new district/system-level fiscal capacity model in order to provide a fairer method of determining local contribution.”

2004—General Assembly:  asks BEP Review Committee to “give special consideration to . . . development and implementation of a system-level fiscal capacity model.”

BEP Review Committee:  endorses concept of a 136 system-level prototype and voted to recommend in its November 2005 report that Tennessee convert to a system-level equalization model.
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Historical Time Line

· October 1979:  State Equalization Plan for Financing the Public Schools in Tennessee issued by the Tennessee School Finance Equity Study identifies the need to “utilize an equitable measure of the relative tax paying abilities of the local education agencies” in order to “determine the sharing of educational costs between the state and the local education agencies.”  The study was commissioned by the Joint Legislative Committee on Elementary and Secondary School Finance established by the General Assembly in 1976.
· February 1990:  Performance Audit of Board and Department of Education finds that “[f]unds available for public education vary considerably from school district to school district in Tennessee.”  Board and Department concur.  Department notes that a formula change is being studied and includes the following comment in its response to the audit:
 “Possibilities for formula change include a mechanism to distribute state funding to systems based on their “ability to pay” which would better equalize funding statewide. . . .  Multiple school districts will be examined with the possibility of incorporating funding disincentives to address funding disparities.”
Board goes further, commenting on the causes and noting that the proposed new funding formula would include a system-level gauge of ability to fund schools:
 “Independent taxing power of city and special school systems does contribute to the existing disparity in funding among the state’s systems.  Citizens of city and special school systems have the ability and usually the will to tax themselves for the purpose of investing more in their schools.  County residents may have the will but typically not the ability to do the same, given their limited tax base.  The Board’s Basic Education Program proposal would resolve much of this problem by gauging state appropriations for schools to each system—county, city, or special—according to each’s ability to raise local tax revenue for schools.  The result would both assure adequate resources in all systems and decrease the funding disparity among systems.”
August 1990:  TACIR staff’s initial exposition of the difficulties of determining fiscal capacity for school systems in Tennessee published in a staff report titled Fiscal Capacity of Public School Systems in Tennessee; work on the concept had begun in the 1980s.  This was the first report that presented a model to measure fiscal capacity at the school district level.
· February 16, 1995:  Supreme Court of Tennessee finds for the smalls schools plaintiffs that

exclusion of teachers' salary increases from the equalization formula is of such magnitude that it would substantially impair the objectives of the plan; consequently, the plan must include equalization of teachers' salaries according to the BEP formula.

· February 27, 1995:  Brent Poulton, Executive Director of the State Board of Education, writes expressing concern about the use of a county fiscal capacity model and suggesting that the overall BEP funding formula would be improved “if we could establish an index for each of the 139 school systems.”

· March 8, 1995:  Jane Walters, Commission of Education, writes in relation to the department’s review of teachers’ salary equalization, asking that Dr. Green to “review the issue [of fiscal capacity] and make a proposal on how [it] can be done at the school system level.”

· June 1995:  Requests to revise the TACIR fiscal capacity formula are brought before the Commission.  Commissioner Walters notes that

if the department could distribute BEP funds on a fiscal capacity index that more accurately reflected the situation in each district, it would aid in the quest for equalization, be as fair as possible, and help the department in its continual battle over salaries and other issues where there is such great disparity.

Dr. Poulton notes that

The original premise of the BEP was that the responsibility for funding schools was split between the state and local governments.  Given that local governments had different abilities to pay, local responsibility would be divided according to ability to pay.  Conceptually at least, the notion was that there were 139 school systems and there would be 139 splits of that local responsibility.

Chairman Bragg asked TACIR staff to meet with department and board staff to discuss the issue further and report back at the next meeting.

· June 1997:  With full funding of the BEP formula set for the upcoming year, at the Commission’s request, Asst. Commissioner Roehrich-Patrick, Department of Education, presents information to the Commission as evidence of real differences in ability to pay between counties and other systems within counties.  With few exceptions, city systems and special school districts have higher salaries and expenditures per student.  Chairman Rochelle notes that TACIR will review the fiscal capacity model, but notes that the lack of data for income at the city and special school district level limits the effort.

· June 1998:  Intent to develop sub-county model included in TACIR work program.

· Summer/Fall 1998:  Development of one-tier and two-tier sub-county models.  Staff proceeds with development of two-tier model.

· Summer/Fall 2000 through Fall 2002:  Discussion of municipal overburden as it relates to sub-county model; significant cross-research with Comptroller’s Office of Education Accountability (OREA).

· September 2001: Prototype two-tier model presented to Commission.

· Fall 2001:  favorable review of draft model by outside experts in school finance and statistics, including OREA staff.

· October 2002:  Supreme Court of Tennessee strikes down current funding scheme for funding/establishing teachers’ salaries; work on sub-county fiscal capacity model begins again in earnest.

· Fall 2002:  First one-tier algebraic prototype developed by TACIR staff.

· Winter 2003:  TACIR staff explore alternatives to sub-county model at request of Comptroller of the Treasury.

· June 2003:  Commission updated on development of prototype model; concern about developing income measure at the sub-county level highlighted.

· June 2003:  OREA staff experimenting with two-tier, regression based, sub-county model; request feedback.

· July 2003:  OREA publishes Funding Public Schools:  Is the BEP Adequate? noting that funding inequities result from use of a county-level fiscal capacity model in the Basic Education Program formula because the formula is designed to fund school systems.
· September 2003:  OREA and TACIR staff begin in working in concert on sub-county prototype; develop four basic alternatives:

· two two-tier models, both w/regression-based county tier

· one w/algebraic second tier based solely on tax bases

· one w/regression second tier

· two one-tier models

· one algebraic based solely on tax bases

· one full regression

· October 2003:  Four basic alternatives submitted to external reviewers for comments; one-tier regression version most favored; submitted to Governor’s office.

· October 7, 2003:  Governor’s salary equity task force drafts framework for recommendation of ten principles including this one:  “The proposal will include a new district-level fiscal capacity model in order to provide a fairer method of determining local contribution.”

· October 30, 2003:  TACIR submits a consensus (TACIR and the comptroller’s office) prototype system-level model to Governor’s office.

· Winter 2004:  Governor’s office submits salary equity proposal to legislature that does not include prototype model.

· Spring 2004:  General Assembly enacts and Governor signs salary equity bill that includes request that BEP Review Committee give special consideration to, among other things, a system-level fiscal capacity model; requires annual report each November 1.

· Summer/Fall 2004:  BEP Review Committee establishes subcommittees to prepare proposal for, among other things, a system-level fiscal capacity model in order to comply with legislation.
October 2004:  BEP Review Committee votes to recommend, in its November 1, 2005, report, that Tennessee convert from a 95 county to a 136 system-level equalization model.  BEPRC issues November 1, 2004, report with that recommendation in it. 

Appendix II
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of System-level Model



Early Calls for a System-level Model

1979—State Equalization Plan for Financing the Public Schools in Tennessee, prepared by the Tennessee School Finance Equity Study

“To determine the sharing of educational costs between the State and the local education agencies, the state should utilize an equitable measure of the relative taxpaying abilities of the local educational agencies.”

1990—First Performance Audit of Board and Department of Education “[f]unds available for public education vary considerably from school district to school district in Tennessee.”  The Board and the Department concurred.  The Board comments on the causes and notes that the proposed new funding formula would include a system-level gauge of ability to fund schools:
“Independent taxing power of city and special school systems does contribute to the existing disparity in funding among the state’s systems.  Citizens of city and special school systems have the ability and usually the will to tax themselves for the purpose of investing more in their schools.  County residents may have the will but typically not the ability to do the same, given their limited tax base.  The Board’s Basic Education Program proposal would resolve much of this problem by gauging state appropriations for schools to each system—county, city, or special—according to each’s ability to raise local tax revenue for schools.  The result would both assure adequate resources in all systems and decrease the funding disparity among systems.”

County Fiscal Capacity Model Adopted

· County fiscal capacity model described by TACIR staff in 1990 report “Fiscal Capacity of Public School Systems in Tennessee” used in Basic Education Program (BEP) formula from its inception in fiscal year 1992-93.

· Department of Education contracts with TACIR for continued production and annual update of county-level fiscal capacity index.

· Periodic evaluations of fiscal equalization by TACIR staff indicate continued improvement in education spending equity even after full funding of BEP formula.

Early Requests to Develop System Model

In response to 1995 Tennessee Supreme Court decision finding the state’s method of funding education unconstitutional because of its failure to equalize teachers’ salaries, Commissioner of Education and Executive Director of State Board of Education request review of fiscal capacity model and development of system-based model in June 1995.

“If the department could distribute BEP funds on a fiscal capacity index that more accurately reflected the situation in each district, it would aid in the quest for equalization, be as fair as possible, and help the department in its continual battle over salaries and other issues where there is such great disparity.”

Commissioner Jane Walters

“The original premise of the BEP was that the responsibility for funding schools was split between the state and local governments.  Given that local governments had different abilities to pay, local responsibility would be divided according to ability to pay.  Conceptually at least, the notion was that there were 139 school systems and there would be 139 splits of that local responsibility.”

Brent Poulton, Exec. Dir. State Board of Ed.

Commission defers until BEP is fully funded.

· 2002 Tennessee Supreme Court Decision Rekindles Interest in a System-level Model

[T]he same disparities in teachers’ salaries that existed when Small Schools II was decided still exist today . . . and it takes little imagination to see how such disparities can lead to experienced and more educated teachers leaving the poorer school districts to teach in wealthier ones where they receive higher salaries.  In the end, the rural districts continue to suffer the same type of constitutional inequities that were present fourteen years ago when this litigation began.

Small Systems III—Tennessee Small School Systems, et al. v. Ned Ray Mcwherter, et al., 8 October 2002

TACIR School System Fiscal Capacity Model
Comptroller’s Report Questions Use of County Model in BEP Formula
“The fiscal capacity index estimates county-level fiscal capacity while the BEP allocates funds at the LEA level, resulting in funding inequities among LEAs within multi-LEA counties.
Among LEAs within the same county, the ability to raise local revenue through property and sales taxes may vary considerably.  The Tennessee Advisory Commission on Intergovernmental Relations (TACIR) estimates fiscal capacity only at the county level, masking these variations.  As a result, some LEAs receive a disproportionately high level of state support, and others receive a disproportionately low level.  More LEA-level data are now available, and it may be possible to develop an LEA-level fiscal capacity index using the same methodology and similar variables.

“Implementing an LEA-level index would not affect the BEP’s total cost, nor would the state cost change.  However, an LEA-level index would cause a redistribution of state dollars and local shares of the BEP either among LEAs within a multi-LEA county or among all LEAs statewide.  TACIR has examined various ways to determine fiscal capacity at the LEA level and is refining a prototype LEA-level fiscal capacity model.”

Funding Public Schools:  Is the BEP Adequate?  (July 2003)  Tennessee Comptroller of the Treasury, Office of Education Accountability.
TACIR School System Fiscal Capacity Model Requested by
Governor’s Task Force on Teacher Pay and BEP Review Committee

· Governor Bredesen’s Task Force on Teacher Pay

· Appointed by Executive Order No. 5, February 2003

· Final Report issued November 2003 with Ten Recommendations, including

#4.  Introduce a New District-Level Fiscal Capacity Model—Introduce a new district/system-level fiscal capacity model in order to provide a fairer method of determining local contribution.  Currently, the model measures the fiscal capacity of 95 counties.  A new district/system level will measure the capacity of 136 systems.
· Basic Education Program Review Committee

· Appointed by the State Board of Education

· Asked by General Assembly to “give special consideration to . . . development and implementation of a system-level fiscal capacity model.”

· “Endorsed the concept of a 136 system-level prototype.  The committee voted to recommend, in its November 1, 2005 report, that Tennessee convert from a 95 county to a 136 system-level equalization model.”  (November 2005 Annual Report)

Appendix III

Recommendations of the Governor’s Task Force on Teacher Pay—Ten Principles



Recommendations of the Governor’s Task Force on Teacher Pay—Ten Principles

1. Select a Cost-Driven Salary Component—Select a cost-driven component in the BEP formula for salaries that reflects a real-world average salary cost.

2. Spend the New Funds on Salaries—Systems below a specified instructional salary level should provide a minimum level of expenditures earmarked for instructional salaries in order to reduce disparity.

3. Ensure a Hold Harmless Provision—Funds should be provided to ensure that no system receives less state money than it currently does.

4. Introduce a New District-Level Fiscal Capacity Model—Introduce a new district/system-level fiscal capacity model in order to provide a fairer method of determining local contribution. Currently, the model measures the fiscal capacity of 95 counties. A new district/system level will measure the capacity of 136 systems.

5. Adjust State/Local Split—State and local shares for salaries should be adjusted to reflect fiscal realities of infusing additional state dollars and to ensure a greater degree of equalization.

6. Require Local Responsibility—Local systems should be required to fund their matching share of the BEP formula cost-driven salary component.

7. Adjust the Cost Differential Factor (CDF)/At-Risk/English Language Learners (ELL) Components—The CDF for instructional salaries should be replaced or readjusted provided that additional funds will be available to address the issue of equality of educational opportunity, including funds for students in families with low incomes (e.g., students eligible for free and reduced price lunch) and English language learners. This will have the effect of targeting funds to both rural and urban systems based on educational needs.

8. Maintain a State Salary Schedule—A revised state salary schedule should remain in place to ensure that there is a floor below which salaries may not fall. The schedule should be recommended by the Commissioner of Education and approved by the State Board of Education annually.

9. Institute an Annual Watchdog/Review Component—Charge the BEP Review Committee with annually reviewing two aspects of the teacher pay equity solution:

· Identify any warning signs of increased disparity levels

· Review and recommend adjustments to the BEP salary component based on recognized inflationary indices

10. Provide a Phased-in, Multi-Year Approach—The solution should incorporate a phased multi-year approach based upon fiscal realities and should provide local systems and local governments the opportunity to adjust to the impact.
Appendix IV

New Model versus Current Model


New Model versus Current Model—Highlights

· Provides system-level fiscal capacity for use in equalizing system-level funding formula

· Retains regression-based modified representative tax system approach

· Retains and enhances pupil and taxpayer equity measures

· Tax base variables include state-shared tax revenue available to fund school systems

· Per Capita Income replaced by

· Median Household Income for county area—eliminates problem of group quarters and outliers in smaller counties

· Child Poverty Rate for school systems—only income-related data available at that level

· Remains a fiscal behavioral model—does not set normative standards for local revenue

· Own-source revenue includes state-shared tax revenue used to fund school systems

· More comprehensive—state-shared tax revenue substitutes for local revenues

· Improves data integrity— state-shared tax revenue cannot be separated out of city general fund transfers

· Service Burden (public school students divided by population) not included

· inclusion criticized by Comptroller’s Office as redundant with BEP components 

· model designed for use in more comprehensive BEP formula based on recommendations of Teacher Salary Task Force (enhanced funding for English language learners and at-risk students)

· adoption for use in less comprehensive BEP may require consideration of non-redundant measure

New Model versus Current Model
Comparison of Variables
	Variables
	Current Model
	New Model

	Local Revenue
	Does not include state-shared tax revenue except in City General Fund Transfers
	Includes state-shared tax revenues used to fund all school systems

	Property per Pupil
	County area
	County area & school systems

	Sales per Pupil
	County area
	County area & school systems

	State-shared Tax Revenue per Pupil
	Does not include
	Includes state-shared tax revenues available to fund school systems

	Ability to Pay
	County-area Per Capita Income
	· County-area Median Household Income

· System Child Poverty Rate

	Resident Tax Burden/Tax Exportability
	County-area residential & farm assessment divided by total assessment
	Business-related* property assessment divided by total assessment
· County-area ratio

· System ratio

	Service Burden
	Public School Students (ADM) divided by Population
	Not included for adoption in more comprehensive BEP formula


Appendix V

Comparability of Ability to Pay Measures


Comparability of Ability to Pay Measures
Correlation Coefficients for Alternative Measures

Based on Most Current Three-year Averages for County-level Data

	 
	Per Capita Personal Income 1999-2001
	Median Household Income 1998-2000
	Poverty Rate for All Ages 1998-2000
	Poverty Rate for Ages 5-17 1998-2000

	Per Capita Personal Income
	1.0000
	
	
	

	Median Household Income
	0.8188
	1.0000
	
	

	Poverty  Rate for All Ages
	(0.7104)
	(0.8662)
	1.0000
	

	Poverty  Rate for Ages 5-17
	(0.7039)
	(0.8797)
	0.9770
	1.0000


Median Household Income
· Highly correlated with Per Capita Personal Income
(PCPI used in the current county model)
· Does not include populations in group quarters
(group quarters includes college students, prison inmates, etc.)
School-aged Child Poverty

· Only measure available for school systems

· Highly correlated with Median Household Income

Appendix VI

Compensatory Effect of BEP Equalization



Compensatory Effect of BEP Equalization

Comparison of ADM, Fiscal Capacity and State BEP Funding
for School System Quintiles
	System Quintiles*
	Total ADM
	Total Fiscal Capacity
(in thousands)
	State BEP Funding
(in thousands)
	Capacity ( ADM
[ratio between Capacity % and ADM %]
	State $
( ADM
[ratio between State BEP % and ADM %]

	First

Percent of total
	579,722
64.40%
	$1,645,379
76.71%
	$1,556,623
58.33%
	$2,838
1.19
	$2,685
0.91

	Second

Percent of total
	148,086
16.45%
	259,935
12.12%
	469,386
18.15%
	$1,755
0.74
	$3,271
1.10

	Third

Percent of total
	92,118
10.23%
	138,081
6.44%
	323,985
12.14%
	$1,499
0.63
	$3,517
1.19

	Fourth

Percent of total
	53,612
5.96%
	70,021
3.26%
	197,697
7.41%
	$1,306
0.55
	$3,688
1.24

	Fifth

Percent of total
	27,321

2.96%
	31,438
1.47%
	105,787
3.96%
	$1,181
0.50
	$3,975
1.34

	Statewide

Percent of total
	900,152

100.00%
	$2,144,855
100.00%
	$2,668,478
100.00%
	$2,383
1.00
	$2,964
1.00


Appendix VII

Effect of Changes in
Fiscal Capacity and Measurements


Effect of Changes in
Fiscal Capacity and Measurements

The relationship between fiscal capacity and specific variables (other things being equal) is illustrated as follows:

	Property Assessment Increases
(
	Fiscal Capacity Increases
(

	Taxable Sales Increase
(
	Fiscal Capacity Increases
(

	State-shared Tax Revenue Increases
(
	Fiscal Capacity Increases
(

	Median Household Income Increases
(
	Fiscal Capacity Increases
(

	Child Poverty Increases
(
	Fiscal Capacity Decreases
(

	Tax Exportability Ratio Increases
(
	Fiscal Capacity Increases
(


Appendix VIII

Glossary



Glossary

Ability to Pay—the ability of individuals in a certain jurisdiction to pay taxes relative to those in other jurisdictions, generally based on a measure of income.  The TACIR school system fiscal capacity model uses county median household income and school district poverty rates, which are based on income, to measure ability to pay.
Child Poverty Rate—the percentage of related children living in families below the federal poverty line—as used here, it refers to school-aged children, those between the ages of five and seventeen inclusive.  This is strongly correlated with income.
Fiscal Capacity—the potential ability of the school systems’ to raise revenues from their own sources to pay for public education.

Fiscal Effort—the degree to which a school system utilizes the revenue bases available to it, typically measured as the ratio of between the actual amount of revenues collected or used for a particular purpose to a related measure of fiscal capacity.
Local Revenue—the amount of money provided at the discretion of local officials to support school systems, such as property taxes, and state-shared tax revenues that substitute for local revenue.
Median Household Income—the middle value among households (i.e., the value above and below which lie an equal number of households) for money income received in the previous calendar year by all household members 15 years old and over, including household members not related to the householder, people living alone, and others in non-family households.
Ordinary Least Squares Multiple Linear Regression—a statistical process used to predict the values of a dependent variable, such as local revenue for education, based on the values of a set of explanatory variables, called independent variables.
Property per Pupil—the equalized assessed valuation of property subject to taxation by local officials divided by the number of students in average daily membership.
Representative Tax System—as a measure of fiscal capacity, a method of calculating the amount of revenue that a region or government would collect if it were to exert average fiscal effort; hypothetical tax system that is representative or typical of all the taxes actually levied by the state and local governments of a federation intended to be descriptive of the state-local tax system.
Resident Tax Burden—the portion of property tax payments for which owners of homes and farms are responsible; the equalized assessed valuation of residential and farm property divided by the total taxable value of all property.
Sales per Pupil—the value of all sales subject to taxation by cities and counties divided by the number of students in average daily membership.

Service Burden—the cost of providing for public education.
Shared Property—the equalized, assessed value of property subject to county education taxes, all of which must be shared among all school systems in the county based on the proportion of students in each system.  Note:  all county education revenue must be shared with any and all other school systems in the county.
Shared Taxable Sales— the value of sales subject to countywide taxes, all of which must be shared among all school systems in the county based on the proportion of students in each system.  Note:  all county education revenue must be shared with any and all other school systems in the county.
Shared Tax Exportability—the portion of county property tax payments for which owners of homes and farms are not responsible; the equalized assessed valuation of business-related property (commercial, industrial, utility and personal property) subject to county education taxes divided by the total taxable value of all property subject to county education taxes.
State-shared Tax Revenue per Pupil—funds provided by the State from state revenues to cities and counties to supplement funds from local sources used to provide city and county services divided by the number of students in average daily membership.  Revenue sources include state sales, excise, income, beer, mixed drink, and alcoholic beverage taxes, as well as TVA payments in lieu of taxes.  Only revenue from income, beer and mixed drink taxes plus TVA payments in lieu of taxes are included in school systems’ financial reports.  However, other revenues may be reported as “other” and they may be used to support the general fund transfers widely used by cities to fund their school systems.  Therefore, the tax base variable used in the fiscal capacity model is based on all sources available for use by local governments to fund schools.  Note:  Special school districts are not eligible to receive this revenue directly, but may receive it from counties.
Unshared Property—the equalized, assessed value of property subject to taxes that generate revenue that is not required to be shared with other school systems.  Note:  County school systems’ revenue from this source is restricted to retirement of rural education debt and support of pupil transportation under certain specific circumstances.  Such revenue cannot be used for general support of the county school system; therefore, the value of unshared property for county school systems is zero.
Unshared Taxable Sales—the value of sales subject to taxes that generate revenue that is not required to be shared with other school systems.  Note:  County school systems’ revenue from this source is restricted to retirement of rural education debt and support of pupil transportation under certain specific circumstances.  Such revenue cannot be used for general support of the county school system; therefore, the value of unshared taxable sales for county school systems is zero.  Special school districts do not have authority to tax sales; therefore, the value of unshared taxable sales for special school districts is zero. 
Unshared Tax Exportability—the portion of city and special school district property tax payments for which owners of homes and farms are not responsible; the equalized assessed valuation of business-related property (commercial, industrial, utility and personal property) divided by the total taxable value of all property.

Appendix IX

Data Sources
Data Sources

Local Revenue

Tennessee Department of Education, Annual Financial Reports from public school systems, fiscal years 2000-01 through 2002-03.  The most recent available data will be for the fiscal year immediately preceding the year during which the Department of Education establishes funding for schools.  For example, the Department establishes funding for 2004-05 during 2003-04; therefore, the most current available data on local revenue for use in that process is for 2002-03.

Student Counts—Average Daily Membership
Tennessee Department of Education, Annual Statistical Reports for school years 2000-01 through 2002-03.  http://www.state.tn.us/education/mreport.htm  The most recent available data will be for the fiscal year immediately preceding the year during which the Department of Education establishes funding for schools.  For example, the Department establishes funding for 2004-05 during 2003-04; therefore, the most current available student counts for use in that process are for 2002-03. 

Sales Tax Base & State-shared Tax Revenues
Tennessee Department of Revenue, fiscal years 2000-01 through 2002-03.  The most recent available data will be for the fiscal year immediately preceding the year during which the Department of Education establishes funding for schools.  For example, the Department establishes funding for 2004-05 during 2003-04; therefore, the most current available data on the sales tax base and state-shared taxes for use in the funding process is for 2002-03.

Property Tax Base & Ratio of Business-related Property Assessment to Total Assessment
Tennessee Board of Equalization, Tax Aggregate Report of Tennessee, calendar years 2000 through 2002.  http://www.comptroller.state.tn.us/pa/taxaggr.htm  The most recent available data will be for the calendar year ended prior to the fiscal year during which the Department of Education establishes funding for schools.  For example, the Department establishes funding for 2004-05 during 2003-04; therefore, the most current available data for use in that process is for 2002.

Median Household Income
U.S. Census Bureau, Housing and Household Economic Statistics Division, Small Area Estimates Branch, Small Area Income and Poverty Estimates—Tables for States and Counties by Income Year and Statistic, 1998 through 2000.  http://www.census.gov/hhes/www/saipe/stcty/estimate.html  The most recent available data will be for the calendar year ended three years prior to the beginning of the fiscal year in which the Department of Education establishes funding for schools.  For example, the Department establishes funding for 2005-06 during 2004-05; therefore, the most current available data for use in that process is for 2002, released November 2004.
Child Poverty Rates
U.S. Census Bureau, Housing and Household Economic Statistics Division, Small Area Estimates Branch, Small Area Income and Poverty Estimates—School District Estimates, 1997, 1999 and 2000.  http://www.census.gov/hhes/www/saipe/schooltoc.html  The most recent available data will be for the calendar year ended three years prior to the beginning of the fiscal year in which the Department of Education establishes funding for schools.  For example, the Department establishes funding for 2005-06 during 2004-05; therefore, the most current available data for use in that process is for 2002, released November 2004.
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Data Sources—Schedule of Availability


Data Sources—Schedule of Availability

	
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	BEP Funding Year
	
	
	
	
	
	
	X

	Student Counts (ADM)
	
	
	X
	X
	X
	
	

	Local Revenue
	
	
	X
	X
	X
	
	

	Taxable Sales
	
	
	X
	X
	X
	
	

	Taxable Property
	
	X
	X
	X
	
	
	

	State-shared Tax Revenue
	
	
	X
	X
	X
	
	

	Median Household Income
	X
	X
	X
	
	
	
	

	Child Poverty Rates
	X
	X
	X
	
	
	
	


· Calculations of funding through the Basic Education Program (BEP) formula are made during the fiscal year prior to the year in which funding is to be provided.  Because the calculations are made before the end of the prior fiscal year, no figures for the year during which those calculations are made are available for that purpose; therefore, the latest available data is always from two years prior to the year being funded.  Moreover, data reported on a calendar year basis, which includes property, median household income and child poverty, will always be another six months behind.  And figures from the federal government, which include median household income and child poverty, will lag further behind because they are based on a wide array of data and complex estimation processes.

· Three-year averages are used for each factor by agreement with the BEP Review Committee appointed by the State Board of Education in order to mitigate any volatility that might be inherent in the data.  The most volatile data is typically the property tax base because of periodic and unpredictable challenges to the assessed valuations established by county appraisers. 
* County governments are not required to operate schools (if all students in the county can attend a city system or special school district), but if they do so, must establish education taxes for them.


* Except in very limited circumstances (i.e., to support countywide transportation fund or to repay rural education debt).


* Commercial, industrial, utility and personal property.


* The coefficient of variation is a measure of the variation from the average value.  Technically, it is the standard deviation expressed as a percent of the mean.  The large COV for unshared (city) taxable sales indicates significant differences in unshared taxable sales per pupil across the 136 school systems.  The small COV for county-area median household income indicates relatively small differences among the 95 counties.  This indicates that the differences in the unshared sales tax base are of greater significance than the difference in median household income.


* Usage rate applies to state-shared tax revenue.


* Commercial, industrial, utility and personal property.


* Systems grouped in order of total fiscal capacity, highest to lowest.





1
3
H:\HG and PP Presentations_Ltd Dist\05 Presentations\Workshop for System-level Fiscal Capacity for Funding Education in Tennessee.doc

