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Preface 
The Business of Education 

Although many citizens of the United States recognize that education 
is indeed “big business,” most are unaware that the field of formal ed- 
ucation employs more people than any other industry in the United 
States. In the fall of 2002, about 78 million people were involved in 
providing or receiving formal education.’ In the 2001-02 school year, 
expenditures for public and private education, from preprimary through 
graduate school, were estimated to be nearly $700 billion? Of the $700 
billion spent nationwide at all educational levels, an estimated $423 
billion (about 60 percent) was spent on public and private elementary 
and secondary education? 

For constitutional and historical reasons, education is primarily a 
state and local fiscal responsibility, but parents of public school pupils 
pay fees and out-of-district tuition that accounts for 2.5 percent of pub- 
lic elementary and secondary school revenues. Percentages may vary 
slightly from year to year, but in 1998-99, local governments provided 
41.7 percent of the revenues, states provided 48.7 percent, and the fed- 
eral government’s share was 7.1 percent of the revenues provided for 
public elementary and secondary schools.“ 

The federal budget for education increased from $92.8 billion in 
fiscal year (FY) 2001 to an estimated $147.9 billion in FY 2002.5 
The following chart shows the scope and variety of some of the 
major federal education programs , including the federal agency 
through which the programs were administered for FY 2001, and the 

vi i 
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percentage that each program represented of the federal education al- 
location? 

Major Educational Programs Funded through Federal Agencies, FY 2001, 
Including Department and Major Programs, Percentage of Federal Allo- 
cation, and Expenditure Amount: 

Elementary and secondary education programs: 
U.S. Department of Education (39.6%): $36.8 billion 

*Title I: Grants for the disadvantaged 
Title 11: Dwight D. Eisenhower Professional Development Program 
Title 111: Technology for Education 
Title I V  Safe and Drug-Free Schools and Communities 
Title V Promoting Equity 
Title VI: Innovative Education Program Strategies 
Title VII: Bilingual Education, Language Enhancements, Language 

Title VIII: Impact Aid (see Department of Defense) 
Title IX: Indian, Native Hawaiian, and Alaska Native Education 
Title X: Programs of National Significance 
Title XI: Coordinated Services 
Title XII: School Facilities Infrastructure Improvement 
* Title names were changed and/or programs combined in the 2002 

Reauthorization of the Elementary and Secondary Education Act, known 
as No Child L.eP Behind Act, Public Law 107-1 10, January 8,2002; 115 
Stat. 1425; 670 pages. 

Special Education and Individuals with Disabilities Education Act 
(IDEA) 
Postsecondary education programs 

Student assistance and loans 
Other education programs 

Rehabilitative and administration services 
Research programs 

Office of Educational Research and Improvement (OERI) 
U.S. Department of Health and Human Services (21.0%): $19.5 billion 

Head Start 
Social Security student benefits 
Payments to states for Temporary Assistance for Needy Families 
Program 
National Institutes of Health training grants 

Acquisition Programs 
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U.S. Department of Agriculture (11.9%): $11.0 billion 
Child nutrition programs 
Extension Service and National Agricultural Library 

Job Corps 
Training programs 

Junior and Senior Reserve Officers Training Corps (ROTC) 
Overseas dependent schools (DoDDS) 
Section VI (also known as Title VIII or Impact Aid) (DDESS) 
Tuition assistance for military personnel 

U.S. Department of Energy (3.8%): $3.5 billion 
Energy conservation for school buildings 
Pre-engineering program 

Noncollegiate and job training programs 
Dependents’ education 
Vocational rehabilitation for disabled veterans 
Educational assistance for veterans and reservists 

U.S. Department of Labor (6.1%): $5.6 billion 

U.S. Department of Defense (4.8%): $4.5 billion 

U.S Department of Veterans Afairs (2.3%): $2.1 billion 

U.S. Departments of Commerce, Housing and Urban Development, Inte- 
riol; Justice, State, Transportation, and Treasury (4.5%): $4.2 billion 

Bureau of Indian Affairs (BIA) schools 
FBI National Academy 
Tuition assistance and scholarships 

National Science Foundation 
AmeriCorps and other programs in the Corporation for National and 

NASA and other programs (6.0%): $5.6 billion 

Community Service 
Total for major federal government education programs: $92.8 billion 

Source: U.S. Department of Education, National Center for Education 
Statistics, figure 20 and table 364: Federal on-budget funds for educa- 
tion, by agency, Digest of Education Statistics, 2001, Washington, DC, 
2002,419,423-428. 

Of the federal program funds totaling $92.8 billion shown in the previ- 
ous chart, $48.7 billion was allocated for elementary and secondary ed- 
ucation, $15.3 billion for postsecondary education, $22.8 billion for re- 
search and related institutions, and $6.0 billion for other education 
programs? Since passage of the Elementary and Secondary Education 
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Act of 1965 (ESEA) and subsequent reauthorizations, the federal gov- 
ernment has earmarked federal funds for programs to compensate for 
the link between family poverty and low student achievement. More 
than 90 percent of all school districts provide supplemental instruction 
for 12.5 million students through Title 1, the largest federal program of 
the U.S. Department of Education to improve academic achievement 
for children from low-income families? Under the Individuals with 
Disabilities Education Act (IDEA), over 6 million students from ages 3 
through 21 received special education services? 

The $423 billion estimate for 2000-0 1 elementary and secondary ex- 
penditures represents an increase in total expenditures for instructional 
services, supplies, textbooks, personnel, capital outlay, and interest on 
school debt. For 2000-01, the National Center for Education Statistics 
(NCES) estimated that, on average, $8,830 would be spent in member- 
ship on each student enrolled in public elementary and secondary 
schools .lo 

In 1998-99, the latest year for which actual expenditures are avail- 
able, three states-New Jersey ($10,145), New York ($9,344), and Con- 
necticut ($9,3 18)-spent more than $9,000 per pupil. The District of 
Columbia, which comprises a single urban district, spent $9,650 per 
pupil. Only Utah had expenditures of less than $4,500 for each pupil in 
the public schools ($4,210)." These per-pupil expenditures did not in- 
clude the costs of capital improvements or of other costs to be discussed. 

According to NCES, about $187 billion was spent on instructional 
services, and $103 billion was spent for student services, administra- 
tion, and student transportation costs in 1998-99. An additional $13 
billion was spent on noninstructional services such as food service, 
bookstores, computer time, and interscholastic athletics. Of the $356 
billion spent for public elementary and secondary programs, approxi- 
mately $32 billion was spent for facilities acquisition and construction, 
$8 billion for replacement equipment, and another $8 billion for inter- 
est payments on school debt.'* The remaining $5 billion was spent on 
other programs such as adult education, community colleges, private 
school programs funded by local and state education agencies, and 
community services that are not part of public elementary and second- 
ary education. 
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The clientele served in 1998-99 included over 46.5 million public 
school students in kindergarten through twelfth grade. Of the more than 
5.6 million staff members, 2.9 million were teachers in public elemen- 
tary and secondary  school^.'^ When private and higher education are 
included, more than one in every four Americans is involved in some 
aspect of education as student, administrator, teacher, or support staff.14 
This ratio remained constant in 200 1 and 2002 when education was the 
“occupation” of more than 78 million people in the United States.15 

THE REVENUES FOR PUBLIC EDUCATION: AN OVERVIEW 

In general, government surveys categorize public elementary and sec- 
ondary education revenues as revenue from local, intermediate, state, 
federal, and other sources. Although property, income, and sales tax are 
the major sources of revenue, varying amounts of revenue are derived 
from other taxes, fees, charges, penalties and interest, and gifts. Sixteen 
states earmark some or all lottery proceeds to help fund education; in 
this case, school revenues are not derived from a tax on the sale of a 
product or service, but from the product sales per se. 

From data derived from Census Bureau and NCES surveys, local 
and state governments and the federal government collected over $347 
billion for public elementary and secondary education for school year 
1998-99 in the 50 states and the District of Columbia.16 Total revenues 
ranged from a high of around $40 billion in California, which serves 
about one out of every eight students in the nation, to a low of about 
$709 million in North Dakota, which served a total of 115,000 students. 
Despite the reported revenues of $347 billion in 1998-99, the NCES 
cites expenditures for the same year as approximately $366 billion. The 
deficit spending of over $8 billion for school year 1998-99, however, 
was not likely due to the usage of fund balances to cover expenses not 
paid from current revenues.” 

State, intermediate, and local governments collected about $323 bil- 
lion, or 92.9 percent of all revenues. The federal government contributed 
about $24.5 billion, or 6.8 percent, to primary and secondary education 
costs. For school year 1998-99, local and intermediate sources provided 
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44 percent of school revenues; state revenues provided 49 percent, and 
the remaining 7 percent came from federal sources.18 

In most states, expenditures for public schools are the largest single 
item in the state’s general fund budget. Since the late 1960s, school fi- 
nance litigation challenging the equity and adequacy of state aid to ed- 
ucation has emerged in 41 states. The outcome of this litigation is that 
the states are playing a more active role in education finance. 

Although a legislative concern in this litigation has been a more eq- 
uitable distribution of support for education, coping with the pressures 
to increase revenues for education has also been a major legislative 
concern. Our study suggests that the amounts that are being spent for 
K-12 education have been substantially underestimated. If this is the 
case, and we believe that it is beyond a reasonable doubt, policymak- 
ers may be forced to reconsider their approach to school finance, and 
ultimately to the delivery system served by it. 

In our view, the absence of accountability is a more serious problem 
than any errors in estimating the amounts being spent for public edu- 
cation. After all, if the American people know how much they are 
spending for K-12 education (the level of instruction, not the age of the 
students receiving the instruction) and are satisfied that the results are 
commensurate with the expenditures, then the serious question be- 
comes “What do we know about the costs and the results?” Our study 
is intended to clearly present helpful information about the cost side of 
the policy issues. 

NOTES 

1 .  U.S. Department of Education, National Center for Education Statistics, 
Digest of Education Statistics 2001, NCES 2002-1 30, Washington, DC, 2002, 1 .  

2. Ibid., 3. 
3. Ibid., 33. 
4. Ibid., 179. 
5. U.S. Department of Education, National Center for Education Statistics, 

Federal Support for Education: Fiscal Years 1980 to 2002, Charlene Hoffman, 
NCES 2003-006, Washington, DC, 2002, iii. 

6 .  U.S. Department of Education, Digest of Education Statistics 2001, 
423428 .  
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8. Mary T. Moore, “Prospects for Title 1 in the Early 21st Century: Are 

Major Changes in Store?’ in Education Finance in the New Millennium, 
Stephen Chaikind and William J. Fowler Jr., eds. (Larchmont, NY. Eye on Ed- 
ucation, 2001), 53. 

9. Stephen Chaikind, “Expanding Value Added in Serving Children with 
Disabilities,” in Education Finance in the New Millennium, 67. 

10. U.S. Department of Education, Digest of Educational Statistics 2001,191. 
1 1 .  Ibid., 195. 
12. Ibid., 184-185. 
13. Ibid., 92. 
14. Ibid., 1 .  
15. Ibid. 
16. U.S. Department of Education, National Center for Education Statistics, 
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CHAPTER 1 

ln troduction 

In 1987, the educational world was stunned by a remarkable expos6. The 
expos6 was the work of a West Virginia psychiatrist, John Jacob Cannell, 
who had become interested in student achievement as a result of his pro- 
fessional practice.’ Cannell found that his minor patients with abysmal 
educational achievement had nevertheless received passing, even good 
grades in school, and he was puzzled by how this could be. The more he 
inquired, the more it became clear to him that government reporting on 
educational achievement was frequently misleading. Average test scores 
were high because poor students did not take or were not allowed to take 
the tests. Sometimes, inappropriate tests were used, or the testing was not 
monitored carefully. In some cases, teachers taught test items that pupils 
were supposed to answer without being prepped on the right answer. The 
upshot was that Cannell published a small book that showed that ac- 
cording to official reports of the state departments of education, the 
pupils of every state were achieving at above-average levels. 

Cannell’s expos6 generated an avalanche of criticism, but his basic 
point withstood the criticism. To those knowledgeable about govern- 
ment reports, however, Cannell’s study came as no surprise. Govern- 
ments at all levels typically release information that puts government in 
a favorable light. The exception occurs mainly in the cases wherein one 
government agency is assigned the task of critically reviewing the per- 
formance of a different agency, product, or service. In this respect, gov- 
ernment practice simply illustrates a general rule: The providers of in- 
formation usually provide information that promotes their interests, 
and omit information deemed contrary to their interests. 

1 
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The Cannell report was not the only or the first time that government 
in the United States has been identified as a source of misleading or in- 
accurate information; on the contrary, a plethora of books and articles 
have emphasized this point? It is, therefore, remarkable that so little at- 
tention has been paid to the erroneous government statistics on the 
costs of public education. When educational test scores are the issue, 
the government statistics exaggerate the beneficial results. If costs are 
the issue, we would expect the government statistics to understate the 
costs; like overstatement of results, understatement of the costs also re- 
dounds to the benefit of government as the producer of education. Our 
analysis confirms this expectation. 

PRACTICAL IMPLICATIONS: AN OVERVIEW 

In the private sector, accurate reporting of costs has become a major 
public policy issue; however, in the public sector, accurate reporting of 
costs is usually taken for granted. In public education, however, accu- 
rate cost reporting is especially urgent, due to the magnitude of the 
costs and their critical role in educational policy. According to esti- 
mates published by the National Center for Education Statistics 
(NCES), local, state, and federal governments spent approximately 
$392 billion in 2000-01 for public elementary and secondary schools? 
As we shall see, this figure is an underestimate, but it illustrates the fact 
that even small percentage errors involve large dollar amounts. 

As a practical matter, errors in the cost figures often result in erro- 
neous policy decisions. To take a relatively simple case, suppose a 
school district is considering whether to contract out its transportation 
services. Obviously, safety, reliability, convenience, ability to respond 
to emergencies, and liability, among other factors, should be taken into 
account. The simplest way to compare costs and services is to hold the 
costs constant and then evaluate the differences, if any, on the services 
side. If, however, the cost estimates, whether for government or p i -  
vately provided services, are substantially inaccurate, the policy deci- 
sions are likely to be flawed as well. 

We do not contend that accurate reporting of costs would always lead 
to decisions to utilize the most efficient option available. School oper- 
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ations are funded from a combination of local, state, and federal 
sources of revenue. Suppose the total cost of education is greater than 
the cost of the same service when provided only by state and local 
funds. In the latter situation, the direct cost to local school boards and 
the states would be greater, even though the total costs of education 
would be less. Consequently, the states and local school boards could 
achieve savings in their taxes through increases in federal support for 
public education, the least efficient way to provide the service. 

Similarly, the accuracy of the cost figures for public education is 
very important in charter school and voucher controversies. Obviously, 
if the cost figures show substantial inaccuracies, the policy decisions 
are more likely to be erroneous. Many educational voucher and charter 
school proposals set the amount of the vouchers or the amount avail- 
able to charter schools as a certain percentage of the per-pupil cost of 
public schooling. If the government-calculated per-pupil cost of public 
schooling is significantly less than the actual costs, the voucher- 
redeeming and charter schools will be deprived of the revenues in- 
tended by the legislatures. 

DISTINGUISHING “EXPENDITURES” FROM “COSTS” 
OF PUBLIC EDUCATION 

The distinction between “costs” and “expenditures” must be kept in 
mind throughout this study. Expenditures are cash outlays; “costs” is a 
more comprehensive concept. For example, suppose a teacher is paid 
$40,000 a year to teach in a public school. Suppose also that the state is 
obligated to contribute 5 percent of the teacher’s salary to the teacher’s 
retirement plan. Suppose also that, as often happens, the state fails to 
make its contribution in a given year. In that case, the expenditure for 
the teacher’s services would be $40,000 but the cost would be $42,000, 
the $40,000 salary plus the $2,000 that will have to be paid to the 
teacher’s pension plan. When the $2,000 is eventually paid, it is an ex- 
penditure that does not add to the total costs for the teacher’s services. 

Sometimes “costs” and “expenditures” are identical for all practical 
purposes. If you buy candy for one dollar, the cost of the candy and the 
expenditure for it appear to be the same. But suppose that you had to 
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walk a mile to the store for the purpose of buying the candy. The value 
of your time in walking to and from the store would be part of the cost, 
but not part of the expenditure, for the candy. 

In many instances, we know the expenditures but not the costs of 
public education. This study is an effort to narrow the information gap 
between the expenditures and the costs. It is inherent in such a study 
that the costs will exceed the expenditures. In some cases, we can only 
guess or provide a range in which the costs would fall. And needless to 
say, parties interested in alternatives to our existing system of educa- 
tion should also be aware of all of the costs of whatever system they are 
promoting. 

The costs of public education cannot always be expressed in dollar 
figures, but they should not be ignored for that reason. Actually, some 
of the benefits as well as the costs are not easily converted to dollar 
amounts, a consideration that renders it difficult to evaluate the costs 
and benefits of public education. The emphasis upon test scores as the 
overriding measures of student achievement is partly a reaction to these 
problems; the more difficult it is to evaluate student achievement, the 
more emphasis is placed upon factors that appear to be objective yard- 
sticks for measuring student progress. 

Three ways of defining a cost of public education must be distin- 
guished. Each is legitimate for certain purposes, but the costs identified 
pursuant to each do not necessarily apply to the other ways of estimat- 
ing the costs. 

1. Government ‘‘Costs” of Education 

Every state requires school districts to report their income and ex- 
penditures in a certain format. The state figures are collected by the 
U.S. Bureau of the Census and the National Center for Education Sta- 
tistics (NCES) and combined with federal figures to show the total cost 
of public education. 

The Bureau of the Census/NCES estimates of expenditures are the 
cost figures most often cited in publications on school finance and in 
the media. As this study shows, however, these estimates omit several 
items that would be included under generally accepted accounting 
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principles (GAAP). GAAP, however, was established by the Financial 
Accounting Standards Board (FASB) for accounting in the private sec- 
tor. Because GAAP standards are not always appropriate in the public 
sector, a somewhat different set of standards and procedures has been 
established for governments by the Governmental Accounting Stan- 
dards Board (GASB). We shall occasionally point out the differences 
between GAAP and the GASB standards, but for the most part, the es- 
timates based on the GASB standards are much closer to “the real 
costs of public education.” It should be noted, however, that recently 
approved GASB standards will not be fully operational until 2004 at 
the earliest, and reliable data on the impact of the GASB standards on 
government reporting of costs may not be available for several years 
thereafter. 

2. Economists’ Definition of “Cost” 

Economists define cost in the following way, even though the spe- 
cific language may vary. 

Cost: “The value of what is foregone because of the action selected. Cash 
or other asset that must be surrendered or future claim that must be given 
in order to achieve a specific goal.”4 
Cost: “Resource sacrificed or foregone to achieve a specific ~bjective.”~ 

Thus to the economists, the costs of a product or service consist of the 
value of all the resources utilized or expended to provide it. This defi- 
nition is much broader than that of the government costs. For example, 
it includes parent and student time. The value of student time is what 
students could have earned if they were not in school. In the elemen- 
tary grades, the costs of student time are minimal because elementary 
pupils are not able to earn very much, if anything, if they are not in 
school. In countries that allow child labor at lower ages than the United 
States allows, the costs of student time would be higher (although still 
not very much) by U.S. standards. Obviously, as students reach sec- 
ondary levels and exceed the age limits for compulsory education, the 
costs of their time increase. 
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teachers can appeal adverse tenure decisions to a three-member board 
that includes an impartial third party from the state’s administrative 
agency. The costs of this board are not shown as costs of public educa- 
tion, which they are in fact. 

Between 1983 and 1999,17 state supreme courts held that their state 
systems of education finance were unconstitutional under their states’ 
constitutions. Litigation over “adequacy” and “equity” in school fi- 
nance has become widespread, and these cases are heavily dependent 
on data regarding expenditures for education! Unless all of the gov- 
ernment costs are included, erroneous conclusions about government 
expenditures for education will be pervasive. 

Some states invest much more heavily than others in school facilities, 
and less on current operations. The states that allocate more to school 
construction may appear to be spending less for education but may actu- 
ally be spending more for it, and vice versa. The media rarely point out 
the facts requiring qualification of government estimates of costs; hence 
public opinion often comes to erroneous conclusions on the subject. This 
study is partly an effort to estimate the cost of public education to gov- 
ernment, if and when all of its costs are recognized as they would be in 
the private sector. We shall also comment on private school costs that are 
not but should be recognized in estimating the costs of public education. 
Of course, some private school costs, such as advertising for students, 
have only a minimal counterpart, or none at all, in public schools. 

Even if comprehensive, accurate data on public and private school 
costs were available, the data would not necessarily resolve all of the 
policy issues on which costs are an important factor. For example, no 
matter how much data we have on the costs of education in noncompet- 
itive environments, they will not be informative about the costs of edu- 
cation in a competitive education industry? Inasmuch as a competitive 
education industry does not exist anywhere in the United States, we 
have no direct evidence on the issue and cannot derive it from private 
school costs in a noncompetitive environment. Several economists, such 
as Nobel prize winner Milton Friedman, believe that the results of com- 
petition in a variety of industries provide adequate evidence of its prob- 
able outcomes in education; others do not share this conclusion. 

Readers can decide for themselves whether the understatements ex- 
ist, their magnitudes and their implications, but clearly major deficien- 
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schools do not provide data on the costs of new schools, public or 
private, that are structured differently from existing schools. For ex- 
ample, data on costs in existing private schools do not tell us very 
much, if anything, about what the costs would be if we had a com- 
petitive education industry. Thus, although the analysis occasionally 
refers to private school costs, no comprehensive comparison is at- 
tempted. 

The preceding point is important to avoid exaggerating the differ- 
ences between public and private school costs. Suppose public schools 
provide textbooks that must be purchased by parents of children en- 
rolled in private schools. In this situation, there is no difference in the 
total costs of education, but there is a difference in who pays for spe- 
cific costs. From an accounting standpoint, the per-pupil cost in public 
schools would be higher than in private schools, but this fact per se 
would not justify claims that the private schools are more efficient than 
public schools. 

At the risk of belaboring the point, let us cite another example. Sup- 
porters of school choice sometimes compare the low tuition in private 
schools to the per-pupil cost in public schools as conclusive evidence 
of the private schools’ greater efficiency. The fact is, however, that 
many private schools require parents to contribute a certain number of 
hours of work for admission. The value of the contributed time is a cost 
that is not reflected in the statistics on the costs of private schooling, 
but it should be if we wish to compare the efficiency of public and pri- 
vate schools. By the same token, some economic costs of public edu- 
cation are not included in government statistics but are included in the 
statistics on the costs of private education. For instance, when tenure 
decisions are made by private school officials, the time they devote to 
the issue is a cost that shows up, directly or indirectly, in their salary; it 
is one of the things they are paid to do. In contrast, when state legisla- 
tures consider tenure issues for public school employees, the costs of 
initiating legislation, holding hearings, and guiding the legislation 
through the legislature are not shown as costs of public schools. In- 
stead, they are reflected in the figures on the costs of the legislative 
branch of government. 

In some situations, the full costs of implementing state tenure policies 
are not shown as a cost of public education. For example, in California, 



8 CHAPTER1 

teachers can appeal adverse tenure decisions to a three-member board 
that includes an impartial third party from the state’s administrative 
agency. The costs of this board are not shown as costs of public educa- 
tion, which they are in fact. 

Between 1983 and 1999, 17 state supreme courts held that their state 
systems of education finance were unconstitutional under their states’ 
constitutions. Litigation over “adequacy” and “equity” in school fi- 
nance has become widespread, and these cases are heavily dependent 
on data regarding expenditures for education? Unless all of the gov- 
ernment costs are included, erroneous conclusions about government 
expenditures for education will be pervasive. 

Some states invest much more heavily than others in school facilities, 
and less on current operations. The states that allocate more to school 
construction may appear to be spending less for education but may actu- 
ally be spending more for it, and vice versa. The media rarely point out 
the facts requiring qualification of government estimates of costs; hence 
public opinion often comes to erroneous conclusions on the subject. This 
study is partly an effort to estimate the cost of public education to gov- 
ernment, if and when all of its costs are recognized as they would be in 
the private sector. We shall also comment on private school costs that are 
not but should be recognized in estimating the costs of public education. 
Of course, some private school costs, such as advertising for students, 
have only a minimal counterpart, or none at all, in public schools. 

Even if comprehensive, accurate data on public and private school 
costs were available, the data would not necessarily resolve all of the 
policy issues on which costs are an important factor. For example, no 
matter how much data we have on the costs of education in noncompet- 
itive environments, they will not be informative about the costs of edu- 
cation in a competitive education industry? Inasmuch as a competitive 
education industry does not exist anywhere in the United States, we 
have no direct evidence on the issue and cannot derive it from private 
school costs in a noncompetitive environment. Several economists, such 
as Nobel prize winner Milton Friedman, believe that the results of com- 
petition in a variety of industries provide adequate evidence of its prob- 
able outcomes in education; others do not share this conclusion. 

Readers can decide for themselves whether the understatements ex- 
ist, their magnitudes and their implications, but clearly major deficien- 
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cies in government statistics are not unusual. The tendency of govern- 
ment statistics to misinform is not a conservativefliberal or a Republi- 
cadDemocratic issue. The difference between political or ideological 
groups is not that some are more scrupulous than others in citing data; 
it is that their tendencies to do so come to the fore on different issues, 
or in conflicting ways on the same issue. To be sure, the errors in gov- 
ernment statistics do not necessarily imply deliberate falsification; in 
some instances, significant differences can be traced back to differ- 
ences in the data collection process. 

At the risk of belaboring the issue, let us review the rationale for trying 
to ascertain the total as well as the government costs. Suppose that one of 
our concerns is the cost of achieving universal literacy of the American 
people. In that case, we would want to know the total amount spent to 
achieve literacy; the school district costs would be only a part of the an- 
swer. In addition to the amount spent by school districts, our armed forces, 
prisons, philanthropic foundations, and denominational and charitable or- 
ganizations also contribute resources to foster literacy. Policymakers in- 
terested in promoting literacy should be aware of the total amount spent 
for this purpose, not simply the amount spent by government in schools. 

In education, the neglect of cost issues is partly the result of one-sided 
media preoccupation with outcomes, especially on test scores. Whenever 
an educational reform is assessed or proposed, the evaluative questions 
virtually always focus on the outcome side. This is especially evident in 
school choice controversies; probably 95 percent of these controversies 
are devoted to the educational outcomes, even though the cost implica- 
tions are much more important in many cases. Thus the protagonists on 
choice issues frequently argue strenuously over minor improvements or 
declines in educational achievement, while ignoring substantial differ- 
ences in the costs of the alternative ways to teach what is essentially the 
same subject matter. The frequency of this development is a strong rea- 
son for policymakers to devote more attention to cost issues. 

DIRECT AND INDIRECT COSTS 

Costs are sometimes categorized as “direct” or “indirect,” or “direct” and 
“overhead.” These categorizations are utilized in this study. A “direct” 
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cost is a cost that applies to a single function of an enterprise; an “indi- 
rect” or “overhead” cost is a cost that is shared among two or more func- 
tions. Teacher salaries are a direct cost of instruction. The costs of a per- 
sonnel office that is responsible for recruiting teachers, cafeteria workers, 
custodians, and secretaries are indirect or overhead costs of instruction. 
Textbooks are a direct cost of instruction; office supplies are indirect or 
overhead costs of instruction. 

Direct and indirect costs come into play when we consider the non- 
educational costs of public education. For instance, if a state legislature 
devoted 20 percent of its workload to public education, we could say 
that 20 percent of the costs of the legislature were indirect costs of pub- 
lic education. Obviously, this says nothing about the costs of whatever 
educational system might replace or supplement public education, 
whether it be a voucher system, or a system in which the costs of edu- 
cation are not paid from public funds. Inasmuch as there will be large 
numbers of public schools in the foreseeable future, the overhead costs 
of public education will also continue indefinitely. The nature of the 
overhead costs and the amounts spent for them will change constantly, 
as is the case now. 

In education, costs are often categorized as “instructional” or “nonin- 
structional.” Efforts to estimate the percentage of expenditures “going to 
the classroom” are a terminological variation, but we have serious reser- 
vations about these categorizations and use them only when our data are 
categorized this way. The effort to show the percentage of expenditures 
going to the classroom is usually based on the assumption that this 
breakdown reveals the percentage that is spent on the educational bu- 
reaucracies; the higher the percentage going to the classroom, the more 
efficient the school district. For reasons set forth in chapter 11, we do 
not accept the rationale for looking at the costs of education this way. 

THE PLAN OFTHIS BOOK 

Generally speaking, we shall focus on three kinds of costs that are not 
included in the figures cited by government agencies and the media as 
the current expenditures per-pupil in public elementary and secondary 
schools: 
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The educational costs of local, state, and federal education agen- 
cies that are not included in government statistics on the average 
per-pupil costs of K-12 public education. Capital outlay and inter- 
est are prominent examples. Federal statistics track these costs, but 
they are not included in the current per-pupil expenditures for ed- 
ucation disseminated to the media. 
The educational costs of noneducational public agencies, such as 
the legislative, judicial, and executive branches of government, 
which are not reflected in the current expenditures. 
The nongovernmental costs of K-12 public education. Parent-paid 
remedial education illustrates this category. 

None of the omitted costs lends itself to precise estimation; indeed, in 
some cases, all that we can do is identify the cost and indicate in gen- 
eral terms how significant it may be. Hopefully, the lack of precision 
does not impair the usefulness of the study; the costs that can be esti- 
mated with reasonable accuracy are frequently adequate for various 
policy decisions. 

There was no obvious way to organize this book, but it was deemed 
desirable to begin with the data collection process. Consequently, chap- 
ter 2 explains how the estimates of the government costs are made; 
hopefully this will alert readers to the vulnerabilities of the government 
data. Because chapter 2 will be of interest mainly to professionals in the 
field of education finance, other readers may prefer to skip this chapter 
or treat it as an appendix, which may or may not be deemed useful af- 
ter reading chapters 3 to 1 1 .  

Chapter 3 discusses the current practices of omitting the costs of cap- 
ital outlay, interest, and debt service in the current per-pupil cost in av- 
erage daily attendance (ADA). Collectively, these are the largest costs 
that are not included in the government estimates of the cost per pupil. 
Chapter 3 also introduces the Governmental Accounting Standards 
Board (GASB) and the changes it has recently adopted on a number of 
issues discussed in this study. 

The topics discussed in chapters 4,5, and 6 will also be affected by 
the new GASB reporting requirements. Chapter 4 is devoted to un- 
funded pension and post-retirement costs. Government acceptance and 
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failure to account for these costs are pervasive problems of government 
at all levels; it would be surprising if public education had somehow 
avoided the problem. Chapter 5 is a discussion of parent and parent or- 
ganization support for public schools. When these organizations do not 
come under the auspices of the school governance structure, their con- 
tributions have not been considered in the cost of operating public 
schools. Chapter 6 takes up foundation support for public schools. Such 
support is of growing importance, as more and more school districts are 
establishing charitable foundations to generate and receive private con- 
tributions to public schools. From an economic perspective, voluntary 
contributions to public education are costs of it. 

Chapters 7 and 8 take up the costs of public education that are carried 
on the budgets on noneducational public agencies. The largest item in this 
category is the cost of teacher education, which is the subject of chapter 
7. The following chapter takes up the costs of K-12 public education in a 
variety of noneducational government agencies: prisons, Indian reserva- 
tions, and Department of Defense and Department of State schools. 

Chapter 9 is devoted to the costs of raising the funds that support 
public education, that is, the costs of tax assessment and collection. 
Chapter 10 is an effort to estimate the disincentive effects of taxation 
for public schools. These effects are the negative impact that our sys- 
tem of support for public education has on other economic activities. It 
must be emphasized, however, that no effort has been made to estimate 
the disincentive effects of other ways of funding public elementary and 
secondary education. 

Our concluding chapter 11 is an effort to place the study in the context 
of educational reform, including proposals to change our system of finan- 
cial support for elementary and secondary education. This is the context 
in which the study is most likely to be useful, as we believe it should be. 

THE GOAL OF THIS STUDY 

As the following discussion suggests, more accurate estimates of the 
costs of public education would often be damaging to some interest 
groups and/or help others. After all, if the costs have been underesti- 
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mated, the parties who are dissatisfied with public education will have 
even more reason to be dissatisfied. Likewise, parties who are satisfied 
or ambivalent may come over to the need-for-change position, if and 
when they conclude that public education costs significantly more than 
the government figures show. 

In the nature of the case, our study was much more likely to show that 
the cost of public education is underestimated; governments conceal 
costs as well as overestimate them. Consequently, the proponents of 
public education will be much more inclined to challenge our assump- 
tions, data, procedures, and conclusions than the critics of it. In princi- 
ple, we have no criticism of this reaction; the important issue is whether 
our study or its critics have raised legitimate points and adduced valid 
data and analyses to support the positions taken. 

In this connection, however, we must emphasize a point that will be 
made repeatedly in the study. Our primary objective is not precision in 
estimating the real costs of public education; valid, precise estimates 
cannot be achieved on most cost issues. Instead, our objective is to show 
the kinds of costs of public education, and their magnitudes, that are rou- 
tinely omitted in the government statistics on the subject. For instance, 
we contend that the failure to include the costs of capital outlay, interest, 
and debt service in the cost per pupil in average daily attendance results 
in a 15 percent or more underestimate of the cost per pupil in public 
schools. The actual underestimate might be more, and it might be less. 
The critical issue is whether our estimates point to significant underesti- 
mates of the real costs in the figures given to the media and cited every- 
where as “the average cost per pupil” in public schools. In fact, we wel- 
come criticism that brings the discussion closer to the real costs. 

Of course, if our analysis is valid, one possible outcome might be to 
intensify the search for more efficient ways to operate public schools. For 
this reason, the fact, if it be a fact, that public education costs more than 
is widely thought does not necessarily justify a different system of edu- 
cation. Instead, a study like this one may be the stimulus needed to search 
for more efficient ways of operating public schools. Consequently, our 
analysis does not resolve or even address the issue of whether our nation 
or any state should change to another system of education. Nonetheless, 
because cost issues are relevant to the larger issue, we shall comment 
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briefly on their implications, especially in our concluding chapter 11. In 
any case, we believe that our analysis points to the need for a more real- 
istic approach to the costs of public education. 

THE POINT OF VIEW 

It is our view that “objectivity” requires making one’s point of view as 
clearly as possible so that readers are better able to detect biases in the 
data and/or the analysis. Thus, again in our view, the critical issue is not 
whether we are partisan with respect to an issue; it is whether or how 
our partisanship affects our argument. For this reason, a brief comment 
on the origins of the study and the authors’ position on several issues to 
be discussed is in order. 

The origins of the study go back to the experience of one author (ML) 
as a labor negotiator for school boards. It sometimes happened that dis- 
tricts with lower salaries provided more expensive fringe benefits, such 
that the total amount spent for teacher welfare was higher in the districts 
with the lower salary schedules. In bargaining, however, the teacher 
unions publicized the lower salaries and asserted that all the unions 
wanted was “equity” on the salary issue. In citing the lower salaries, the 
union data was accurate, but misleading, especially if and when the 
union had actually sought to allocate funds to the fringe benefit package 
instead of salaries. Author involvement in these issues led to the dis- 
covery that the U.S. Department of Education relied upon the country’s 
largest union of education employees, the National Education Associa- 
tion (NEA), for its statistics on teacher salaries. Relying on data from a 
party with a strong interest in the results, without making this point ex- 
plicit, raised troublesome issues. For example, the NEA-provided gov- 
ernment statistics on teacher compensation omit fringe benefits, which 
are a very significant component of teacher compensation. The NEA 
prefers to have teacher compensation appear to be less than it is; the 
lower the compensation, the greater the justification for increasing it. 
Consequently, the NEA as well as the American Federation of Teachers 
(AFT) avoid calling attention to the value of teacher fringe benefits. 

The practice of reporting only salaries has a historical, not a con- 
spiratorial origin; it began in the days when fringe benefits were a 
much smaller component of teacher Compensation. Over time, how- 
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ever, the cost of some fringe benefits, especially health insurance, in- 
creased substantially; hence the sole emphasis on salaries has led to 
significant underestimates of teacher compensation in government sta- 
tistics on the subject. 

It so happens that fringe benefits in public education are a much 
larger component of compensation than fringe benefits in the private 
sector. For this reason, “teacher salaries” are frequently a misleading 
guide to teacher compensation. The fringe benefits (most of them) were 
picked up on district financial statements, but the example led to a 
skeptical attitude toward government statistics on public education. 
Unfunded pension and health benefits, and the fact that school district 
financial statements do not include depreciation, intensified our con- 
cerns and led us to undertake a more comprehensive study of the real 
costs of public education. 

It must be emphasized that all data collection on school finance in- 
cludes or is based at least in part upon subjective decisions. For instance, 
“average teacher salaries” appears to be an “objective” amount. The 
salaries of the teachers are added and then divided by the number of teach- 
ers. Unfortunately, before this is done, there are questions to be answered: 

Who is included as “a teacher”? School nurses? Principals and as- 

Are payments for extracurricular activities to be included or ex- 

How many days and hours must someone teach to be counted? 
Is the average teacher salary the average actually paid or the aver- 
age of all salaries on the salary schedule? 
Sometimes teachers prefer district payment of their health insur- 
ance to a salary increase because teachers must pay taxes on their 
salaries but not on district payments for their health insurance. 
Should fringe benefits, which frequently amount to 25 percent or 
more of salary, be included in the salary figures? 
Should the salaries of principals who teach part-time be included 
as teachers’ salaries? 

sistant principals? Guidance counselors? Librarians? 

cluded from “salaries”? 

Several additional issues could be added to the above list. The point is 
that judgments must be made, and reasonable people can disagree on 
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the inclusions and/or exclusions, even when there is agreement on the 
use to be made of the data. The resolution of each issue could conceiv- 
ably affect the average; for example, if principals are “teachers,” the 
average salary will be higher. 

We do not assert that there is a “right” or a “wrong” answer to the 
questions posed above. There may be a correct answer in terms of the 
specific purpose to be served by average teacher salaries, but it is not 
apparent from the phrase itself. Furthermore, most people who en- 
counter the phrase are not aware of all the decisions that must be made 
to get to the answer. 

From the outset, it was evident that the real costs might be signifi- 
cantly higher than the conventional estimates and that this outcome 
would probably be challenged by supporters of public education. Inas- 
much as the authors are on record as supportive of a competitive edu- 
cation industry, the study is likely to be criticized as an effok to weaken 
public education? Or the study might be ignored in order to minimize 
the attention paid to it. Regardless, the real cost of public education is 
an extremely important issue. The test of any study of the issue is not 
whose interests are served by it, but whether the study includes the rel- 
evant evidence bearing on the issue, and whether its conclusions are 
justified by such evidence. In our opinion, the extent to which this 
study meets these criteria is the appropriate test of its objectivity. 

In this connection, it is important to distinguish objectivity from neu- 
trality. An objective study of an issue may lead to partisanship with re- 
spect to it. Just as an objective study of a criminal investigation may 
support the conclusion that X was the culprit, so an objective study of 
the evidence of the costs of public education may lead to the conclu- 
sion that government statistics on the subject substantially underesti- 
mate its real costs. 

Lastly, we emphasize that interests affect what and how data are 
gathered; data are not gathered willy-nilly, Thus critics of public edu- 
cation cite data that purportedly show low levels of achievement in 
public schools; supporters of public education cite data conducive to 
the opposite conclusion. The data cited by both parties may be correct, 
but the supporters assert the lower test scores of U.S . pupils are due to 
the fact that the U.S. cohorts of students tested include low-achieving 
students who are not included in the student cohorts tested in other 
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countries. Elsewhere, students not going on to college may no longer 
be in school. The test scores in all countries may have been reported ac- 
curately, but differences in who takes the tests, not the quality of edu- 
cation, may explain the lower US. test scores. The same issue arises 
with respect to comparisons of public to private school achievement; 
the higher achievement levels in private schools may be due to the fact 
that private schools do not enroll many students who would not achieve 
at high levels, no matter what school they attend. Similarly, true state- 
ments about the costs of public education can be misleading in the ab- 
sence of contextual data. 

The main objective of this study is to present a more comprehensive 
analysis of the costs of public elementary and secondary education. We 
do not allege that government statistics deliberately falsify the costs; in 
some instances, the understatements are inherent in the data collection 
process. In other instances, omissions in reporting are a long-standing 
tradition, neither questioned as omissions nor encouraged as inclusions 
in the statistics of the costs of public education. 

Determining the real cost of public education is an extremely impor- 
tant issue. Substantially underestimated costs deceive the taxpaying 
public, mislead government officials who initiate legislation, and de- 
prive students of educational financial equity. Although local, state, and 
federal governments spent $392 billion for public elementary and sec- 
ondary education in 2000-01, the following chapters show this is sig- 
nificantly less than the actual cost to government. Reasonable people 
can disagree about the policy implications of this conclusion, but the 
disagreements should be based upon more comprehensive data than has 
been available in the past. 

Finally, we recognize that our statistical and accounting data are not 
an easy read. At all times, we have tried to strike a balance between the 
complexity of the issues and editorial simplicity. It is for readers to de- 
cide whether we have struck the right balance, but we hope that this 
study, despite its deficiencies, will foster more attention to the real 
costs of public education. 
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The neglect of actual costs is a pervasive problem in U.S. politics. A 
major causal factor is the way the polling industry operates in the 
United States. As Robert Weissberg point out, polls in political cam- 
paigns do not mention the costs to taxpayers in asking respondents 
whether they favor additional improvements or benefits. When the 
costs to taxpayers, individually or collectively, are explicitly included 
in the questions, voter support declines substantially.IO 

The 2002 election in Florida provided a telling example. Constitu- 
tional Amendment 9, an initiative to limit class size, did not mention 
costs but passed by a narrow vote. The James Madison Institute, a 
Florida think tank, estimated that it would cost $27 billion over the next 
eight years.” If taxpayershoters had been aware of the fact that the 
benefit entailed such huge costs, it is extremely unlikely that Constitu- 
tional Amendment 9 would have passed. Some observers believe that 
the political tendency to avoid candid discussion of costs in legislating 
benefits has already reached the crisis stage. For example, Peter Fisher, 
the undersecretary of the treasury for domestic finance, stated that the 
federal government’s promises to pay for future benefits exceed its an- 
ticipated revenues by $20,000,000,000,000-in short, 20 trillion dol- 
l a r ~ . ’ ~  The political conflicts over which promises will be kept, and 
which ones will not be, will inevitably become the focal point of do- 
mestic politics for a long time to come. 

Unfortunately, the failure to consider costs is characteristic of evalu- 
ation in educational research generally. Henry Levin reviewed the eval- 
uations presented at the annual meetings of the American Educational 
Research Association (AERA) from 1985 to 1988; he found that fewer 
than 1 percent considered cost-effectiveness issues. Levin also con- 
cluded that the attention paid to cost analysis remained relatively con- 
stant during the 1990s.I3 

In another study, David J. Monk and Jennifer King Rice found that 
75 percent of the evaluations in a scholarly educational journal ignored 
cost, whereas only 20 percent of the evaluations in a comparable pub- 
lic policy journal failed to include cost analysis. Another study by Rice 
compared the attention paid to costs in peer-reviewed journals in edu- 
cation, health care, and public policy and concluded that “education 
policy evaluation pays substantially less attention to cost considera- 
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tions than do other fields of public p01icy.”’~ We agree and hope that 
this study is a step in a more positive direction. 
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CHAPTER 2 

The Da ta Collection Process 

Although everyone recognizes that formal schooling requires substan- 
tial resources, measuring the costs of education is not an accurate sci- 
ence. In gathering information about costs, federal agencies rely on the 
validity and accuracy of the reports submitted by local school districts 
and state departments of education. These reports are often inaccurate, 
especially when funding is involved. For example, the state controller 
of California audited the student attendance figures submitted by the 
Los Angeles Unified School District (LAUSD) and found the figures to 
have been “routinely inflated” in the 1996-97 sample.’ As a result, Cal- 
ifornia’s largest school district owed the state $120 million in August 
2001. Because of a “pattern of poor financial controls and recordkeep- 
ing,” school officials had counted students not in attendance on the day 
the official student count was required. As a result, the state overpaid 
the LAUSD $30 million a year.* Errors such as these at the local level 
become errors at the state and federal levels as well. 

Federal education officials require accurate fiscal and attendance 
data in order to allocate federal funds to state and local education agen- 
cies. Furthermore, school district statistics are widely compared and 
analyzed to identify issues and trends in public elementary and sec- 
ondary school finance and to assess the status of school finance in each 
state. How are these calculations made? Who collects and analyzes the 
data? What is the process? At what points are errors likely to be made? 
This chapter is an effort to answer these questions about government 
data on the costs of public education. 

21 
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NCESEENSUS BUREAU COLLABORATION 

Several federal agencies collaborate to implement the federal law that au- 
thorizes and requires the collection of school district financial data? For 
example, the United States Office of Management and Budget (OMB) 
approves the survey forms that are administered by the Census Bureau, 
an agency of the U.S. Department of Commerce. Under the auspices of 
the U.S. Department of Education, the National Center for Education 
Statistics (NCES) collects, analyzes, and distributes education statistics. 

While the surveys are in progress, Congress routinely makes 
changes in the programs, funding levels, purposes, and even titles of 
federal education programs. For example, more than half of the pro- 
grams in 1980 had been combined into block grants or discontinued by 
1990. Similarly, new state and federal initiatives may have special in- 
structions for reporting the appropriate classification of the revenues 
and expenditures. The Census Bureau and the U.S. Department of Ed- 
ucation provide instruction booklets as well as training for the state of- 
ficials (generally designated by the state’s chief school officer) who are 
responsible for completing the surveys. 

One such survey is the National Public Education Financial Survey 
(NPEFS), also known as ED Form 2447. This annual state-level survey 
collects school finance data derived from administrative and fiscal 
records from the 50 state educational agencies (SEAS), the District of 
Columbia, and the outlying areas under U S .  jurisdiction (American 
Samoa, Guam, Northern Marianas, Puerto Rico, and the Virgin Islands). 

The U.S. Department of Education, through the NCES, partially 
funds the NPEFS data collection set, which is part of the Census Bu- 
reau’s annual financial survey of federal, state, and local governments: 
As local governments, each school district provides financial data that 
become part of the larger survey. From the financial data submitted by 
the local governments, the Census Bureau extrapolates the information 
to Form F-33, the Annual Survey of Local Government Finances: 
School Systems. Form F-33 is a data processing worksheet, not a data 
collection instrument, but the data are supposed to provide a compre- 
hensive picture of revenues and expenditures, and debts and assets, of 
local education agencies (LEAS). 
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Census Bureau and NCES personnel work closely together to review 
and compare current- and prior-year data by using a computer edit pro- 
cedure to check for internal and longitudinal consistency. When re- 
quested information is missing, and verification from a state agency is 
not forthcoming, federal government agencies use a procedure to im- 
pute an amount for education revenue or expenditures. Through an es- 
tablished methodology, technicians create a comparable subset, calcu- 
late the missing data, and include it in the national data set that covers 
the fiscal year beginning July 1 and ending June 30. Footnotes that ac- 
company the tables in NCES publications indicate if imputations are 
included and the value of the imputation. Census Bureau officials re- 
port that these imputations usually do not affect state totals and rarely 
affect the per-pupil expenditure calculations? 

The process of gathering the data for the current fiscal year (FY) be- 
gins after the audit of public school revenues and expenditures for the 
just completed fiscal year. For example, in FY 2001-02, federal offi- 
cials are working on FY 2000-01 data. Although the collected data can 
be submitted as early as mid-March to the Census Bureau, the manda- 
tory deadline for submitting the school districts’ fiscal data for the pre- 
vious year is the first Tuesday in September after Labor Day. The data 
set file is then sent to NCES in November after all information has been 
collected and edited for accuracy by the Census Bureau. In December, 
the Census Bureau releases the information on the Internet and pre- 
pares and distributes various Census Bureau publications, such as Pub- 
lic Education Finances, an annual publication. 

NCES also analyzes the data from the National Public Education Fi- 
nancial Survey and disseminates it in many different types of publica- 
tions. NCES publications include the Statistics in Brief series, the annual 
Digest of Education Statistics, the State Profiles of Public Elementary 
and Secondary Education, and the Common Core of Data. 

Data from the Census Bureau’s fiscal survey are used in determining 
the states’ allocations for federal education programs that target low- 
income students, programs for migrant, handicapped, neglected, and 
delinquent children, Indian education, and the Individuals with Dis- 
abilities Education Act (IDEA), to cite some of the most common fed- 
eral allocations. Inasmuch as states and local school districts cannot tax 
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federal installations, such as military bases, that employ the parents of 
school-age children, the federal government appropriates “impact aid” 
to compensate states and local school districts for their inability to tax 
federal installations that add significantly to their student populations. 

Because the data are used in determining state and federal grant allo- 
cations, state fiscal records may be audited. Auditors include the Office 
of the Inspector General of the U S .  Department of Education, authorized 
representatives of the Comptroller General of the United States and the 
US, General Accounting Office, auditors conducting audits required by 
the Single Audit Act of 1984, and certain nonfederal auditors. If auditors 
discover inaccuracies in state fiscal data, the U.S. Department of Educa- 
tion may seek to recover overpayments for the applicable programs? 

ESTIMATES OF PER-PUPIL EXPENDITURES 

In its directives, NCES cautions state authorities completing the survey 
to “report the amounts for State Per-Pupil Expenditure (SPPE) cor- 
re~t ly .”~ NCES uses state per-pupil expenditures in order to compare 
per-pupil expenditures among states or when calculating state alloca- 
tions for certain federal programs. 

Second, state per-pupil expenditures are calculated for allocation 
purposes for federal grant purposes. From the state’s net current ex- 
penditures, NCES subtracts community services expenditures, Title I 
expenditures, Title VI expenditures, revenue from pupils for food ser- 
vices, textbooks, and student body activities, tuition paid by nonresi- 
dent students educated by another school district, transportation fees 
paid by students, and student tuition for summer school. The result of 
this calculation is the net current expenditures for the state, which must 
then be divided by the average daily attendance (ADA) to arrive at the 
state per-pupil expenditure. 

Twenty-nine states and the District of Columbia define ADA by state 
law or regulation. Absent such a state requirement, states and territories 
use the definition provided by NCES: “An SEA [state education 
agency] must collect attendance figures from each school or school dis- 
trict in the state on a daily basis and then divide that figure by the ac- 
tual number of days the school or district is in session. The resulting 
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figures are then added for the entire state.”* Regardless of which 
method is used, states are required to report an ADA figure that in- 
cludes every school district, or local education agency -including stu- 
dents attending charter schools and special schools (such as schools for 
the deaf)-for which expenditures are reported. To do otherwise would 
result in an incorrect amount for the state per-pupil expenditure. 

Because figures for the state per-pupil expenditure involve current ex- 
penditures, it is important to understand the items that are included in this 
category. The current expenditures category includes all expenditures that 
the local education agency (LEA) used during the current year to educate 
elementary and secondary students. The critical point here is that the cat- 
egory of current expenditures excludes expenditures for: (1) property ac- 
quisition, (2) debt retirement, (3) programs for non-public school pro- 
grams, (4) adultkontinuing education, (5)  community college education, 
and (6) community services programs? As will be evident, the current ex- 
penditures category also excludes several other costs that can fairly be 
considered government costs of elementary and secondary education. 

In an effort to relate the costs of a service to the amount of benefit 
received by each program and student population, NCES distributes the 
current expenditures among those pupils in average daily membership 
(ADM) in each program. Average daily membership is calculated by 
using the aggregate membership of a given school during a reporting 
period (normally a school year) divided by the number of days school 
is in session during this period. Only days on which the pupils are un- 
der the guidance and direction of teachers are considered as days in ses- 
sion. The more direct the relationship between an allocation basis and 
the cost of support services received by the benefiting program, the 
more closely the resulting estimated program costs will approximate 
the real program costs. However, it must be recognized that ascertain- 
ing the actual program costs can only be a goal, which will never be 
reached without a margin of error. 

Still another calculation is average daily enrollment (ADE). Realiz- 
ing that all students enrolled in a school, whether in attendance or not, 
would be provided educational and support services if they were in at- 
tendance, NCES also calculates per-pupil expenditures by distributing 
current expenditures among all students enrolled. Calculations using 
ADM and ADE are likely to lower the per-pupil cost, since the costs of 
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current expenditures are allocated among more students than if average 
daily attendance (ADA) is used. 

To avoid confusion, it is necessary to review the data along with the 
definitions used in the presentation of the data. What is especially con- 
fusing is the fact that a number of items, included in one survey as sepa- 
rate items, either do not show up on other forms, or the data are combined 
with other categories on the survey. For example, Form F-33 reflects 
only the actual receipts and expenditures of the local school systems; 
hence no contributions from foundations or organizations, or in-kind 
contributions-such as the value of computers or software or other con- 
tributed items - are counted in the costs of public education as calculated 
by either the Census Bureau or the Department of Education. As pointed 
out in chapters 5 and 6, these items can become a significant factor in de- 
termining the expenditures or the costs of public education. 

It should be emphasized that some data are collected, but not used, 
in the calculations that estimate the per-pupil costs. For example, 
school districts report their expenditures for capital outlay, including 
construction, improvements to land and existing structures, instruc- 
tional equipment, and other major equipment. Similarly, the districts 
report both the long-term and short-term debt of the school district, as 
well as debt retired during the fiscal year. NCES included the total ex- 
penditures in table 167 in its Digest ofEducation Statistics 2001. How- 
ever, in publications intended for a broad public audience, NCES usu- 
ally omits these items. For example, when NCES released its 12-page 
“Statistics in Brief, March 2002” to the media, NCES included calcu- 
lations for the per-pupil costs based only on current expenditures, 
rather than on total expenditures. To further cloud the picture, the 
NCES summary included only the cost “per pupil in membership” 
without any indication of the omissions or their magnitude. Conse- 
quently, the reported per-pupil cost was significantly less than if the 
per-pupil cost had included total expenditures and had been based on 
average daily attendance. As a result, the public is easily misled by 
NCES’s per-pupil cost figures. As table 2.1 shows, the differences in 
per-pupil costs vary by more than $1,000 per pupil, depending upon 
whether the average is of total expenditures or current expenditures. 

The NCES rationale for the exclusions is that because capital outlay 
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Table 2.1. Variations in Per-Pupil Costs in Public Schools, 1997-2OO0, in 
Constant 2000-01 Dollars 

Expenditure Per Pupil Expenditure Per Pupil 
in Average Daily Attendance"" in Fall Enrollment** 

Total Current Total Current 
School Year Expenditures Expenditures Expenditures Expenditures 

1997-98 $8,339 $7,227 $7,731 $6,700 
1998-99 8,639 7,463 8,016 6,925 
1999-00' 8,787 7,591 8,155 7,045 
2000-01 * 8,830 7,628 8,194 7,079 

'Estimates 
*'NCES reported the fall enrollment in 1998 in public elementary and secondary schools was 

46,539,000 while the average daily attendance for the 1998-99 school year was 43,187,202, indi- 
cating that on average, approximately 3.4 million students were absent each day of the school year. 

Source: U.S. Department of Education, National Center for Education Statistics, Digest of Education 
Statistics 2001 (Washington, DC. 2002), 5657,  191. 

costs vary substantially from year to year and district to district, inclu- 
sion of these expenditures in its estimates of the per-pupil costs would 
mislead users of the data. Apparently, the possibility that the exclusions 
would also be misleading was not persuasive. Again, it must be em- 
phasized that NCES has useful data on the exclusions; it simply does 
not factor them into the most widely used estimates of the average per- 
pupil cost. NCES could just as easily include the total expenditures in 
per-pupil cost, so that anyone who wanted the less comprehensive fig- 
ure need only subtract the total cost of facilities from the total per-pupil 
cost, but NCES has chosen not to present the data this way. Because the 
media and many professionals are not aware of the exclusions, we be- 
lieve that the more comprehensive estimate would be preferable, espe- 
cially when appropriations for charter schools, contracts to provide ser- 
vices for school districts, and/or vouchers are under consideration. 

The data collected for NCES include education programs that are not 
part of school district operations. These include programs such as 
schools for the deaf or other special-needs students that are financed 
and run by a state department of education, or the schools in juvenile 
custodial institutions, or in the state prison system.l0 Since the local 
school systems are not making these expenditures, they are not in- 
cluded in the Census Bureau survey of local education agencies. This 
is legitimate, but the additional information is required if we wish to 
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know the total amount spent for K-12 public education. 
The Census Bureau survey instruments do not require that informa- 

tion pertaining to public charter schools be carved out of data totals. In 
contrast, NCES data collection forms request that public charter school 
data be reported separately from the regular school district data. NCES 
classifies and presents charter school expenditures as “direct program 
support for public school students.” Attendance calculations are the 
same for charter school students as for other public school students; 
however, because public revenues for charter schools flow directly to 
charter schools in some states, and pass through LEAs in other states, 
some double counting of revenues is possible. 

DATA COLLECTION ACCURACY PROBLEMS 

Accurate collection of data through national surveys is complicated in 
significant ways, such as the need to reconcile dozens of diverse for- 
mats used by local school districts and state education offices, some 
with different fiscal year designations. In addition, not all applicable 
data are readily available. For example, about half the school districts 
make teacher pension payments directly to the state’s retirement or 
pension systems. When the school district makes these payments, the 
government surveys capture the payment amounts on its survey instru- 
ment. However, when the state or intermediate government (city or 
county) pays the employer’s contribution by transferring a lump sum to 
the state retirement fund for public employees, it is impossible to iso- 
late payments for individual school districts. Because local school dis- 
tricts never actually receive these funds, LEAs do not include them in 
year-end financial audit reports to the SEA. Under these circumstances, 
it may be impossible to determine the amount attributable to the em- 
ployer’s contribution for eligible instructional employees, administra- 
tors, or support personnel. In such cases, the Census Bureau “pro- 
duces” the retirement payment made on behalf of the school district by 
using the current salary data, number of eligible employees, and per- 
centage contributed. Precise accuracy is impossible, but we have no 
reason to challenge the Census Bureau procedure. 



THE DATA COLLECTION PROCESS 29 

NONFISCAL SURVEY DATA 

Because NCES’s goal is to provide a comprehensive and timely na- 
tional statistical database of all public elementary and secondary 
schools, education agencies, and programs, it collects nonfiscal data as 
well. Nonfiscal information includes names, addresses, and adminis- 
trative information, numbers of students and staff, demographic infor- 
mation on students and staff, high school completion rates, and student 
dropout data. NCES collects this data through annual surveys adminis- 
tered by the Census Bureau. As they do for the fiscal surveys, the gov- 
ernment agencies provide training for the nonfiscal coordinators re- 
sponsible for providing the nonfiscal data. 

In 2001, for the first time, NCES cross-checked the fiscal calcula- 
tions of average daily attendance with student population numbers sub- 
mitted on the nonfiscal survey for the 1999-00 fiscal year. Even though 
exact calculations are impossible, NCES was anticipating that the data 
would be comparable. Auditors in the field prompted this change be- 
cause they had concluded that the federal and state data are irreconcil- 
able. Even though NCES officials as well as auditors recognize that 
some states, such as California, have large migrations of students that 
flow in and out of the schools, the number of students and average daily 
attendance must be more closely aligned. Comparability is especially 
significant because of the federal and state allocations for programs 
such as Title I. 

As part of the change, NCES revised the reporting procedure for non- 
fiscal data so that it matches the federal chart of accounts for fiscal data 
more closely. To encourage compliance, NCES will review the data sub- 
mitted from three or four states each year to assess comparability.” 

DEPENDENT AND INDEPENDENT SCHOOL DISTRICTS 

The distinction between dependent and independent public school sys- 
tems complicates the task of assessing the cost of public education. “In- 
dependent school districts” are districts that have the authority to raise 
school district revenues; “dependent school districts” lack such author- 
ity. In 1997, the U.S. Bureau of the Census identified 15,178 public 
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school systems in the 50 states and the District of Columbia. Of these, 
1,452 were dependent school districts and 13,726 were independent 
school districts. 

Property taxes are the main source of school district revenues, but 
there are differences from state to state on the taxing authority of inde- 
pendent school boards. Even when the same kind of tax is available, 
there may be differences in the tax limits, whether a simple or super- 
majority is required to pass a levy, and in several other aspects of the 
tax. In states that have both dependent and independent school districts, 
the large urban districts are the most likely to be dependent. 

Table 2.2 shows the breakdown of dependent and independent pub- 
lic school systems by states. 

When a school district is dependent, some of its overhead costs, such 
as auditing, insurance, and negotiating labor contracts, are often ab- 
sorbed by another unit of government. For instance, because the mu- 
nicipality may levy the taxes required for school district operations, it 
may insist upon conducting the negotiations with school district em- 
ployee unions. The problem of identifying the costs is further compli- 
cated if, as is sometimes the case, the city government negotiates with 
all of the municipal unions. In such instances, how much of its bar- 
gaining costs should be allocated to public education? There are several 
allocation problems of this nature, and only district-by-district studies, 
which would require substantial funding, could resolve the issues. 

In Maryland, for example, there are no independent school districts 
because the school systems are part of a countywide and/or citywide 
system of government. Maryland has 23 counties; hence its public 
school system comprises 23 districts. However, its public school sys- 
tem in Baltimore is part of Baltimore’s citywide government. Certain 
expenditures, particularly for capital outlay, are often included in the 
lump sums of the city or county expenditures. Although reporting offi- 
cials attempt to isolate the expenditures that relate to the school system, 
it is often difficult if not impossible to do so accurately. If the expendi- 
tures for public education are not allocated properly, the result will be 
inaccurate statistics on the costs of public education. 

In addition to reporting complications arising from school district 
designations, some programs pose reporting problems as well. For ex- 
ample, Medicaid is a program with high potential for erroneous finan- 
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Table 2.2. Dependent and Independent School Districts by State 
~~ ~ ~ 

12 States with All 
Dependent Districts Independent Districts and Ind. Districts 

30 States with All 8 States with Mix of Dep. 

~~ ~ ~~ 

Alabama Arkansas Arizona 
Alaska Colorado Georgia 
California Delaware Maine 
Connecticut Florida New Hampshire 
Hawaii Idaho New York 
Maryland Illinois North Carolina 
Massachusetts Indiana Pennsylvania 
Mississippi Iowa South Carolina 
Nevada Kansas 
Rhode Island Kentucky 
Tennessee Louisiana 
Virginia Michigan 

Minnesota 
Missouri 
Montana 
Nebraska 
New Jersey 
New Mexico 
North Dakota 
Ohio 
Oklahoma 
Oregon 
South Dakota 
Texas 
Utah 
Vermont 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Source: Education Commission of the States, ECS State Notes, Finance: Fiscally Dependent/ 
Independent School Districts (Denver: Education Commission of the States, 1997). 

cia1 statistics. Medicaid is a jointly funded federalhtate health insurance 
program for low-income and needy persons. Through school-based pro- 
grams or through a linked health clinic, schools can provide health ser- 
vices to students under the Individuals with Disabilities Education Act 
(IDEA) for routine preventive care, or for ongoing treatment. Compli- 
cations arise in determining whether the state education agency, the lo- 
cal education agency, or an outside vendor who provides the services 
must account for the allocation of federal funds under this program. The 
state plan and changes in Medicaid policies also affect the accounting 
for federal funds, or even if these funds are accounted for at all. 
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Accounting for the expenditures and revenues in the E-Rate program 
also provides some challenges. On May 7 , 1997, the Federal Commu- 
nications Commission (FCC) adopted a Universal Service Fund for 
Schools and Libraries, implementing the Telecommunications Act of 
1996. As part of Public Law 104-104, the Telecommunications Act was 
designed to ensure that all eligible schools and libraries have affordable 
access to modern telecommunications and information services 
through discounted rates. To fund the Universal Service Fund, tele- 
phone companies charge their customers a “universal service” fee on 
their phone bills. Since January 30, 1998, eligible schools and libraries 
have been awarded E-Rate discounts of $7.95 billion;I2 however, none 
of this $7.95 billion, nor the subsequent E-Rate discounts, are included 
in the government statistics of the per-pupil cost of public education. 

Because the education-rate, or E-Rate, funding formula favors urban 
and rural applicants, the neediest schools have received the most. The 
program provides discounts (ranging from 20 to 90 percent) that can be 
used for internal connections, telecommunications services , and Inter- 
net access. The per-student funding ranges from $109 per student in the 
poorest districts (75 percent or more eligible for free and reduced 
lunch) to $12 in the wealthiest districts (1-20 percent eligible for free 
and reduced lunch).I3 Similarly, the national average for internal con- 
nections was $45 compared to $80 in the highest-poverty districts, and 
the national average for telecommunications and dedicated services 
was $14 compared to $32 in the highest-poverty district~.’~ 

The not-for-profit Universal Service Administrative Company 
(USAC) is responsible for administering the fund under the direction of 
the FCC. The Schools and Libraries Division of the USAC administers 
the schools and libraries program. Public and private schools are eligi- 
ble. Libraries use the discount percentage of the school district in which 
they are 10cated.I~ 

Although NCES provides instructions on how to report these dis- 
counts and expenditures to implement the E-Rate program, the ques- 
tions raised by reporting officials at an NCES conference in 2001 sug- 
gested significant potential problems even in the reporting. For 
example, in September 2001, the San Francisco school district turned 
over personnel and financial records to a federal grand jury investigat- 
ing possible fraud and kickbacks connected to the district’s $48 million 
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federal education-rate telecommunications grant.16 The inquiry stems 
from investigations by the FBI and the U.S. attorney for San Francisco 
into how hundreds of millions of dollars in voter-approved bond funds 
for new facilities and renovations were used and whether criminal 
wrongdoing occurred. 

In January 2001, federal money was cut off in the second year of a 
three-year $28.8 million commitment of federal money for the largest 
E-Rate project in Georgia.” In addition to an audit of the finances, the 
project to provide teleconferencing and digital videos to hundreds of 
public schools in Georgia is the subject of a possible FBI investigation 
as well. Despite its having received nearly $18 million in federal 
E-Rate discounts and hundreds of thousands of dollars from school 
districts, the project may never get off the ground. The 34,000-student 
Savannah-Chatham County school district invested about $400,000 of 
its own money in the project. Other participants included the school 
districts of Atlanta, DeKalb County, Decatur, and Glynn County. 

Despite such problems, in May 200 1, NCES issued a progress report 
indicating that 98 percent of all public schools were connected to the 
Internet as a result of the E-Rate discount program.’* Criticisms of the 
E-Rate program continue, including an FCC report based upon its in- 
vestigations of fraud and financial malfeasance by program officials 
and contractors. Nevertheless, the billions spent for the E-Rate dis- 
counts never show up in the per-pupil costs. These are only a few of the 
problems facing local and state levels of government in preparing data 
utilized by federal agencies to determine per-pupil cost calculations . I 9  

SUMMARY 

The preprimary through graduate school education industry spent nearly 
$700 billion in the 2000-01 school year, according to statistical data 
compiled by state and local governments and combined and analyzed by 
several federal agencies. Because state and local reports contain inaccu- 
racies such as inflated student attendance, the data available to the pub- 
lic are inaccurate, and the inaccuracies have significant consequences. 
Per-pupil expenditure comparisons between states will be erroneous. In- 
accurate data for federal grant purposes result in misallocations of federal 
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funds. Furthermore, the costs used in the government calculations ex- 
clude several significant expenditures, because the excluded costs are not 
considered current expenditures. Other costs are not included because the 
city or county governments, or individual taxpayers, pay the costs on be- 
half of the school district without the allocation of the cost to the cost of 
operating the school. In 1999, the Governmental Accounting Standards 
Board (GASB) adopted several reporting procedures to achieve more re- 
alistic statements of the costs of public education. The implications of the 
GASB Statement No. 34, especially as they affect infrastructure costs, 
are discussed in chapter 3 
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CHAPTER 3 

Infrastructure Costs and 
GASB Statement No. 34 

The most important fact about public school infrastructure costs is 
that the accounting treatment of them is in the process of basic 
change. Instead of first discussing the accounting treatment of these 
costs prior to September 1, 2002, we have elected to contrast the 
changes that are taking place with the soon-to-be-outmoded treatment 
of infrastructure costs. 

Throughout this study, we identify some costs of public education 
that are not reported at all and some that are reported but not included 
in government statistics on the per-pupil costs of public education. Af- 
ter the initiation of this study, the Governmental Accounting Standards 
Board (GASB) confirmed the existence of both kinds of omissions, 
some still ongoing in 2003. Because the GASB actions also provide the 
most promising way to remedy the omissions, careful attention must be 
paid to the GASB’s role in estimating the costs of public education. 

THE ROLE OF THE GASB 

We begin with the GASB history and operations. In 1984 the Financial 
Accounting Foundation (FAF) organized the GASB to establish stan- 
dards of financial accounting and reporting for state and local govern- 
ments, including school boards. The GASB standards guide the prepa- 
ration of financial reports of state and local governments; when an 
accounting firm states that its report has been conducted in accordance 
with generally accepted accounting principles, the reference is to the 
GASB standards. 

37 
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The FAF exercises general oversight over the GASB and its coun- 
terpart, the Financial Accounting Standards Board (FASB), which es- 
tablishes standards of financial accounting and reporting in the private 
sector. FASB is considered by many to be the best private-sector stan- 
dard-setting structure in the world, and its standards are frequently the 
basis for recommended changes in government financial statements. 
The FAF selects the seven members of the GASB and its Advisory 
Council, funds their activities, and exercises general oversight. The 
GASB is independent of all other government and professional asso- 
ciations. 

The goals of government entities are to provide goods and services 
efficiently and effectively rather than to generate profit. Unless finan- 
cial reports of governmental entities provide accurate information, 
users are not able to fully assess a local government’s performance or 
hold it accountable for the management of taxpayer resources. The 
GASB standards are intended to meet these objectives. Consequently, 
government financial reporting must help users ( 1) determine whether 
current-year revenues were sufficient to pay for current-year services; 
(2) ascertain whether resources were obtained and used in accordance 
with the entity’s legally adopted budget; and (3) assess the service ef- 
forts, accomplishments, and related costs of the government entity.’ 

HOW GASB STANDARDS ARE ESTABLISHED 

Accurate financial reporting demonstrates financial accountability to 
the public and is the basis for investment, credit, and many legislative 
and regulatory decisions. By July 2002, 15 states reported that the 
GASB requirements necessitated changes in their statewide finance re- 
porting? School district management typically relies on an auditor’s 
statement of compliance with the Board’s standards in order to secure 
bond financing for building renovations or new construction. Without 
compliance with generally accepted accounting principles (GAAP) and 
GASB requirements, school district financial statements would ordi- 
narily not be acceptable to the bonding and financial institutions from 
which school districts seek funding. Federal and state agencies, such as 
the U.S. Department of Education and the Environmental Protection 
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Agency, that provide competitive grants to school districts may also re- 
quire school district financial reporting to be GAAP/GASB compliant 
as a condition of making the grant. State legislators are increasingly re- 
quiring compliance with GASB standards on such important issues as 
government obligations for pension funds and reports of school foun- 
dations. 

Despite the fact that the American Institute of Certified Public Ac- 
countants (AICPA) recommends compliance with the GASB , seven 
states and other individual school districts continue to use a cash or 
other inadequate accounting system. For example, California requires 
only that school districts comply with the policies and procedures of 
the California School Accounting Manual, which allows several defi- 
ciencies that are remedied by the GASB standards. Compliance with 
the GASB standards is voluntary, and some California school districts 
have selected this option. Similar statutes in other states result in con- 
tinuing difficulties in comparing school district financial reports. 
Adding to the inconsistencies, conscientious individuals among more 
than 87,000 local governments may simply be unaware of the GASB 
requirements and financial accounting standards. Occasionally, politi- 
cal changes affect implementation of suggested financial standards. For 
some governments, the additional cost of more financial details, recon- 
structing some accounts, and inclusion of the cost of previously unre- 
ported items may be an expense that their leaders determine they can- 
not afford. 

The GASB establishes standards by adopting Statements of Govern- 
mental Accounting Standards. Before issuing a Statement, the Board 
publishes an Exposure Draft of the proposed Statement and “solicits 
and considers the views of its various constituencies on all accounting 
and financial reporting The Board maintains a record of its 
public hearings, allowing comments and discussion on the Exposure 
Drafts. Since 2000, the Board has also posted Exposure Drafts on its 
website.4 

The GASB Statements are numbered chronologically; Statement 
No. 1 was issued in July 1984, and by mid-2002, 39 statements had 
been approved. Titles reflect the content, such as “Accounting for 
Compensated Absences,” or “Accounting for Escheat Property.” The 
Statement “sets forth the actual standards, the effective date and 
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method of transition, background information, a brief summary of re- 
search done on the project, and the basis for the Board’s  conclusion^."^ 

Early in 1997, after years of review, the GASB issued an Exposure 
Draft on its proposed changes to state and local government financial re- 
porting requirements. Its approval in 1999 of statement No. 34 will re- 
sult in significant changes in school district financial reports -especially 
with regard to school infrastructure and facilities. Like other businesses, 
school districts will be required to account for all assets, not just capital 
assets used for business-type activities. 

THE GASB STATEMENT NO. 34 

“Are you prepared for the biggest governmental financial reporting 
change in history?” read the headline of a brochure at the summer 2000 
session of the American Institute of Certified Public Accountants 
(AICPA) , National Governmental Accounting and Auditing Update 
conference. Under review for more than a decade, Statement No. 34 
was issued by the GASB in June 1999. Statement No. 34 consists of 
173 pages (476 numbered paragraphs); with accompanying appen- 
dixes, the document is over 400 pages in length, and preparers, audi- 
tors, and users faced its implementation with many concerns. 

The sweeping changes required by GASB Statement No. 34 are being 
phased in over a three-year period. Implementation was required 1) after 
June 15, 2001, for governments with total annual revenues (excluding 
extraordinary items) of $100 million or more, 2) after June 15,2002, for 
governments with total annual revenues of at least $10 million but less 
than $100 million, and 3) after June 15,2003, for governments with less 
than $10 million in revenues. 

Although the reporting changes are not yet incorporated into the fed- 
eral surveys, the new requirements will provide significantly more in- 
formation for citizens, taxpayers, customers, public interest groups, 
media, investors, and creditors. The following requirements and defi- 
nitions from Statement No. 34 are likely to have a material effect on the 
per-pupil cost. 

Management’s Discussion and Analysis (MD&A): MD&A should 
provide an objective and easily readable analysis of the primary gov- 
ernment’s financial activities based on currently known facts, deci- 
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sions, or conditions, and should include a comparison between current- 
and past-year performances; as appropriate, component unit signifi- 
cance (such as foundation or PTO/PTA support) should be presented, 
or separately issued financial statements be included for the component 
unit(s). 

Fund Financial Statements: Governments should report governmen- 
tal, proprietary, and fiduciary funds to the extent that they have activities 
that met the criteria for using those funds. Governmental funds include 
general funds, special revenue funds, capital projects funds, debt service 
funds, and permanent funds. Proprietary funds include enterprise funds 
(activities for which a fee is charged to external users for goods or ser- 
vices) and internal service funds. Fiduciary funds and similar component 
units include pension (and other employee benefit) trust funds, invest- 
ment trust funds, private-purpose trust funds, and agency funds. 

Capital assets are tangible physical assets, including rights to those 
assets that have useful lives extending beyond a single reporting pe- 
riod. Capital assets include, but are not limited to, land, easements, 
buildings , improvements to land and buildings , vehicles , machinery, 
equipment, and infrastructure assets. The historical cost is the basis for 
capital assets which should then be depreciated over their useful lives. 

Infrastructure assets are long-lived capital assets that are stationary 
in nature and normally can be preserved for a significantly greater 
number of years than most capital assets. Such assets include roads, 
bridges, tunnels, drainage systems, water and sewer systems, dams, and 
lighting systems. 

Donated capital assets should be reported at their estimated fair 
value at the time the assets are received. 

Depreciation expense is defined as the process of allocating (in a 
systematic and rational manner) the net cost (historical cost less esti- 
mated salvage value) of capital and infrastructure assets (except land 
and land improvements) over their useful lives. 

Long-term liabilities, which include both long-term debt (bonds, 
notes, loans, and leases payable) and other long-term liabilities (such as 
compensated absences, claims, and judgments), would include current- 
and prior-year balances and increases and decreases? 

GASB Statement No. 34 also requires governments to report expen- 
ditures for all capital projects. Currently, only capital assets used for 
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business-type activities are presented on fund balance sheets for gov- 
ernments; most capital assets, if recorded, are considered general fixed 
assets? When referring to capital costs and expenditures, exact defini- 
tions are problematic, because school district definitions of capital 
costs vary significantly, and sometimes the district definitions are ap- 
plied inconsistently. Generally, capital outlay includes land purchases, 
building repair and construction, and major expenditures on equipment, 
as distinguished from “current” expenditures. The distinction is an im- 
portant one. Current expenditures are those for the day-to-day opera- 
tion of schools, and include expenditures except those associated with 
repaying debts and capital outlays. 

GASB Statement No. 34 provides that when expenditures for capital 
outlays are completed, the increased value of the property owned is 
recorded on the school district balance sheet, and it becomes an asset 
of the school district. Reporting requirements also include sales or dis- 
positions of capital assets. 

One of the problematic requirements of GASB Statement No. 34 is 
that it requires the school districts to put a value on infrastructure as- 
sets. Because school districts have not capitalized infrastructure assets 
in the past, the arbitrary date of June 30, 1980, was selected for con- 
sistency among reporting entities. 

Unlike supplies, which are consumed within a very short time after 
the school district starts to use them, the useful life of facilities extends 
over many accounting periods. As the useful life expires over these pe- 
riods, their initial cost must be allocated among the periods through de- 
preciation. In accounting, depreciation describes the process of allocat- 
ing and charging the cost of an asset over the accounting periods that 
benefit from the asset’s use. In the private sector, tax and depreciation 
rules have provided guidance in this area, but no such requirements 
have been applied to school districts. Because land has an unlimited life 
and is not consumed when it is used, it is not subject to depreciation. 
However, land improvements, such as parking lot surfaces, fences, and 
lighting systems, have limited useful lives and are, therefore, to be de- 
preciated pursuant to GASB Statement No. 34. 

In the past, school districts, like governments in the United States 
generally, have not accounted for the resources that depreciate with use. 
Unless governments systematically account for depreciation - unless 
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they explicitly recognize that capital is being consumed- they will tend 
to underinvest in physical plants and allow physical facilities to deteri- 
orate. Consequently, governments must recognize the cost of capital in 
order to ensure accountability for all the resources they use in produc- 
ing public services. 

The practical effect of accounting for depreciation will be especially 
evident to those who use school financial data. Governments that ap- 
peared to be operating very efficiently under the old reporting system 
may begin to show deficits that will have to be explained to taxpayers 
and the next generation of elected officials. Although listing the facili- 
ties and infrastructure as assets on the balance sheet might give the im- 
pression that the school district has received a sudden windfall, the dis- 
trict’s financial condition will not be so favorable when it does not 
report an operating surplus to offset the depreciation charges. To plan 
for maintenance of capital assets, the depreciation charges should be 
funded for future capital improvements. The tax-supported sector has 
always focused on financial resources - “cash on hand” - because that 
is what the politicians in office have to spend? 

Large urban school districts often own schools that are empty due to 
declining neighborhoods. In this situation, there is a cost that is not 
shown on district financial statements. For example, on March 29, 
2000, the mayor’s Office of Property Management in the District of 
Columbia took control of 38 vacant school buildings previously owned 
by the D.C. Board of Education. Soon thereafter, the city permitted ten 
of the buildings to be used as homeless shelters, or as offices of the 
D.C. Department of Human Services, the D.C. Department of Mental 
Health, or of other agencies or nonprofit organizations? However, 
these school building occupants paid no rent to the city or to the D.C. 
Public Schools. The cost to taxpayers is the amount the district would 
have received by selling or leasing its empty school buildings or avail- 
able space in school buildings. The management of a private company 
would rightly be considered derelict if it owned 38 buildings that were 
neither used, rented, or sold. 

In 2002, of 217 public school buildings in the District of Columbia, 
nine had no students enrolled.I0 Also in the District of Columbia, 20 
schools operated at less than capacity; one school with a capacity of 
more than 2,000 had just over 1,200 students, leaving 35 vacant 
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rooms. This underutilized space also represents an uncounted cost of 
public schooling. We do not know how much the district could have 
received by selling or leasing these facilities, but several charter 
schools in the district would have paid a significant amount in a pur- 
chase or rental agreement." In some cases, real-estate developers were 
willing to pay premium prices for the real estate. The revenue loss 
must be considered a cost of education in the District of Columbia, as 
it should be in any school district in similar circumstances. 

ASSESSMENT OF CAPITAL OUTLAY NEEDS FOR 
SCHOOL FACILITIES 

A 1989 study estimated that the replacement cost of the nation's 88,021 
public school buildings at the time was $422 billion. At that time, states 
estimated that $84 billion was needed to meet the immediate needs for 
new education facilities and retrofitting of older buildings. In addition, 
school districts needed another $41 billion for maintenance and re- 
pairs.12 A more recent survey of US. school districts concluded that 
public school districts spent a record $15 billion on construction in 
1998.13 Just over half, $7.9 billion, was spent on new schools to ac- 
commodate an influx of new students. A little over 25 percent went to 
additions to existing buildings, and about 24 percent was spent for ren- 
ovation of ~chools . '~  More money was spent on high schools than on 
either middle or elementary schools. 

The data provided by the federal government show even higher ex- 
penditures for facilities. For the school year 1998-99, public elemen- 
tary and secondary school districts spent $39,526,645,000 for facilities 
acquisition and construction and another $8 billion on replacement 
equipment.15 The K-12 population is now at its highest level ever, and 
full-day kindergarten and pre-kindergarten programs and smaller 
classes require additional space as well. In addition, the number of 
special-needs students is growing, as are the accommodations for these 
students. The demand for more space for computers, laboratories, ad- 
ditional services, and other instructional aids will increase the need for 
additional classroom space for several years at least. In 2000, more 
than 92 percent of all new elementary schools installed fiber optics and 
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cable, and the installation percentage is even higher for new middle and 
high schools. 

Although new school construction is taking place throughout the na- 
tion, most of the expenditures in 2001 were in the southern and west- 
ern states, where the school population is increasing rapidly.16 When 
amortized over 30 years, the national median cost for a 650-student el- 
ementary school was $419 per year, per student; for a 650-student mid- 
dle school the median cost was $556 per student; and it was $593 per 
student for a high school of 1,500 students.17 

Some questions arise in trying to allocate the cost of capital outlay to 
the per-pupil costs. Suppose the cost of new construction ($15,000,000) 
is amortized through depreciation over 30 years, and the annual cost of 
$500,000 is allocated to the 700 students attending the school annually. 
This way of estimating would increase the per-pupil cost by $714 per 
year. 

In Michigan, where the public schools owed $9.8 billion in long- 
term bonded indebtedness in 2000, the capital cost (without interest) 
amounted to $986 for each Michigan resident.'* If that cost were spread 
only among its 1.7 million students, instead of Michigan's 10 million 
residents, the capital cost would add $5,765 to the per-pupil cost with- 
out considering a depreciation allowance. When spread out over ten 
years, the amount would add $576 per year to the per-pupil cost. 

The Buckeye Institute in Ohio used generally accepted accounting 
principles (GAAP) to calculate the per-pupil expense in the state's 61 1 
public schools for fiscal year 1997. The Institute did this by including 
expenses that are traditionally excEuded when calculating the per-pupil 
costs. After including capital outlay, depreciation, debt service, and 
miscellaneous expenses, the annual public school spending per pupil 
had a median cost of $5,515 in Ohio's 61 1 school districts. By using the 
new GASB standards along with generally accepted accounting princi- 
ples, the total cost per pupil in the Cleveland public schools rose from 
$7,183 to $10,569.19 The largest increase was in the Perry School Dis- 
trict, where the capital outlay and debt service exceeded the annual cur- 
rent expenditures, resulting in a total cost of $20,808 for each pupil in 
the school district?O The Ohio School Facilities Commission utilizes a 
23-year time frame in which to stagger construction costs, but we were 
unable to ascertain the time frame, if any, utilized in the Ohio study?' 
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As substantial as they are, increases in per-pupil costs, based on our 
recent experience, are probably much lower now than they will be in 
the next five to ten years. The reason is that the United States is at the 
beginning of a major expansion of school facilities. This likelihood 
should be kept in mind as we consider some of the additional costs as- 
sociated with such an expansion. 

DEBT SERVICE AND INTEREST 

When a district envisions an infrastructure project or capital outlay or 
facilities acquisition and the costs are known, the district must decide 
if it can afford the project. This step is critical because every state 
places debt limits on public agencies, including school districts. Gen- 
erally, the debt limitation is expressed as a percentage of the assessed 
valuation of the school district. For example, if a district were to have 
an assessed valuation of $500 million with a 10 percent debt ceiling, to- 
tal debt in terms of principal could not exceed $50 million. 

School districts often resort to bonded indebtedness to finance 
school construction. Bonding is a device by which districts are statuto- 
rily permitted to incur debt for the purpose of acquiring long-term fixed 
assets. Procedures by which districts may incur bond debt depend en- 
tirely on the laws of each state. Bonding is a form of borrowing money, 
but it is different from traditional borrowing in critical ways. Although 
bonds create a legal debt, the mortgage (an instrument used when indi- 
viduals and businesses borrow money) is replaced by the bond mecha- 
nism, which has two key features. The first is that bonds are sold at 
open market and purchased by many investors instead of a mortgage 
lender. The second feature is that public properties purchased through 
bond sales cannot be foreclosed. Thus a bond sale for a school facility 
creates neither a mortgage nor collateral. In effect, the collateral is the 
full faith and credit of the government, that is, the school district and/or 
state pledged to repay the debt. 

Bonding has many benefits. Although collateral does not exist, in- 
vestors see bonds as attractive investments because the chance of de- 
fault is very low. Furthermore, the interest rate paid by school districts 
on bonds is likely to be much lower than the return on other invest- 
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ments due to low risk of default and because school district bonds are 
generally tax-exempt. The tax-exempt status of income from school 
bonds is attractive to investors because lower untaxed earnings may net 
more income than higher-yield investments after taxes. 

The process of bonding follows similar steps in all states. Most states 
require a referendum (bond election) whenever a school district wants 
to develop facilities that cannot be financed from current revenues or 
cash reserves. A referendum is a request for approval of facility debt by 
placing the question on the ballot so that voters in the district can ap- 
prove or reject the proposed project. The purpose of a referendum is to 
ensure that voters are willing to pay the extra taxes needed to retire the 
debt. Again, data are not comprehensive, but a General Accounting Of- 
fice (GAO) survey indicated that “54 percent of both the number and 
the dollar amount of the local school construction bond referendums 
that were voted on” in 19 states in 1998 passed, representing more than 
$9 billion and 455 measures?* 

When voters approve a bond issue, they are agreeing to pay taxes 
over time to repay the buyers of the bonds. Bonds are like promissory 
notes in that an investor buys one or more bonds at open sale, often in 
denominations of $1,000 or $5,000. The investor then expects to be re- 
paid in the form of principal and interest over a set period of time. To 
amortize the bond schedule, the district levies taxes that are deposited 
into a special fund from which it makes semiannual or annual bond 
payments. Principal and interest payments are often amortized over 10, 
20, or 30 years. 

In addition to interest, debt service also includes the fees associ- 
ated with a bond sale. Specialized legal counsel is required due to the 
complexity of bond laws, and financial counsel is required because 
the bond market is also highly complex and competitive. Advertise- 
ments and a bond prospectus must be prepared for potential in- 
vestors. The discharge of the debt must be monitored closely, and 
sometimes it becomes necessary to refinance the debt or combine 
several outstanding school district debts. These costs of servicing the 
debt, as well as interest payments on the debt, are among the data 
collected by the federal government through its surveys of state and 
local governments. 



48 CHAPTER3 

DEFERRED MAINTENANCE 

Because most states limit the maximum permissible tax rate for capital 
outlay, school districts frequently cannot generate enough annual rev- 
enue to pay for large projects. As a result, current revenue is mostly 
confined to small projects and to current maintenance and operations 
b~dgets.2~ As a general rule, districts should spend at least 4-6 percent 
of the general operating budget for maintenan~e.2~ Unfortunately, much 
of the facility shortfall results from a failure to follow a program of pre- 
ventive maintenance, and from the lack of sufficient funds to maintain 
the existing facilities and grounds. As a result, deferred maintenance 
problems are widespread in school di~tricts.2~ 

Furthermore, no public school district can avoid some regulations 
that may turn out to be very costly. For instance, schools must be in 
compliance with the standards of the Environmental Protection Agency 
(EPA) regarding protection from asbestos, radon, and lead. Standards 
of the Occupational Safety and Health Administration (OSHA) may re- 
quire facility upgrades and safety measures. Accessibility standards un- 
der the Americans with Disabilities Act (ADA) may require expensive 
features that affect very few 

Despite school district investments of hundreds of billions of dollars 
in school infrastructure and capital improvements, many school build- 
ings are in poor condition. Because 50 percent of all schools being used 
in 2000 were built between 1955 and 1967, a large number of schools 
are nearing the end of their life expectancy. In 1995, the U.S. General 
Accounting Office (GAO) estimated that $1 12 billion would be re- 
quired “to repair or upgrade America’s multibillion dollar investment in 
facilities to good overall condition .”27 

More recent research, however, shows that this deficit is still un- 
funded. The GAO severely underestimated school district costs for new 
construction, retrofitting, and maintenance needs because the GAO’s 
18-state survey sample inquired only about deferred maintenance, 
safety, and accessibility. Some idea of the costs involved may be 
gleaned from an NEA study in 2000 that estimated that $321.9 billion 
would be required to “modernize U.S. public schools.”28 This would be 
the amount required to fund deferred maintenance, new construction, 
renovation, retrofitting, additions to existing facilities, and major im- 
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provements to grounds, such as landscaping and paving. The NEA fig- 
ure is nearly triple the 1995 GAO estimate, which was based on a sam- 
pling and did not cover all the infrastructure needs included in the NEA 
study. More recent data from a study in 2001 indicated that the amounts 
needed for funding new schools, remodeling existing facilities, and 
maintenance vary widely among states, from $220 million in Vermont 
to nearly $48 billion in New York (see Appendix A). In per-pupil terms, 
$1,100 can be added per student each year over a five-year period, an 
increase of 100 percent above current actual spending rates, to meet 
these needs, and the required amount will probably increase again in 
the near f~ ture .2~  

Capital outlay, including deferred maintenance, is the area of expen- 
diture found to be the most sensitive to variations in total district spend- 
ing. Districts with less to spend tend to focus on direct instruction and 
administration at the expense of capital expenditures .3O Federal and 
state mandates can also add to the pressures on school districts, leading 
them to neglect routine maintenance as well as long-term physical plant 
needs. Lead and asbestos removal abatement programs caused major 
expenditures, as most schools built between 1920 and 1979 contain as- 
bestos, and all schools were painted with lead paint before 1980.3’ 

Although total amounts are reported, neither the Census Bureau sur- 
vey nor the NCES differentiates between capital outlay for new con- 
struction and expenditures for major capital improvements such as roof 
replacement. Undoubtedly, some states characterize long-term mainte- 
nance costs as “facilities acquisition and construction” costs, while oth- 
ers categorize long-term maintenance costs as “replacement equipment.” 

IMPACT FEES 

In addition to financing new construction through bonding, school dis- 
tricts may encourage land developers to include new school construc- 
tion to serve the families that will be moving into the development. 
Some school districts now require that purchasers of homes in newly de- 
veloped areas be assessed an impact fee-that is, a fee to cover costs of 
a new school in the impacted area. The rationale for assessing an impact 
fee is that it would reduce the financial burden of current residents, who 
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would otherwise bear the cost of additional facilities through higher 
taxes. Current residents in the school district are likely to support impact 
fees; however, new buyers might resist paying impact fees along with 
property taxes levied to retire public debt for existing schools. 

In some instances, land developers may donate or be requested to 
provide enough acreage in a subdivision to accommodate a new school. 
Although having a school within a neighborhood is a plus in selling 
homes, the cost for donated property-or even a new school-may be 
a cost included in the price of the new homes in the development. In 
this situation, there is a real economic cost of public education that is 
not included in NCES statistics on the cost of capital outlay. If a district 
raises taxes to pay the costs of a new school, the costs are included in 
NCES statistics; if the district shifts the cost to developers or home 
buyers, the costs are not included. However, if and when GASB State- 
ment No. 34 goes into effect, school districts will be required to show 
facilities acquired from developers at no cost to the district as capital 
assets that must be depreciated?* 

As more and more states absorb the costs of financing school con- 
struction and other capital outlays, school district records are more 
likely to omit the costs. Although these costs will be recorded at the 
state, county, or city government levels, the result will be even less ac- 
curate reporting of the total cost per pupil if the reported costs include 
only the expenditures at the local level. 

STATE INVOLVEMENT AND LEGISLATION 

Backlogs of deferred maintenance, increasing student enrollments, 
class-size reductions, and litigation exert pressure on legislatures to en- 
act funding measures to repair, renovate, and build new fa~ilities.3~ His- 
torically, most school districts have financed their own capital outlay ex- 
penditures without assistance from the state legislature. However, what 
began in the early 1900s as state appropriations of emergency funds in 
a few southern states incapable of funding school construction with only 
local tax funds has now become routine state assistance for school con- 
struction and other capital outlay. The financial assistance from the 
states in the first part of the twentieth century, however, was small and 
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limited, and school districts continued to rely upon school district taxes 
to pay for school construction. For the most part, school funding relied 
on the wealth of the school districts in which students resided, and the 
kind, number, and quality of school facilities reflected this fact. 

Changes were gradual, and by 1965, about 80 percent of the states had 
used some method of assisting local districts in financing capital outlays 
and debt ~ervice?~ Legislative grants and appropriations, including a part 
of the state’s foundation program, state loans, state guarantees of local in- 
debtedness, and state purchases of local district bonds were and are the 
most important devices used by the states to help local districts finance 
capital outlays. Even though the litigation in the 1970s forced states to 
provide a larger share of the costs of public education, little or no modi- 
fication was initially made in the system to finance capital 0utlay.3~ 

Most of the 50 states have continued to change the ways that their 
capital outlays are financed. Appropriations for elementary and sec- 
ondary education remained relatively constant during the 1990s, at 
about one-third of the states’ general fund Nevertheless, the 
number of school infrastructure funding bills increased substantially 
throughout the 1990s. In 1994, 39 states reported spending approxi- 
mately $4.1 billion on school infrastructure funding and associated 
debt service, but of those 39 states, 14 reported no state aid for school 
infrastructure. During 1998, the states passed 60 bills; in the 1999 ses- 
sion, 35 states passed 93 infrastructure bills, most of which provide for 
a larger state role in school infrastructure funding?’ Also in 1999,45 
states reported spending approximately $10.9 billion for infrastructure 
funding, but of those 45 states, 15 reported no state assistance for cap- 
ital outlay?* In 1999, the Delaware legislature enacted complete state 
assumption of the funding of existing and future school construction 
projects, the most sweeping measure to date?9 As of 2001, 12 states 
still provide no support for school infrastructure.40 

IMPACT OF THE GASB STATEMENT NO. 34 
ON PER-PUPIL COSTS 

Although the new GASB standards would provide more information on 
infrastructure costs broadly defined, NCES figures on expenditures, 
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which are the figures cited by the media, will not necessarily change in 
the next few years. Currently, expenditure data are collected, analyzed, 
and disseminated by the U.S. Census Bureau and the National Center 
on Education Statistics in the U.S. Department of Education. These 
agencies rely on the school districts and the state departments of edu- 
cation to provide accurate data. Even so, when major expenditures, 
such as capital outlay, debt service, and interest, are omitted from esti- 
mates of the cost per pupil, the public is being misled about the real 
cost to government. This trend is likely to continue in the absence of 
federal legislation mandating complete reporting of expenditures as a 
condition of federal aid to education. 

Although the GASB Statement No. 34 will require the inclusion of 
infrastructure and facilities costs in school district financial statements, 
its implementation is far from assured. Cost per pupil in average daily 
attendance is an NCES, not a GASB, construct. Consequently, there is 
no assurance that NCES will include the infrastructure costs in its esti- 
mates of the cost per pupil, rather than include the infrastructure costs 
as only one among hundreds of tables in U.S. Department of Education 
publications. Furthermore, the process of reaching consensus on 
changes to the U.S. Department of Education survey instruments is 
long and tedious. However, by the summer of 2002, a representative 
from GASB was working with NCES staff on how to incorporate the 
new GASB reporting requirements for school district governments in 
survey instruments. 

SUMMARY 

Funding for public school infrastructure and facilities has improved 
substantially during the 1990s, but many years of neglected and de- 
ferred maintenance have taken their toll. In addition, litigation has ex- 
erted pressure on legislatures to enact equitable funding measures to 
supplement local financing. 

The new reporting regulations approved by the Governmental Ac- 
counting Standards Board should be in place by 2005. By then, gov- 
ernments must report expenditures for all capital projects, compute the 
present value of all capital assets and infrastructure assets, report the 
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fair value of all donated assets, and depreciate capital and infrastructure 
assets, except land and land improvements. Long-term debt - bonds, 
notes, loans, and leases payable- and other long-term liabilities must 
be reported also. Recognizing the cost of capital will be a major step 
toward more accurate estimates of the costs of public schooling. If the 
costs of building, remodeling, and renovating schools and the costs of 
obtaining the financing and paying the interest are included in the per- 
pupil costs of public education utilized by the media, the government 
costs as reported by NCES will increase substantially. 
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CHAPTER 4 

Unfunded Pension Obligations 

When this study was first suggested in the early 199Os, many state re- 
tirement systems had pension obligations that exceeded their assets. 
Where this was the case, it appeared that higher taxes would be needed 
to fulfill the states' obligations to their retired teachers.' Unfunded pen- 
sion obligations materialize when benefits promised are not funded by 
immediate appropriations to cover the costs. When the additional funds 
required to meet system obligations are appropriated, they are counted as 
a current cost of education and thus included in the cost of public educa- 
tion. Under sound accounting principles, however, the states with un- 
funded pension obligations should have shown the amounts required to 
meet the future obligations of the retirement system as these obligations 
materialized. When this does not happen, the pension plan has unfunded 
obligations that accumulate and are carried forward year after year. 

For example, after it was established in 1913, the California State 
Teachers Retirement System (CalSTRS) granted retirement service 
credit to California public school teachers for the service they per- 
formed prior to that date. Because neither the teachers nor their em- 
ployers had made contributions into a retirement system prior to that 
time, the CalSTRS began with unfunded obligations? To cover the re- 
tirement payouts in 1913, active members of CalSTRS were required 
to contribute $12 per year, and the state of California made a contribu- 
tion as well. However, the amounts contributed then and now would 
not be sufficient to pay retirement benefits if all California public 
school teachers suddenly retired and applied for retirement benefits, 
even though the market value of the fund was $88 billion in 1998.3 By 
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2002, CalSTRS had become “the nation’s largest public school teach- 
ers’ pension organization” with more than 605,125 active and retired 
members.“ 

Estimating unfunded teacher pension obligations is often compli- 
cated by the fact that the teachers are included in state retirement sys- 
tems that cover other state and local public employees. However, the 
fundamentals are the same regardless of whether nonteacher employ- 
ees are included in the system that covers teachers. 

IMPACT OF UNDERFUNDING ON PER-PUPIL EXPENDITURES 

Although difficult to calculate precisely, unfunded liabilities add sig- 
nificantly to the per-pupil costs in some school districts. National aver- 
ages are not very helpful on this issue because some teacher pension 
funds have small or no unfunded liabilities, whereas others have mod- 
erate or large liabilities. Obviously, since the extent of underfunding is 
closely related to the performance of the stock market, there was much 
more underfunding in 2002 than in 1999. 

Unfortunately, underfunding is not considered in estimating the costs 
of public education; hence, it is extremely difficult to calculate its im- 
pact on per-pupil costs. However, a 2001 study of the Oregon Public 
Employment Retirement System (PERS) is instructive. To eliminate 
Oregon’s projected $7 billion PERS deficit in 40 years, Oregon’s tax- 
payers would have to pay $651 million annually? If this were spread 
among Oregon’s 215 school districts to its 541,000 students, the cost 
per student for the next 40 years would increase by $1,207 each. Of 
course, if the shortfall were to be eliminated in less than 40 years, the 
per-pupil cost to Oregon students would be more than $1,207. 

The shortfall is not likely to be eliminated in the near future. Since 
the abovementioned study, the pension shortfall in Oregon increased to 
$9.72 billion as of November 2002.6 As a result, “rate increases for 
state government, as well as each school district and local government, 
. . . will increase from 11.2 percent of payroll to 15.56 percent,” not in- 
cluding the state employee contribution of 6 percent? Even then, the 
rate increase is not expected to make up for deficiencies in the system. 
According to auditors who assessed the Oregon PERS, worker pension 
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accounts are not lasting long enough to cover actual life spans. The 
shortfall in Oregon is not unique; the stock market decline starting in 
2000 had disastrous effects on the state teacher retirement systems. 

An earlier study of state and local public employee pensions sug- 
gested that their unfunded pension liabilities nationwide in 1980 could 
have been as high as $154 billion, depending on the reports available 
and the calculations used! In the mid-l990s, however, there was a 
tremendous increase in the returns of pension fund investments. Ac- 
cording to the Federal Reserve Board, state and local pension funds 
held $3.12 trillion at the end of 2000, up from $2.96 trillion at the end 
of 1999.9 These increases eliminated most of the underfunding of the 
state teacher retirement systems; however, the decline in the stock mar- 
ket since 2000 has undoubtedly exacerbated the underfunding in sev- 
eral states. 

As late as 1995, a report on the finances of the California State 
Teachers Retirement System concluded that 18 years would be required 
to pay off or amortize the system’s current unfunded liability. In March 
1998, an actuarial evaluation showed the fund to be 97.3 percent 
funded; however, instead of reducing the debt, legislation was enacted 
increasing retirement benefits as of January 1, 1999.1° This action il- 
lustrates the legislative practice of requiring future taxpayers to absorb 
the costs of current benefits. 

The explanation for the uncounted costs is simple enough. Teachers 
are paid partly in cash and partly in future payments from the state 
teacher retirement systems. With the notable exception of college pro- 
fessors in 48 states, most public school teachers (and other public- 
sector employees) are members of a defined benefit plan-that is, a 
plan that pays retirees a fixed pension for the rest of their lives. In 1998, 
more than 90 percent of all public employees were enrolled in defined 
benefit retirement plans .I1 

HOW THE STATE TEACHER RETIREMENT SYSTEMS OPERATE 

Public employee retirement funds are big business. The U.S. Census 
Bureau reported that in 1999 “there were 2,212 public employee re- 
tirement systems in the United States.”12 These pension plans had 
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annual receipts of more than $297 billion a year, made payments of 
$91 billion, and held $2.1 trillion in assets.13 The plans were a major 
source of future income for more than 5.5 million state and local 
workers and their dependents, of whom over 1.2 million are retired 
elementary and secondary teachers . I 4  

As major financial contributors to these retirement systems, the 
states must keep their retirement plans viable, establish policies that are 
fair to retirees, and manage the retirement process. Both the teacher- 
employee and the school district and/or the state contribute to the 
state's public employee retirement system. Interest earned on these 
funds earns interest for both the teachers and the state.I5 

For a retiring teacher, a state pension typically pays about two-thirds 
of the teacher's average salary for the last few years of service. In 
1999-2000, the average national salary for public elementary and sec- 
ondary teachers was $43 ,153;16 however, some school districts, such as 
those in Alaska, Connecticut, New York, and Michigan, pay teachers at 
the top of the salary schedule more than $70,000 per year. Because mil- 
lions of teachers are nearing retirement, state legislators will come un- 
der strong pressure to borrow, instead of raising taxes, to fund the short- 
falls in pension payouts.17 Another option is to encourage teachers to 
take early retirement. Because the new teachers are employed at lower 
salaries than the retiring teachers, the districts save on both salary and 
pension contributions. Furthermore, when teachers retire before the 
requisite years of service and age for higher benefit levels, their pen- 
sion payments are reduced. For most teachers, the retirement age with 
full benefits fluctuates around age 60. 

A few states and school boards have adopted incentive plans to in- 
duce teachers to leave early. The incentives include, but are not limited 
to, flat grants, additional credit years toward retirement, and payment 
for unused sick leave.** Although most retirement matters are resolved 
at the state level, many school districts bargain collectively on retire- 
ment issues. Older teachers are more willing to sacrifice some salary 
increments immediately in exchange for better pensions later, whereas 
younger teachers usually prefer as much up-front money as possible. 

On average, teachers contribute about 6.5 percent of their pay to the 
state's retirement fund.19 Contributions vary, however, from no teacher 
contribution in states that have adopted defined contribution plans 
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(Florida, Hawaii, Nevada, Tennessee, Utah, and recently New York), to 
10.5 percent of salary in Missouri?0 Understandably, highly paid teach- 
ers enjoy higher pensions than teachers who are paid less and whose 
contributions are also less. 

Each state guarantees employees that a retiree's pension will be there 
when the employee retires. In most states, the school district, county, or 
state government is required to make a regular contribution to the re- 
tirement system based on a percentage of the salary of every employee. 
Although contributions vary from year to year depending on funding 
requirements, in 1998-99, the employer (school districts, municipali- 
ties, and/or states) contributions ranged from 0.0 percent to 18.75 per- 
cent of salaries in Nevada; in most states, they were 12 to 13 percent of 
salaries. With the exception of Kansas and New Hampshire, employer 
contributions exceeded employee contributions. When combined, the 
employee and the employer contributions averaged 15.6 percent of 
salary?' 

Ideally, the states would appropriate amounts annually to cover 
their retirement obligations in the future. Nevertheless, because the 
full present value of future benefits for the entire workforce need not 
be paid in the current year, the states contribute only part of the cost, 
resulting in a less than fully funded state obligation. For this reason, 
the teacher retirement systems depend partly upon contributions by 
current teachers to pay the pensions of retired teachers. When this hap- 
pens, the decreasing ratio of contributing members to retired members 
may affect the viability of the system. In 1990, the average national ra- 
tio was 3.16 contributors for each teacher retiree, and it has continued 
to drop since then?* 

Employees eligible for retirement payments from state retirement 
systems include teachers, other school district employees, firemen, po- 
lice, and state, county, and local government employees. Sometimes 
teacher retirement funds are separate from the retirement funds of other 
government employees, and, therefore, some distinctive rules and reg- 
ulations apply. States usually establish a minimum age for retiring 
teachers in combination with a specified number of years of service for 
eligibility for retirement benefits. To qualify for full retirement bene- 
fits, some states use the Rule of 85 (full retirement benefits whenever 
years of age plus years of service total 85) or some variation thereof. 
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In addition to years of age and service, all defined benefit states base 
their pension payments on the employee’s annual salary during the last 
few years of a teacher’s career. Most states have no upper limit on re- 
tirement benefits, although some specify that the retirement payment 
cannot exceed a specified percentage (for example, 90 percent) of the 
teacher’s average salary for the final few years. Most of the 37 states 
that also participate in the national Social Security System do not con- 
sider the value of the Social Security benefit when determining the 
state retirement benefitF3 

COMPONENTS OF A RETIREMENT SYSTEM ASSET 

For every year after the first one, the retirement system asset has three 
components: (a) contributions of previous years, (b) earnings from the 
investment of those contributions, and (c) forfeitures from withdrawing 
employees ?4 Future contributions of employers and employees and fu- 
ture earnings on assets, as well as the assets themselves, are funding 
sources to pay for benefits. One key issue in deciding upon a funding 
method is what percentage of future benefit costs should be allocated 
to future contributions and what percentage should be provided by as- 
sets that are supposed to be on hand. 

The total annual contribution to a pension system is a combination 
of the contributions for current service and contributions to defray the 
supplemental costs of paying for the unfunded liability of the system. 
The supplemental cost method starts from the premise that the un- 
funded liability is like a debt that must be paid off over some stipulated 
period. The ways for dealing with this debt are comparable to the cur- 
rent contribution methods that treat the future benefit payment as a 
debt. The future debt may be paid off, like a mortgage, in equal annual 
installments. The problem with this approach is that in an inflationary 
world, the payments are too high in the early years and not high enough 
in the late years. The solution to this problem is to lighten the payments 
in the early years and increase them in the later years. 

Alternatively, the debt can be paid off by payments projected to be 
an equal percentage of payroll throughout the amortization period. If 
the debt is dealt with in some sort of nonactuarial procedure for deter- 
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mining the employer contribution, it may be calculated as a simple per- 
centage rate, such as 8 percent of payroll. Such rates often have a basis 
in past actuarial recommendations and may be checked against actuar- 
ial studies, but they are not changed as often as the other plans for deal- 
ing with the debt. Some plans use nonactuarial methods other than the 
fixed rate, such as having the employer contribution be a multiple of 
the employee contribution. Other plans may be pay-as-you-go, or 
methods very close to it. The majority of teacher retirement plans use 
actuarial methods to determine an employer contribution rateF5 Re- 
gardless of the funding method used, it must be sufficient to accumu- 
late an amount necessary to fund the future cost. 

Despite variations of these plans, changes in funding may have sub- 
stantial effects on current service costs and on unfunded liabilities. Ac- 
curate reporting of changes in funding methods, plan benefits, and ac- 
tuarial assumptions is essential to understand public employee 
retirement plans and comparisons among plans. Not surprisingly, the 
Governmental Accounting Standards Board (GASB) requires that pub- 
lic employee retirement plans report on the ratio of unfunded actuarial 
accrued liability (UAAL) to annual covered payroll. Any funding ex- 
cess is to be reported in the same manner as an unfunded actuarial lia- 
bility. GASB requires that other long-term liabilities be reported also. 

HOW UNDERFUNDING OCCURS 

State and local teacher retirement systems show unfunded liabilities 
when actual events do not conform to assumptions or because changes 
occur in assumptions about future events. For instance, underfunding 
may occur when the return on investments is less than anticipated, or 
when assets are invested in poorly performing or risky funds. In De- 
cember 2001, when Enron Corporation, a worldwide provider of elec- 
tricity and natural gas, declared bankruptcy, Ohio’s two pension funds 
for government employees lost $114 million, California’s pension fund 
for teachers lost $49 million, and New York City’s municipal workers 
and teachers retirement fund lost $109 millionF6 Similarly, retirement 
funds lost millions invested in Global Crossing, an undersea fiber-optic 
cable network that filed for bankruptcy protection in January 2002. 
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Other than mandated contributions by employees , neither current 
teachers nor beneficiaries ordinarily have any day-to-day investment 
control or responsibility in how their defined benefit retirement fund is 
managed. The pension fund board of directors makes the investment 
decisions, or chooses an individual or a firm to do so. In 32 states, all 
board members are elected officials, or appointees of elected officials. 
In highly politicized pension fund boards , board members often make 
investment decisions that do not maximize the returns to the public em- 
ployee beneficiaries of the plans. In fact, the political independence of 
the retirement board has a significantly positive relationship to the re- 
turns of the fund; conversely, the higher the percentage of elected board 
members, the lower the returns?’ 

Unfortunately, some retirement boards make investments on the ba- 
sis of political considerations, such as investing in ventures located in 
their own states. This practice is referred to as “economically targeted 
investments” (ETIs). Such investments are frequently made in projects 
that would have difficulty obtaining private funding. One study esti- 
mated that ETIs cost public pension funds more than $28 billion in 
losses from 1985 to 1989?8 Just as some states have laws that prohibit 
public retirement systems from investing in risky assets, other states 
have laws that permit risky ETIs. 

Nevertheless, if pension fund assets are inadequate, governments 
must make up the deficiency. Funding levels have been an issue since 
the 1920s, when pension plans began using actuarial estimates in set- 
ting contribution or funding rates. The annual contribution made by a 
government is the sum of the administrative costs and the contribution 
level necessary to finance the benefit level, minus the return on invest- 
ments. When the rate of return lags behind the rate of inflation, as in 
the 1970s, the adequacy of funding becomes an issue. When the rate of 
return skyrockets, as in the late 1990s, governments tend to reduce their 
contributions and/or increase the benefits, thereby endangering fund vi- 
ability when the stock market drops. 

DEMOGRAPHIC CHANGES 

Demographic changes also affect pension fund viability. Since life ex- 
pectancy is rising, and women, who comprise the majority of the 
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teacher workforce, have traditionally lived longer than men, the cost of 
maintaining the retirement system may be greater than the amounts 
contributed under different demographic patterns. For practical pur- 
poses, the benefits in a defined benefit system really accrue only to 
workers who stay in the system until their benefits have vested. Vest- 
ing guarantees that a teacher who leaves state employment before at- 
taining the number of years of service required for retirement will still 
be eligible for a modest pension. Full vesting of teacher retirement ben- 
efits varies from state to state as shown in table 4.1. 

Of the states that require fewer than five years of employment for 
full vesting, Iowa, Mississippi, Utah and Wyoming require four years; 
Minnesota, South Dakota, and North Dakota require three years to be 
vested; and Arizona and Wisconsin have immediate vesting of pension 
benefits F9 Private pension plans, often defined contribution plans, are 
more flexible: employees can add to them, move them, determine what 
kinds of investments should be made with their money, and decide how 
they want to use or invest the money after retirement. 

As teachers retire earlier (down from fully funded pensions at age 65 
to 60 and even 55 in some states) and live longer, the underfunding of 
pension liabilities is likely to increase. It is not unusual now for teach- 
ers to work 30 years and then receive retirement benefits for another 30 
years. If actuarial assumptions underestimate retiree longevity, under- 
funding can result ?O 

With millions of teachers approaching retirement age, some states 
risk overdrawing their retirement funds or having to take dramatic steps 

Table 4.1. Years of Service Required to Fully 
Vest Teacher Pensions 

Years required Number of stares 

10 
12 
8 
6 
5 
4 
3 
0 

14 
1 
1 
1 

24 
4 
3 
2 

Source: National Education Association, Characteristics 
of 100 Large Public Pension Plans, Washington, DC, 
September 2000,6-11. 
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to support them. Examples of such steps include raising the retirement 
age from 60 to 62, borrowing to avoid overdrawing the retirement 
funds, or raising taxes?’ Cash-starved states frequently try to borrow 
from pension funds as a way to bail out bankrupt cities or fund new 
projects. Such efforts invariably incur strong opposition from the 
unions of public employees. In New Jersey, the New Jersey Education 
Association played a decisive role in the re-election defeat of Governor 
James Florio in 1993, because Florio supported borrowing from the 
teacher retirement fund. 

SOCIAL INVESTING 

“Social investments” are investments made in whole or in part on the 
basis of noneconomic criteria, such as objectionable environmental or 
child labor concerns. NEA resolutions on the subject include “require- 
ments that the investments be socially desirable.” New Business Items 
adopted at the 2000 convention provide the following: 

Educator Pension Funds 
NEA will urge all state affiliates to ensure that state educator pension 
funds carry out any or all of the following graduated measures with re- 
spect to companies that invest in fund propositions or legislation aimed 
at weakening education associations or public education by: 

1. Using their power as major shareholders in these companies to 
proactively communicate, through letters of warning to top corpo- 
rate management, their intention to no longer tolerate such anti- 
beneficiary practices, and if these warnings fail; 

2. Initiating or joining with other pension funds in proxy votes and 
shareholder actions to stop such practices, and if this measure fails; 

3. In a prudent manner consistent with their fiduciary responsibili- 
ties, ERISA, and state statutes, exploring divestiture from and re- 
placements of these companies with comparable investments. . . . 
(2000-37) 

Pension Fund Divestiture of Tobacco Companies 
NEA will urge state pension funds for school employees to explore di- 
vesting in a prudent manner, consistent with their fiduciary responsibili- 
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ties, ERISA, and state statutes, from companies that produce tobacco 
products. NEA will provide assistance for states wishing to urge divesti- 
ture. (2000-50)32 

The American Federation of Teachers’ (AFT’S) investment policies fol- 
low AFL-CIO policies on the subject. In 1997, to assist union members 
of state retirement boards and other investment advisors, AFL-CIO 
president John J. Sweeney launched the AFL-CIO’s Capital Steward- 
ship Program to ensure that union stewards have a meaningful voice in 
the management of pension plan assets of union  member^?^ The AFT, 
along with 24 other union representatives, comprised the working 
group that established the criteria and ratings “that can be used by 
trustees and other fiduciaries to judge the claims of ‘worker-friendly’ 
products.” 

Using these criteria, the Capital Stewardship Program reviewed al- 
most 50 companies in real estate and mortgages, public equity, private 
capital, and international funds that claim to provide collateral benefits 
to workers, their unions, and the communities. Investment fund prac- 
tices were classified as excellent, good, satisfactory, or failing. Criteria 
to judge the practices were based on corporate claims to create or sup- 
port union jobs, inclusion of labor representation on the board, share- 
holder participation opportunities, and/or compliance with interna- 
tional labor rights and standards. 

Social investing has negative effects on the rate of return. One reason 
is that investment policies are often driven by the cause of the moment 
instead of a long-term investment strategy. For example, social investing 
has targeted the tobacco industry, companies that sell “gangsta rap” mu- 
sic, and companies that trade with Burma. In its April 2000 newsletter to 
investors, the Teachers Insurance and Annuity Association-College Re- 
tirement Equities Fund (TIAA-CREF) announced that its “income from 
the Social Choice Account will rise 7.02 percent.”34 In contrast to the in- 
come generated from social investing, the TIAA-CREF Growth Account 
had increased by 33.82 per~ent.3~ Although we do not assert that social 
or political considerations should never take precedence over economic 
criteria, board members making investment decisions should not violate 
their fiduciary responsibilities for the sake of causes that are best pro- 
moted in other 
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In 1999, the California state treasurer “seized upon socially responsible 
investing as a way to make his mark,” by selling off $800 million in Philip 
Morris Companies stock from California’s two pension funds. In 2000, 
Philip Morris was the best performing Dow Jones Industrial Average 
stock. In June 2001, Business Week estimated that the California State 
Teachers’ Retirement System (CalSTRS) and the California Public Em- 
ployees’ Retirement System (CalPERS) “could be as much as $447 mil- 
lion out of pocket due to the lost appreciation of their tobacco shares.”37 

Along with social investing, a significant number of shareholders of 
companies in which public pension funds have a high proportion of 
stock often target specific corporate practices. Unions frequently hire a 
proxy voting service, which provides reports and an executive sum- 
mary of corporate board positions and votes on each issue that comes 
before the board meetings. Union-friendly proxy voting service com- 
panies rely on AFL-CIO criteria to judge publicly held corporations by 
their workplace practices, compliance with labor and environmental 
laws and regulations, executive compensation, corporate restructuring, 
and worker rights. Unions are using these tactics and litigation, al- 
legedly to protect the retirement benefits of union members. 

Social investing is an especially serious problem in teacher retire- 
ment because the boards of directors of teacher retirement funds are 
largely drawn from the two groups that are the most likely to support 
social investing for one reason or another. One is elected public offi- 
cials, who comprised 42 percent of teacher retirement board member- 
ship in 2000. Elected officials are often subject to pressure from im- 
portant voting blocs; for example, anti-apartheid activists exerted 
pressure to disinvest in any company doing business in South Africa 
before the dismantling of apartheid. In one study of 91 large public 
pension plans, 44 percent of the teacher pension fund directors were 
elected by active members in 2000.38 In effect, this means that the state 
teacher unions exercise veto-proof power to elect these directors; the 
teacher unions are the only organizations that have the mailing lists and 
regular communications with the teachers who vote for these members 
of the board of directors. The same point can be made regarding the 14 
percent of the board members elected by the retirees. 

As we have seen, social investing has a negative impact on fund as- 
sets and income. Interestingly enough, so does increasing the number 
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of retirement governing board directors elected by the active members. 
A study of 168 public employee retirement systems found that increas- 
ing the number of retirement board members chosen by active mem- 
bers by 10 percent resulted in a 2 percent drop in investment ~ ie lds .3~  

EXCESSIVE BENEFITS 

Although there is some union oversight over pension funds, elections 
among the voters at large determine who will exercise state govern- 
ment oversight. Regrettably, some public officials utilize defined ben- 
efit retirement systems to reward their political supporters. One fre- 
quent practice is to allow substantially higher salaries during the final 
few years of employment that are utilized to calculate pension benefits. 
This practice often doubles or triples the retirement benefits for bene- 
ficiaries of this form of favoritism. For sheer audacity, however, per- 
haps nothing comes close to an assault on the Rhode Island state re- 
tirement fund by the leaders of the state’s teacher unions. 

On July 3, 1987, Rhode Island enacted Rhode Island General Law 
(RIGL) 36-9-33. This legislation extended the benefits of the state’s re- 
tirement system to “full-time employees of organizations representing 
employees of the state and/or any political subdivision thereof for the 
purposes of collective bargaining.” RIGL 36-9-33 also provided that 
any person who had been a full-time employee of such an organization 
could purchase prior service credit for such employment. The cost was 
set at 10 percent of the employee’s earnings in the first year of full-time 
employment, multiplied by the number of years and any fraction 
thereof of full-time employment. Inasmuch as the costs for prior ser- 
vice credit remained at 10 percent of the first year of service, the eligi- 
ble union officials were able to buy prior service credit for extremely 
low amounts. The statute also provided that the employees could pur- 
chase credit for any time on official leave of absence. 

According to the testimony of Rhode Island General Treasurer 
Nancy J. Mayer, the 1987 statute had been placed on the unanimous 
consent calendar and enacted without debate by or even the knowl- 
edge of many General Assembly members “in a way which ensured 
that few people knew the details.”@ Mayer’s testimony on this point is 
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not disputed; in fact, not a single member of the Rhode Island legisla- 
ture that enacted RIGL 36-9-33 was subsequently willing to assert an 
understanding of its implication when it was enacted. 

After the Providence Journal Bulletin exposed the excessive benefits 
provided by 36-9-33 in September 1987, the statute was repealed in 
1988. Subsequently, however, 24 of the 25 union officials who joined 
the retirement system before the repeal initiated litigation to preserve 
their benefits under the 1987 bill. These 24 union officials would have 
received $24 million in retirement benefits. Eight never worked for the 
state, and ten others would not have been eligible for state retirement 
benefits if the 1987 legislation had not been enacted. In December 
1989, a Rhode Island court held that the 1988 repeal was only prospec- 
tive in nature; as a result, eligible union officials who had applied for 
retirement before repeal were allowed to remain in the system. In 1994, 
however, Mayer introduced legislation to evict these union officials 
from the retirement system and to return their payments into it plus in- 
terest. The employee contributions plus interest were to be offset by 
any benefits already received. By that time, however, the nine union of- 
ficials in table 4.2 had already begun to receive pensions under the 
1988 court decision; for example, 54-year-old Ronald L. DiOrio, for- 
mer president of NEA-RI, had already received about $162,836 when 
the legislature tried to turn off the spigot. 

At any rate, the teacher union officials who joined the retirement sys- 
tem before the 1988 repeal filed suit in federal court to overturn their 
1994 eviction. The crux of their legal argument was that their eviction 
from the retirement system was an unconstitutional impairment of the 
obligation of contract. In addition, the union officials contended that 
their eviction constituted an illegal taking without due process of law 
and that the eviction was a taking of private property without just com- 
pensation. 

Table 4.2 shows the costhenefit situation at the time Mayer intro- 
duced the eviction legislation. The table lists only the union officials 
who had already retired and were receiving state pensions when the 
eviction was enacted. It does not include the pension costs and projected 
lifetime benefits for the 15 union officials who had not retired but had 
purchased prior service credit under RIGL 36-9-33. Of the nine retired 
union officials, five were associated with the NEA, three with the AFT. 
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Column B , the “Cost for 1987 ,” refers only to the cost of prior service 
credit to the individuals. In four cases (Casey, DeOrio, Grande, and 
McElroy), additional funds were paid by or on behalf of the retirees. The 
Rhode Island retirement system was not able to identify the source of 
these additional contributions, but they may have been rollovers from 
union retirement plans controlled by the individual retirees. 

The critical column in table 4.2 is F, the effective rate of return on 
the employee’s contribution. This rate is based on the present value of 
the benefits to be received by the retirees. The rate was calculated by 
subtracting the total contributions made by or on behalf of the individ- 
uals from the present value of the projected lifetime pension benefits, 
dividing the remainder by the retiree’s total contributions, and multi- 
plying the result by 100. Thus Bernard Singleton paid $25,411 for a 
lifetime annual pension of $62,250, for an effective rate of return of 
2,934 percent. Of course, nothing tops the 9,911 percent rate of return 
for Gloria Heisler, who invested $2,242 for an annual pension of 
$35,988. According to the state treasurer’s office, the average pension 
benefit purchased by the 21 teacher union officials was then $50,000 a 
year, whereas the average for teachers was $24,870 and for state em- 
ployees only $1 1,004. 

The NENAFT rationale for opposing the eviction was that to allow 
it would endanger the retirement benefits for all teacher members of the 
state retirement system. Allegedly, if the legislature were allowed to re- 
duce contractual benefits, no teacher’s pension would be safe. One of 
the plaintiffs suing for a resumption of pension payments for service as 
a union official was Edward J. McElroy Jr., who became the secretary- 
treasurer of the AFT while the Rhode Island legislation was pending. In 
this capacity, McElroy was paid $129,150 in salary and $76,745 in ex- 
penses in 1993-94; this amount does not include what the AFT paid for 
his fringe benefits!’ As table 4.2 shows, McElroy, who instigated the 
legislation and had tried to get it enacted in the prior two years, paid 
$34,386 to the Rhode Island State Retirement System for an annual 
pension of $41,958, with projected lifetime benefits of $618,806. In 
other words, McElroy received more in cash in the first year of his “re- 
tirement” than the total amount he paid for 28 years of retirement 
credit. Interestingly enough, one of the arguments made by union offi- 
cials being evicted from the retirement system was that there were hun- 
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dreds of cases in which the legislature had bestowed comparable re- 
tirement benefits on favored individuals. 

THE EXTENT OF UNDERFUNDING 

Despite abuses like those in Rhode Island, no state plan has ever de- 
faulted in pension payments, although legislative and executive over- 
sight, as well as judicial decisions, have “dramatically changed the le- 
gal landscape for funding  issue^."^^ Scrutiny of the Oregon Public 
Employees Retirement System (PERS) resulted in a warning that the 
rising costs of supporting the state-controlled system were proving to 
be unaffordable to many local governments in Oregon and unfair to the 
interests of ta~payers.4~ Regardless of how underfunding occurs, the re- 
sponsibility falls on the legislature and state officials to make the con- 
tribution required to fund the retirement system adequately, especially 
when local governments, such as those in Oregon, suffer from the 
shortage in required contributions. Under such circumstances, state ap- 
propriations will be larger than if sufficient amounts had been set aside 
year by year to meet the state’s obligations. In addition to state statutes 
on the issue, six state constitutions contain explicit constitutional pro- 
visions guaranteeing pension rights, fifteen include express guarantees 
in their statutes, eighteen provide pensioners with common-law con- 
tractual rights, and eleven approach the issue in other waysP4 

ALTERNATIVES: DEFINED CONTRIBUTION SYSTEMS 

In view of the dangers of underfunded pension funds, some states have 
enacted statutes to strengthen their teacher retirement funds. For exam- 
ple, the Indiana legislature voted to pay $55 million into a special fund 
to pay for current and future benefits of teachers hired before July 1, 
1995. The state lottery provides $30 million and the state’s general fund 
contributes the remainder. In 1996, the legislature paid an additional 
$200 million out of the state’s budget surplus toward reducing the un- 
derfunded pension f ~ n d . 4 ~  Similarly, the Illinois legislature, faced with 
a large unfunded teacher obligation, enacted a 50-year schedule to 
reach 90 percent actuarial funding through a continuing appropriation 



74 CHAPTER4 

for its teacher retirement system and other state-funded retirement sys- 
tems. Obviously, a plan that delays full funding for such a long time 
raises difficult issues of intergenerational equity. 

For retirement systems that have an unfunded liability, actuaries use 
the present value of future benefits to estimate contribution rates and 
suggestions for funding methods. The present value of a retirement 
fund consists of benefits that have already been earned and benefits yet 
to be earned; fund assets are a major factor in setting the contribution 
rate required to avoid underfunding. An asset target is a statement of 
the assets that should be on hand in a fully funded pension plan. The 
assets that are on hand are subtracted from the asset target to show the 
unfunded liability, sometimes referred to as the “unfunded actuarial li- 
ability,” “unfunded supplemental present value ,” or “underfunded pen- 
sion liability.”46 

The unfunded liability of a particular pension plan depends upon the 
method of calculating the valuation of the asset. For example, an un- 
usually high return on investment might be averaged over a term of five 
years. Valuing an asset at book value or cost might result in a consid- 
erably lower asset value than if the asset were valued at its present mar- 
ket value. Of course, no method can remedy the problem if the un- 
funded pension costs are not fully reported. 

As has been the case with social security, some analysts have ex- 
pressed concern about the future viability of defined benefit state pen- 
sion systems, By 200 1 , approximately three workers were contributing 
for each retiree; by 2020, the ratio will be two to one. Despite increased 
productivity, state governments will have to support their pension sys- 
tems even more than they have in the past. The grim outlook for de- 
fined benefit plans has stimulated widespread interest in defined con- 
tribution plans. In defined contribution plans, retirees are entitled only 
to actual contributions plus investment performance. 

In 1999, in response to concerns about the costs of their defined ben- 
efit retirement plans, Arizona, Montana, and North Dakota enacted de- 
fined contribution plans. Also in 1999, seven states conducted studies 
of defined contribution plans covering various groups of public em- 
ployees.4’ By 2002, twenty-seven states offered retirement plan options 
to teachers and The Nebraska State Employees’ Re- 
tirement System and the West Virginia Teachers’ Defined Contribution 
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Plan are defined contribution plans with specified employee and em- 
ployer contributions. 

In West Virginia, all new K-12 teachers since 1991 have been re- 
quired to join the defined contribution plan, although veteran teachers 
have the option of continuing in the defined benefit plan-a plan nearly 
bankrupt from its unfunded liabilities in 1991 P9 In 2001, a report of the 
defined benefit plan of the West Virginia Teachers’ Retirement System 
(TRS) indicated that the unfunded liability had increased and was 
$4.098 billion as of July 2001 ?O If the state increases its payments into 
the TRS, the debt is scheduled to be paid by 2034. 

Because defined contribution plans are not based on a predetermined 
benefit, there is no underfunded or unfunded government pension lia- 
bility under such plans. This important consideration is frequently 
overlooked in discussions of school reform. When states contribute, 
their contribution goes directly into individual employee accounts; 
hence states cannot transfer the funds to state accounts. Other advan- 
tages are the portability of defined contribution plans and individual 
choice in how to invest their retirement accounts. Defined contribution 
plans also avoid the problems associated with social investing: each 
participant in the plan resolves this issue to his or her own satisfaction. 

Dealing with gains resulting from changes in actuarial assumptions 
and gains is complicated by controversies over the extent to which pub- 
lic plans are defined benefit or defined contribution plans. Employee or- 
ganizations and teacher unions sometimes take the position that the re- 
tirement plans are defined benefit plans when actuarial losses occur, but 
defined contribution plans when actuarial gains are present. When teach- 
ers realize that the benefit package requires a higher contribution rate, 
they argue that the employer is liable for the higher rate because it was 
the employer who promised the benefits. When the contribution rate can 
be lowered, a balanced approach suggests that if the employer takes the 
downside risk, the employer is entitled to the upside gain. However, 
teachers and teacher unions sometimes contend that teachers are entitled 
to whatever contributions will buy as benefits; any gains resulting from 
plan experience should be utilized for benefit improvements. 

A retirement system that distributes all gains as improvements while 
funding all losses will inevitably increase pension benefits and costs, 
regardless of the justification for increased benefits. This will happen 
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because there will inevitably be gains and losses over time. When there 
are losses, the employer contribution rate will increase, never to be re- 
duced, because gains result in benefit increases. Consequently, the em- 
ployer contribution will ratchet upward. For this reason, some believe 
that the use of actuarial gains to “fund” benefit increases should be dis- 
couraged.5l At the same time, new liabilities created by benefit in- 
creases should be funded promptly so that current decision makers bear 
the political cost of benefit improvements for current employees ?* 

IMPACT OF GASB NO. 34 

GASB’s new standards identify two future benefits that require an es- 
timate of present value. One is unfunded retirement obligations. The 
other is the present value of post-retirement health benefits. The funds 
required to pay for these benefits are so large, and the data from expe- 
rience so plentiful, that it makes sense to require the current cost of this 
future benefit be shown. Obviously, school districts that provide post- 
retirement health benefits have provided a future benefit whose costs 
can easily become prohibitive if their present value is not shown in cur- 
rent district financial statements. Fortunately, the GASB standards con- 
sider the problem of how to show the present cost of future benefits. 
GASB Statement No. 34 strengthens GASB Statement Nos. 25 and 27, 
which require that districts show the current accumulated cost of the 
benefits. For example, a district financial statement is supposed to 
show the amount required to pay the benefit in full (actuarial accrued 
liability and unfunded accrued liability) if the benefit were terminated. 

The costs of accumulated sick leave illustrate the problems of esti- 
mating future costs of benefits to be cashed out several years in the fu- 
ture. Before the benefit was granted, teachers used most of their sick 
leave. When the benefit was granted, its costs thereafter were minimal 
for a few years, even though teachers were allowed to cash out their ac- 
cumulated sick leave at their daily rate of pay when they retired. Any- 
one who looked at the funds required to pay the obligation in full would 
have erroneously assumed that the benefit would not cost very much. 
Once the districts agreed to cash out accumulated sick leave, teachers 
did not utilize sick leave. Instead, they retired with large accumula- 
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tions, and the costs escalated rapidly, far exceeding the costs in the 
early years. The fact that some New Jersey school districts have capped 
the payout for unused sick leave at $25,000 illustrates the danger of as- 
suming that present experience is a reliable guide to the future costs of 
unused sick leave. In New York City, payment to retiring teachers for 
accumulated sick leave cost almost $100,000,000 in 2001-02.53 

Obviously, school districts cannot afford to allow many longtime 
teachers to be paid for accumulated sick leave at their daily rate of pay 
on retirement. Of course, the districts cannot know when teachers will 
retire, but unless they can forecast their obligations in the future with 
reasonable accuracy, they should not agree to the benefit. 

In practice, payment for accumulated sick leave often happened 
when school boards were unable to provide very much in immediate 
benefits. Inasmuch as payment for accumulated sick leave did not cost 
school districts very much when the district agreed to provide the ben- 
efit, school boards agreed to it without much concern about the cost. 
Before the school boards agreed to pay for accumulated sick leave, 
teachers had no incentive to accumulate it; instead they tended to uti- 
lize it. Over time, the cash value of the benefit increased dramatically, 
and school districts sought to cap the benefit by limits on the number 
of days the districts would pay for, and/or payment at less than the daily 
rate of pay upon retirement. Unfortunately, from a school board per- 
spective, the more districts that agreed to the benefit, the more difficult 
it was for others to refuse to pay for it. 

In most school districts, school administrators receive at least the 
benefits accorded teachers. Actually, payment for administrators’ un- 
used sick leave sometimes preceded its availability for teachers, and it 
often led to extremely generous payments to retiring administrators. 
New Jersey had tenure for administrators, so many of them stayed in 
the state for long periods of time; nevertheless, payments to adminis- 
trators, especially superintendents, for accumulated sick leave are less 
likely to be capped than payments to teachers. Because there are fewer 
administrators than teachers, the total impact on district spending is 
less in the case of administrators, but the outcome is often an excessive 
benefit package. Bear in mind that administrative salaries are often 
much higher than teacher salaries; hence their daily rate of pay is also 
much higher than the daily rate for teachers. 
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Suppose a principal who has served as a teacher and principal in a 
district for 20 years was entitled to 12 sick leave days a year but used 
only two per year. If paid $100,000 a year for 200 workdays a year, his 
rate of pay would be $500 per day. This would entitle him to $100,000 
for accumulated sick leave-perhaps not a golden parachute but surely 
a soft landing. 

SUMMARY 

More stringent reporting requirements- not just suggested guidelines, 
but mandated reporting of unfunded liabilities, including the assump- 
tions and data underlying the estimates-may be the only feasible way 
to avoid increases in unfunded pension costs. We can also surmise that 
if the public becomes more aware of these unfunded costs, it will be- 
come more difficult for elected officials or pension boards to increase 
pension benefits without increasing current taxes. 

The basic problem in all of the cases discussed in this chapter is how 
to ensure that state and school district fiscal statements reveal the real 
cost of funding the enterprise. With millions of teachers approaching 
retirement, some states risk overdrawing their retirement funds or hav- 
ing to take dramatic steps to support their defined benefit plans. In con- 
trast, because defined contribution plans eliminate the danger of any fu- 
ture unfunded pension liability, more states are considering plans to 
stabilize their defined benefit plans and to establish defined contribu- 
tion plans for newly hired workers. 

To maximize awareness of unfunded pension obligations, the Govern- 
mental Accounting Standards Board’s new reporting criteria address the 
problem. Because the new criteria are being phased in, the full extent of 
the problem may not be evident until 200445, but the forthcoming pub- 
licity about underfunding may generate some momentum for reducing 
the unfunded pension obligations affecting school district personnel. 

1.  In 22 state retirement systems, school administrators and school district 
support personnel are included in the teacher retirement system; hence the 



UNFUNDED PENSION OBLIGATIONS 79 

term “teacher” in this chapter includes all school district employees in these 
22 states. 

2. “History of CalSTRS Funding and Benefits,” 1. At http://www.strs.ca. 
gov/aboutstrs/funding .html [accessed March 20,20021. 

3. Ibid. 
4. Ibid. 
5. Peter J. Ferrara, Pension Liberation for Oregon: A Proposal to Reform 

PERS (Portland, OR: Cascade Policy Institute, 2001), 4 ,8 .  
6. James Mayer, “PERS Gap Grows to $9.7 Billion,” The Oregonian, No- 

vember 14, 2002. At http://www.OregonLive.com [accessed November 14, 
20021. 

7. Ibid. 
8. The Urban Institute, Winklevoss & Associates, Government Finance 

Research Center, and Dr. Bernard Jump Jr., The Future of State and Local Pen- 
sions (Washington, DC: Department of Housing and Urban Development, 

9. National Council on Teacher Retirement. At http://www.nctr.org/ 
content/indexpg/washup/fastfact 1 .htm [accessed October 13,20011. 

10. Emma Y. Zink, “1998 Report of the Chair,” CalSTRS (Sacramento: 
CalSTRS , 1999). 

11. Matthew Lathrop, “Defined Contribution Plans,” ALEC Issue Analysis 
(Washington, DC: American Legislative Exchange Council, March 1999), 1. 

12. U.S. Bureau of the Census, Public Information Office Press Release, 
“Retirement Assets of State and Local Government Employees at Record 
High, Census Bureau Reports,” October 25,2000. 

13. U.S. Bureau of the Census, Federal, State, and Local Governments, 
2000 State and Local Government Public Employee Retirement Systems, 
table 1. At http://www.census.gov/govs/www/retireOO.html [accessed Novem- 
ber 19,20021. 

14. The National Retired Teachers Association, a division of AARP, re- 
ported 1.2 million retired educator members; not all retired educators are 
members of NRTA. At http://www.aarp/nrta [accessed June 10,20021. 

15. Frank V. Auriemma, Bruce S. Cooper, and Stuart C. Smith, Graying 
Teachers: A Report on State Pension Systems and School District Early Re- 
tirement Incentives (Eugene, OR: Clearinghouse on Educational Management, 
1992), 5. 

16. U.S. Department of Education, National Center for Education Statis- 
tics, Digest of Education Statistics 2001, NCES 2002- 130, Washington, DC, 
2002,87. The source of the data presented by NCES is the National Education 
Association. The American Federation of Teachers compiles its own teacher 

1981), 8-16. 



80 CHAPTER4 

salary statistics and reported the average national salary for teachers was 
$41,820 for 1999-2000. 

17. Auriemma, Cooper, and Smith, Graying Teachers 7. 
18. Ibid., 17. 
19. Ibid., 14. 
20. Ibid., 25-33. 
2 1. National Education Association, Research Division, “Employee and 

Employer Contribution Rates,” Characteristics of 100 Large Public Pension 
Plans, Washington, DC, 2000,29-37. 

22. Auriemma, Cooper, and Smith, Graying Teachers, 3 1. 
23. NEA, Characteristics of 100 Large Public Pension Plans, 42. 
24. The Urban Institute et al., The Future of State and Local Pensions, 8-4. 
25. Ibid., 8-18,19. 
26. Steven Greenhouse, “Public Funds Say Losses Top $1.5 Billion,” The 

New York Times, January 29,2002. 
27. Roberta Romano, “Public Pension Fund Activism in Corporate Gover- 

nance Reconsidered,” Columbia Law Review 93, no. 4 (May 1993): 823. 
28. Edwin T. Burton, I11 and Matthew Lathrop, “Modernizing Public Pen- 

sion Systems,” The State Factor 25, no. 4 (Washington, D.C.: American Leg- 
islative Exchange Council, July 1999): 4. 

29. NEA, Characteristics of 100 Large Public Pension Plans, 7-11. 
30. Cynthia L. Moore, Public Pension Plans: The State Regulatory Frame- 

work, 3rd ed. (Austin, TX: National Council on Teacher Retirement, February 
1998), ix. 

3 1 . Auriemma, Cooper, and Smith, Graying Teachers, 7. 
32. See list of Resolutions in the NEA Handbook, 2000-2001,398. In the 

past, the NEA has threatened to boycott companies that employed talk show 
hosts critical of the NEA. In some cases, the NEA has threatened retaliation 
against companies solely because a prominent company official has actively 
supported educational vouchers as an individual, not as a company official. 

33. AFL-CIO , Investment Product Review, Washington, DC , 1999, Fore- 
word. 

34. Ibid., 1. 
35. TIAA-CREF, Outreach, New York, NY, April 2000, 1. 
36. Roberta Romano, “The Politics of Public Pension Funds,” Public Zn- 

terest (Washington, DC: National Affairs, Spring 1995), 42-53. 
37. Christopher Palmeri, “Politicians Should Butt Out of Pension Funds,” 

Business Week, June 11,2001,150. 
38. NEA, Characteristics of 100 Large Public Pension Plans, 61. 



UNFUNDED PENSION OBLIGATIONS 81 

39. Stephen Glass, “A Pension Deficit Disorder,” Policy Review (Washing- 
ton, DC: The Heritage Foundation, Winter 1995), 71-74. 

40. “Testimony of General Treasurer Nancy J. Mayer on Bill No. S-2921. 
March 8, 1994,” in National Education Association-Rhode Island, et al., vs. 
Retirement Board of the Rhode Island Employees Retirement System, et al., 
Appendix in Support of Defendant’s Motion for Summary Judgement, Vol. 111, 
p. D20274. Mayer pointed out that one person had purchased thirty years in 
the retirement system for $28,352 and “almost immediately retired with a 
$61,430-a-year state pension. If this 56-year-old man had purchased an annu- 
ity from a private insurance company, it would have cost him $788,929.” 

41. Ibid. 
42. Moore, Public Pension Plans, ix. 
43. Ferrara, Pension Liberation for Oregon, 22-23. 
44. Moore, Public Pension Plans, viii. 
45. Ibid., ix. 
46. The Urban Institute et al., The Future of State and Local Pensions, 9-1. 
47. American Legislative Exchange Council, Task Force News 1, no. 2, 

Washington, DC, June 1999, 1. 
48. Julie Blair, “New Pension Plans Provide Educators with Options, 

Risks,” Education Week 21, no. 29 (April 3,2002): 22-23. 
49. Telephone conversation between the author (CKH) and David A. 

Haney, executive director of the West Virginia Education Association, a mem- 
ber of the committee that recommended that a defined contribution plan be in- 
cluded in the state’s retirement system. 

50. Buck Consultants, Inc., West Mrginia Teachers’Retirement System: Ac- 
tuarial Valuation as of July I ,  2001, for the West Virginia Consolidated Public 
Retirement Board, 2-3. 

51. The Urban Institute et al., The Future of State andLocal Pensions, 9-23. 
52. Ibid., 9-26. 
53. Joe Williams, “Healthy Dose of Sick Pay,” New York Daily News, 

March 5,2002. 



This Page Intentionally Left Blank



CHAPTER 5 

Parental Support for Public Education 

In this chapter, we consider the costs of public education absorbed by 
parents. Our focus will be on parent expenditures made to a public 
school or school district. The parental expenditures that we do not dis- 
cuss are often more important educationally than the ones we do dis- 
cuss; for instance, parent expenditures for educational books and games 
(which we do not discuss) are often more important educationally than 
parent contributions to the PTA (which we do discuss). For that matter, 
parental time devoted to their children’s education is a cost, but we as- 
sign a dollar value to it only as an example of how this might be done. 

More than 80 percent of the nation’s 118,402 public and private ele- 
mentary and secondary schools have a parenvteacher organization 
(PTO) that is not affiliated with the National PTA or any other state or 
national parent organization. These parendteacher organizations raise 
significant funds in a variety of ways: product sales, auctions, compe- 
titions, galas, and other fundraising drives. Traditional product 
fundraising generates an average of $13,000 per school.’ Nationwide, 
almost $2 billion is raised each school year by parent and student or- 
ganizations? According to the National Association of Elementary 
School Principals, “91 percent of schools in America raise funds to sup- 
plement government f~nding.”~ Along with school principals, parent 
organizations as well as teachers accept fundraising responsibilities. 
The contributions are often significant: “Nearly 40 percent of schools 
earn between $10,000 and $25,000 through fundraising each year; 29 
percent earn between $5,000 and $10,000; while 23 percent earn less 
than $5,000. The remaining 8 percent of schools earn $25,000 and up.”4 
A local school is typically the beneficiary of the revenue, which pays 
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for such things as classroom equipment and supplies, field trips, library 
books, computers, and playground equipment. 

Volunteer time is another important parent contribution. Volunteers 
in Public Schools (VIPs) is an organization in many schools that serves 
as a liaison between the school district and the community, while pro- 
viding volunteer opportunities in the schools. On its website, the Little 
Rock Arkansas School District stated that “during the 1999-2000 
school year, over 15,000 volunteers contributed 283,625.75 hours with 
an estimated worth of $4,055,848.23 .”5 School districts elsewhere fre- 
quently make similar claims in print or on their websites.6 

THE NATIONAL PTA AND ITS AFFILIATES 

Unlike PTOs, which have no state or national affiliations, over 24,000 
local parentheacher organizations are affiliates of the National Con- 
gress of Parents and Teachers. Better known as the PTA, the hierarchy 
includes state PTA affiliates as well. These local PTAs impact the pro- 
grams and budgets of local schools in a variety of ways, including pay- 
ment of the salaries of teachers who cannot be paid from regular school 
budgets. Usually this happens when a PTA is particularly interested in 
retaining teachers of art, music, foreign languages, or some other sub- 
ject that the regular budget cannot accommodate. 

In some instances, the line between schoolwork and PTA work is 
obliterated. This happens when school grades are based on participa- 
tion in what is supposed to be a voluntary PTA-sponsored fundraiser. It 
is difficult to assess the frequency of such practices, but anecdotal evi- 
dence indicates that they are not unusual. It should also be noted that 
PTA fundraising often generates unwarranted pressure to participate. 
For example, if a PTA or a teacher urges “100 percent” participation in 
a PTA fundraiser, those students or parents who prefer not to raise 
funds for the PTA’s agenda may feel pressured into doing so? 

In schools that enroll mainly affluent students, PTA fundraisers raise 
impressive amounts. “The Owl,” a school newsletter sponsored by the 
Phoebe Hearst Elementary School in Washington, D.C., includes up- 
dates on the PTA’s fundraising activities. To raise the $227,000 bud- 
geted for its 1997-98 fiscal year, the school’s PTA leadership antici- 
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pated that dues, fees, and seven fundraising events (nearly one per 
month of the school year) would bring in just over $200,000. This lo- 
cal affiliate also expected to raise 20 percent of its budget from one of 
its seven fundraising events, an evening gala and auction at a nearby 
embassy. Parents had made all the arrangements and, along with other 
attendees, bid on and bought over 300 donated items. Some of the more 
expensive items included a trip for two to Rio de Janeiro, a Persian rug, 
and a week at a beach hotel. The final event in its fundraising schedule 
of seven events was a grocery scrip program, in which parents pur- 
chased discounted coupons redeemable at local grocery stores. 

The membership form for the Hearst PTA requests the annual $10 
membership fee and an additional enrichment and assessment fee of 
$180. The form explains that: “The enrichment program includes pay- 
ment for an art teacher, classroom aide, Spanish teacher, science/art ma- 
terials, repairs to the building, and special programs.” About 135 children 
attend the Hearst school, a public school that serves pre-kindergarten to 
third-grade pupils. When fully funded, the assessment fee plus the per- 
pupil share of the $227,000 budget amounted to $1,376 per pupil-a siz- 
able amount in any school district. The membership form also suggests 
that members should check with their employers, many of whom match 
or exceed their employee contributions to 501 (c)(3) tax-exempt organi- 
zations? There are no comprehensive data on employer matching contri- 
butions to public school organizations or activities, but the total amount 
may not be very large in the total picture. 

The Hearst PTA program is not unique, even in the District of Colum- 
bia. The PTA at the district’s Horace Mann Elementary School asked par- 
ents to donate $950 per child for the 199940 school year. Although not 
all families contributed the requested amount, the PTA hired seven teach- 
ing assistants and a part-time vocal instructor from its fundraising activ- 
ities? Subsequently, Arlene Ackerman, the District of Columbia superin- 
tendent of schools, criticized the practice, but did not stop it. When Ms. 
Ackerman resigned her position in 2000, Paul L. Vance, her successor, 
also expressed concerns but did not try to prohibit the practice. 

Like PTOs, many PTAs keep track of the hours contributed by vol- 
unteers and recognize their most active members. The Buena Vista El- 
ementary School PTA of Greer, South Carolina, recognized 500 volun- 
teers, who provided 100,000 hours of service to school projects. 
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Probably no state comes close to the hours logged by California PTA 
members. According to the California FTA, its "volunteers reported a 
total of 21,314,317 hours of service from July 1, 1993, to June 30, 
1 994."1° The California PTA claimed that at $6 an hour, the volunteers 
provided $127,885,902 in services for which higher wages would have 
been paid in the marketplace. Interestingly enough, a great deal of this 
volunteer time was devoted to defeating Proposition 174, the Novem- 
ber 1993 California school voucher initiative. Nationally, one survey 
estimates that almost 3.4 million public school volunteers logged ap- 
proximately 109 million hours of work in 2000. This was reported to 
be roughly equivalent to 52,000 full-time staff in 2000." 

The cost of volunteers illustrates the distinction between total costs 
and government cost. Asked about the cost of parent volunteers, the 
vast majority of teachers and administrators would say there is no 
cost-the volunteers work for nothing, are "free" in other words. Point- 
ing out that staff time might be necessary to coordinate volunteer ac- 
tivities might be perceived as quibbling, so let us ignore all such costs. 
Nevertheless, volunteer time raises equity issues. 

We must distinguish costs from who pays for the costs. The time of 
parent volunteers is worth something, but the parents absorb the costs, 
or the business that allows its employees time off for school affairs 
pays the costs of employee time.'* From an economic standpoint, if we 
compare two schools with identical government costs, but one utilizes 
parent volunteers and the other does not, the former costs more than the 
latter. How much more would be the amount required to provide ser- 
vices equivalent to the services provided by the volunteers. 

Schools in socioeconomically middle- and upper-class neighbor- 
hoods thus receive more resources than schools in disadvantaged 
neighborhoods; the latter typically lack volunteers or as many volun- 
teers as the former. This could be regarded as exacerbating equity prob- 
lems, which would not necessarily be resolved by the presence of par- 
ent volunteers in the schools without them. After all, differences in the 
quality of the volunteer help might still leave us with an ineq~ity. '~ 

Most emphatically, we are not advocating the abolition of volunteers 
because their utilization might lead to inequities. Our point is that the 
idea that utilization of volunteers does not involve costs is simplistic. 
The fact that parents, not the school district, absorb the costs is impor- 
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tant, but it does not resolve all of the policy issues relating to the prac- 
tice. Some educational policy analysts would prohibit differentials in 
support due to differentials in parent financial contributions, but this 
position is not widely accepted.14 

THE ACCOUNTING STATUS OF AFFILIATED ORGANIZATIONS 

In order to estimate unreported funds contributed by organizations not 
controlled by the schools, the Governmental Accounting Standards 
Board (GASB) conducted a survey of school districts in 34 states and 
the District of Columbia in 1996. One hundred eleven school districts 
out of 851 selected for the sample responded to the inquiry. Many of 
the large school districts reported that they were unaware of how many 
affiliated organizations operate in the schools in their district. An “af- 
filiated organization” is one over which the school district exercises 
some formal authority. Table 5.1 shows the number and nature of affil- 
iated organizations in the school districts responding to the survey. 

Table 5.1. Nature of Affiliated Organizations in 11 1 School Districts 

Percent of Percent of 
Types of Number of Affiliated School 
Organizations Organizations Organizations’ Districts** 

Booster clubs 
Parent-Teacher Organization*** 
Parent-Teacher Association’” 
Education foundation 
Fundraising foundation 
School district foundation 
Faculty-student cooperative 
Athletics foundation 
Endowment foundation 
Alumni foundation or association 
Development foundation 
Other 

48 
36 
28 
21 
12 
9 
4 
2 
2 
2 
1 
7 

28.1 
21.3 
16.3 
12.2 
7.1 
5.2 
2.3 
1.2 
1.2 
1.2 
.5 

4.1 

43.2 
32.4 
25.2 
18.9 
10.8 
8.1 
3.6 
1.8 
1.8 
1.8 
.9 

6.3 

Total 172**’* 100.0 154.8“” 

Percent of affiliated organizations responding to the survey. 
** Percent of all school districts in the sample. 

“‘The distinction is not clarified, but presumably PTOs are not affiliated with a national 
parentheacher organization, whereas PTAs are affilates of the National PTA. 

**** Some districts reported two or more affiliated organizations. 

Source: Rita Hartung Cheng and Carol M. Lawrence, School Districts and Their Affiliated Organiza- 
tions: A Report to the GASB, August 6, 1997, 2. 
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Table 5.2. Methods by Which Affiliated Organizations Provided Financial 
Support In 11 1 School Districts 

Nature of the Transfer 
Number of Reporting 
School Districts 

Reimbursement of specific expenditures 
Pays specific bills 
Performs supporting services 
Discretionary transfer of financial services 
Periodic lump sum transfers (discretionary) 
Lump sum transfers at request of school district 
Routinely pays salaries 
Other 

29 
7 

23 
17 
14 
12 
9 
2 

Source: Rita Hartung Cheng and Carol M. Lawrence, School Districts and Their Affiliated Ofgarh- 
tions: A Report to the GASB, August 6, 1997, 5. 

The authors concluded that “an analysis of the financial condition of 
the AOs [Affiliated Organizations] and related school districts indicates 
that as a practical matter some school districts face severe financial 
stress and the affiliated organizations’ substantial assets and contribu- 
tions have a major impact.” Most affiliated organizations receive ser- 
vices from the school districts in the form of office space, staff, or ac- 
counting and financial services. Table 5.2 shows the methods by which 
affiliated organizations transfer financial resources to school districts 
or provide support on behalf of school districts. 

Annual revenues of the affiliated organizations surveyed averaged 
just over $643,000, and the average annual financial contribution to 
school districts was $179,401. Table 5.3 shows the revenues of affili- 
ated organizations that provided detailed financial information. 

Table 5.3. Revenues (from Sample Survey) of Affiliated Organizations 

Number Percent $Level 
~ ~ ~ ~ 

6 25.0 <100,000 
7 29.1 100,001-200,000 
4 16.7 200,001400,000 
1 4.2 500,001-1,000,000 
5 20.8 1,000,001 -5,000,000 
1 4.2 >5,000,000 

Totals 24 100.0 

Source: Rita Hartung Cheng and Carol M. Lawrence, School Districts and Their AtWiated Organiza- 
tions: A Report to the GAS& August 6. 1997, 7-0. 



PARENTAL SUPPORT FOR PUBLIC EDUCATION 89 

PARENT-PAID REMEDIAL AND ENRICHMENT EDUCATION: 
LEARNING COMPANIES 

Although parent-funded remedial education is not a new development, 
it experienced remarkable growth in the 1990s, especially as the inef- 
fectiveness of federally funded remedial programs could no longer be 
plausibly denied. These federal programs originated in Title I (origi- 
nally Chapter 1) of the Elementary and Secondary Education Act of 
1965. Their objective was improved academic skills among low- 
achieving students in low income areas. The test of “low income” was 
the percentage of students receiving free or reduced-price lunches at 
school. Funding for Title I increased from just over $5 billion in 1980 
to $9.1 billion in 2000 and an authorization of $13.5 billion in 2002 .15  

Private as well as public school students are beneficiaries of Title I pro- 
grams. According to the Congressional Research Service, in 1999-2000, 
52 percent of Catholic schools, 9 percent of other religious schools, and 9 
percent of secular private schools were receiving Title I grants. By 1997, 
the federal government had spent $1 18 billion on Title I, but research on 
its effectiveness still failed to reveal any lasting effects of Title I pro- 
grams.16 Studies that had purported to show improvement were subse- 
quently discredited because the districts involved had excluded low- 
achieving, special education, and immigrant students from the tests that 
allegedly demonstrated the beneficent effects of Title I.17 As it has been 
since its inception in 1965, Title I was the largest single item in federally 
funded education programs, amounting to over 32 percent of the Ey 2002 
U.S. Department of Education appropriation of $56 billion.I8 

The point of interest here is the emergence of private-sector partici- 
pation in remedial programs, especially by for-profit learning compa- 
nies. Until the 1990s, these remedial education programs were funded 
only by parents. In a typical remedial program provided by the largest 
companies, three students are seated at a table with one teacher. The 
parents pay for a set number of hours of instruction over a series of ses- 
sions. The instruction is provided by former teachers or retired teach- 
ers who are employed under contract at hourly rates that vary by region 
and school district characteristics. 

Sylvan Learning Systems, Inc., the largest for-profit company of this 
kind, operated more than 700 centers in 2000 and was adding 50 centers 
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a year. Starting in 1993, when it signed a contract to provide remedial 
education to six Baltimore elementary schools, Sylvan at School pro- 
grams were operative in 850 public and nonpublic schools with an en- 
rollment of almost 80,000 students in 2000.’9 Of course, when school 
districts employ Sylvan Learning Systems to provide instruction, the 
company is paid from school district funds; the funds are not an add-on 
to district expenditures. 

School district contracts with learning companies are not likely to 
discourage parent payments for remedial services. The reason is that 
the school district remediation market is very different from the indi- 
vidual parent-supported market; hence an increase in one is unlikely to 
affect the other. The individual parent market materializes in middle- 
class school districts that do not enroll large numbers of students who 
are reading poorly. In these districts, parents concerned about the low 
educational achievement of their children usually have no alternative to 
paying for remedial education from their own resources. Eligibility for 
Title I funds requires a concentration of low-achieving pupils; parents 
elsewhere must pay for remedial help from their own resources. In con- 
trast, the learning company contracts with school districts provide re- 
medial help for concentrations of low-achieving students in low- 
income neighborhoods in which few parents would pay for remedial 
assistance from their personal resources. 

For-profit learning centers will probably expand their public school 
services substantially in the future. The No Child Left Behind Act 
(NCLBA) includes a provision, accompanied by an annual allocation 
of $100,000,000 for each of five years, that permits parents to leave a 
“low-performing public school” and exercise their choice of alternative 
educational services for their children ?O Regardless, parent-paid in- 
struction may also increase due to the continuing ineffectiveness of 
school district remedial instruction, and growth in the number of stu- 
dents needing remedial instruction and the number of parents able and 
willing to pay for it. 

This conclusion receives some support from the fact that students in 
many advanced nations appear to devote more time than U.S. students 
to out-of-school instruction, and that remediation, not enhancement, is 
the dominant motive. A study based on 1994-95 data showed that U.S. 
students ranked twentieth out of 41 countries in the extent of out-of- 
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school instruction in eighth-grade mathematics. Some countries in 
which eighth-grade students were more proficient in mathematics than 
U.S. eighth graders showed more participation while a substantially 
equal number showed less participation in out-of-school instruction?' 

Learning company expansion to include enrichment as well as re- 
mediation is also under way, Huntington Learning Centers and Sylvan, 
along with Kaplan Learning Centers, the leaders in this market niche, 
offer instruction to help students achieve higher scores on the Scholas- 
tic Assessment Test. Physics, chemistry, biology, and foreign languages 
are examples of subjects routinely offered in schools that are also of- 
fered by learning centers. Potentially, the enrichment market may be 
much larger than the parent-paid remediation market. 

Of course, there have always been families who paid for tutoring in 
subjects taught in the public schools. Such instruction was normally 
provided by individuals, who might or might not be full-time teachers 
of the subject. In contrast, the learning companies involve entrepre- 
neurs, equity financing, franchising, substantial research and develop- 
ment, national advertising, and other characteristics of large companies 
providing consumer services. Obviously, much higher expenditure lev- 
els are required to support this approach to parent-paid instruction; 
however, the learning companies' advantages of scale frequently more 
than compensate for their higher entrepreneurial costs. 

It is impossible to estimate with confidence the amounts spent by 
parents for remedial instruction. There are too many companies offer- 
ing too many subjects at too many different prices at different facilities 
to come up with a defensible estimate. In relation to the total amount 
spent by public schools, parent-paid expenditures for education may be 
miniscule, but the tens of thousands of parents who are paying from 
their own resources for instruction in school subjects may have a dif- 
ferent view of the matter. 

SUMMER CAMPS AS EDUCATIONAL INSTITUTIONS 

Parent-paid summer camps are another important dimension of the 
private costs of elementary and secondary education. Because the 
camping industry has experienced substantial growth in recent years, 
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it is much larger than most people realize. In 1999, a highly diverse 
group of more than 8,500 camps was located in all regions of the coun- 
try. About 6,200 camps are operated by nonprofit groups and organi- 
zations, and 2,300, or 27 percent, by independent for-profit owners .22 

More than 500,000 adults work in these camps, with total employment 
about 900,000 F3 Almost 9 million children and adults attend summer 
camps. Many camps cater to adults, and many that cater to school-age 
children do not offer instruction in subjects in the school curriculum. 
The camps that do offer such instruction do not necessarily offer it as 
the primary feature of the camp. Nevertheless, many camps provide 
instruction that is intended to reinforce or supplement school instruc- 
tion. For example, almost half of the camps serve campers with phys- 
ical or mental disabilities. Many camps feature education in subjects 
like computer science that are not always included in regular school 
curricula. 

The direct cost of attending summer camps in 1998 varied from $15 
to $120 a day; to know the actual cost, it would be necessary to include 
the costs of transportation to and from camp, long-distance telephone 
charges, special clothing and equipment, and various other items 
deemed essential or desirable to profit from the camp experience. We 
have assumed conservatively that these costs are $100 per camper. 

The camp experience varies in duration, but let us assume that the 
average duration was 42 days and the average daily cost was $67.50, 
the midpoint between the high and the low daily costs reported by the 
American Camping Association. On this basis, the direct cost of the 
summer camps to campers would be 9,000,000 X $67.50 X 42 
($25,515,000,000), plus 9,000,000 X $100 ($900,000,000) for travel, 
for a total of $26.4 billion. 

All things considered, we estimate that about 10 to 20 percent of the 
expenditures for summer camps ($2.7 to $5.3 billion) are utilized to 
purchase instruction that duplicates or extends instruction or services 
received in public schools. A more precise estimate of the amounts 
spent for instruction on school subjects in summer camps would re- 
quire data that are not available, but summer camps clearly provide a 
significant amount of instruction in regular school subjects. 

Parenthetically, several other aspects of summer camps deserve 
more attention from educational policymakers. To teach a subject in 
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public schools, teachers must be certified by the state as having ade- 
quate training to serve as a classroom teacher. In contrast, teachers need 
not be certified to teach the same subject to the same pupils in a sum- 
mer camp. In fact, the instructors in summer camps are often college 
students years away from earning a bachelor’s degree or a teaching cer- 
tificate. Another significant feature of summer camps is their range of 
specialization, which often covers subjects that are not available in 
public schools. In view of the wide range of subjects offered by sum- 
mer camps, it appears that there is a substantial latent demand for spe- 
cialized schools unlike any that exist today. 

CORPORATE CONTRACTS 

Financial disclosure of school district revenues and expenditures is re- 
quired on the Census Bureau’s Annual Survey of Local Government Fi- 
nances. The survey requires disclosures of “Other Sales and Service 
Revenue ,” which presumably include school district revenues from 
contracts with soft-drink vendors and advertisers. However, these con- 
tracts may be crafted in such a way that school districts are not required 
to report the revenues. 

Perhaps the best known example of private funding of public educa- 
tion is Channel One, a television program. Launched in 1989, Channel 
One received access to students for a twelve-minute news and advertis- 
ing television program in exchange for installation and loan of a free 
satellite dish, internal wiring at the school, two videocassette recorders, 
and a 19-inch television set for each classroom. In 2000,12,000 schools, 
or about 38 percent of all middle and high schools in the United States, 
were connected to the Channel One system. The Channel One contract 
requires that schools show the ten-minute programming and two minutes 
of commercials, on 90 percent of all school days in 80 percent of all 
~lassrooms?~ The market value of the products and services that are con- 
tributed by Channel One varies with the number of schools and class- 
rooms to be served, but it is significant collectively and individually. 

Contracts for exclusive advertising and/or vending machine deals 
with soft-drink companies are often very lucrative sources of income 
for schools, especially if the district is represented by an experienced 
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negotiator who is familiar with the value of such a contract. In 1993, 
the Texas Grapevine-Colleyville School District, an affluent commu- 
nity in the Dallas-Ft. Worth area, became the first school system in the 
nation to allow advertising and an exclusive vending machine deal. In 
exchange for an advertisement in the gymnasium, Schroeder Ortho- 
dontics paid Grapevine $10,000 a year. And to generate more revenue, 
the school negotiated a contract that allowed Dr Pepper to become the 
exclusive soft drink for the Grapevine-Colleyville school system. Part 
of the deal included permission to have the Dr Pepper logo installed on 
the roofs of Canon Elementary School and Grapeville Middle School 
so that airplane passengers could see the roof advertisements. Of 
course, not all schools have the same opportunities to negotiate lucra- 
tive ~ontracts.2~ 

The trend toward exclusive arrangements often applies to extracunic- 
ular events as well as regular school operations?6 In 1997, a St. Charles 
(Illinois) soft-drink distributor gave the Naperville Central High School 
$9,000 to buy athletic equipment in exchange for the right to sell Coca- 
Cola products exclusively at its sports events for five years. Coca-Cola 
Enterprises, Inc., has been a leader in marketing so-called pouring rights 
contracts, but Pepsi and other bottling companies also try to convince 
schools and school districts to put vending machines in hallways and 
cafeterias in exchange for a share of the profits. Schools receive a larger 
share of the profits if they agree to an exclusive arrangement with a sin- 
gle company. The winner-take-all exclusive contract is the creation of the 
soft-drink companies; for example, “a beverage contract in one district 
has the potential to generate up to $1.5 million per year to help fund proj- 
ects and activitie~.”~~ As of March 2001, some 240 schools in 31 states 
had such exclusive contracts?* However, conflicts can arise when a €“TO 
or PTA contracts with a different soft-drink company to provide its prod- 
ucts at organization-sponsored events in the sch~o l s?~  

Company demands have increased over the years. For example, in 
1998, when product sales dropped in the Colorado Springs District, a 
district administrator sent out a list of ways that principals and teachers 
could increase soft-drink and juice sales ?O Under the exclusive $1 1.1 
million contract arrangement, if students bought 70,000 cases of Coca- 
Cola products per school, the district would receive revenue equal to 
$32.59 per student. If sales were less, the district’s share would decline 



PARENTAL SUPPORT FOR PUBLIC EDUCATION 95 

proportionately. The elementary schools also have contracts with Coca- 
Cola that stipulate they must sell a certain number of “juice” products, 
such as Minute Maid beverages and Fruitopia (which contains only 5 
percent real juice);31 however, many school districts that have been so- 
licited to participate in such programs have declined to do so. For ex- 
ample, school officials in Philadelphia rejected exclusive vendor con- 
tracts, even though an exclusive soft-drink contract would have 
provided the district an estimated $43 million over 10 years?* 

Not surprisingly, corporate and product logos appear on vending ma- 
chines, product displays, message boards, and scoreboards. Frequently, 
these product advertisements are displayed in exchange for free equip- 
ment, such as football uniforms or musical instruments. Some schools 
are the beneficiaries of $3-a-year leased cars for their driver education 
program; the schools are required to return the cars after 3,000 miles?3 

According to the U.S, Government Accounting Office, “no central 
data source tracks the value of corporate contributions to precollege ed- 
~ c a t i o n . ” ~ ~  Even so, in its analysis of soft-drink agreements with six 
high schools in its study, the revenue or in-kind benefits ranged from 
$3 per student in Cibola High School in Albuquerque to $30 per stu- 
dent at the Ottawa Hills High School in Grand Rapids, Michigan. As 
previously noted, however, the corporate contributions are frequently 
not included in the NCES statistics on the per-pupil costs of education. 

UNCOMPENSATED OVERTIME AND SUPPLIES 

The amounts paid for services by teachers, administrators, bus drivers, 
secretaries, cafeteria workers, and other school district employees are 
included in the cost of public education. However, employee services 
are not always compensated; hence they are economic costs that are not 
included in the government costs. They are economic costs despite the 
fact that they are voluntary and not paid for by school districts; the 
school district employees absorb the costs. 

We can only speculate about the extent of uncompensated teacher 
time. The teacher unions sometimes distribute questionnaires asking 
teachers to indicate the hours devoted to students or school affairs that 
are outside the regular school day. The time outside the school day is 
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not necessarily voluntary, uncompensated time per se; for example, 
football coaches are paid for workouts and games held after school is 
dismissed for most teachers. It is very possible if not likely, however, 
that teachers’ estimates of their uncompensated time on a question- 
naire, with a strong incentive to overestimate the time, do so by a sub- 
stantial amount. This is especially the case when the data are generated 
by teacher unions that plan to cite the data in collective bargaining as a 
reason why teachers should be paid more or work fewer hours. Never- 
theless, studies by independent parties would not necessarily be more 
accurate. Knowing that they are being observed on the issue, some 
teachers are likely to work more or report more uncompensated work 
than they would otherwise. The same considerations apply to supplies 
purchased by teachers for classroom use. Some unions have conducted 
studies on the issue, but the dynamics of uncompensated extra work 
also apply to uncompensated teacher expenditures for pupil benefits. 

We have not made an estimate of either the value of donated time or the 
supplies; reliable, comprehensive data on these matters are not available. 
Nevertheless, the absence of data does not mean the absence of uncom- 
pensated time or purchases. Parenthetically, we do not take any position 
on whether teachers should be paid for either their uncompensated time or 
purchases for classroom use. Some employees in virtually every field do 
more than is required by their employer; it would be a sad day in educa- 
tion if this were not the case. The problem of quantification in education 
is exacerbated by the fact that teachers and administrators often disagree 
over how much time outside the regular school day, if any, can be required 
of teachers. The creeping school day is a legitimate teacher concern, but 
teachers should not simply stop helping students in the middle of a sen- 
tence at the end of the regular school day. 

School board time provides additional examples of work that is not 
compensated or not compensated adequately. In most school districts 
school board compensation bears little relationship to the responsibili- 
ties, but most school administrators like it this way; the feeling is that 
school board members would “meddle” more in administration if they 
were paid more. For decades, educational policymakers have been di- 
vided over the issue of school board member compensation. One school 
of thought is that there should be no financial remuneration for school 
board service, which should be regarded as a civic obligation of quali- 
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fied citizens. The contrary view is that low or no compensation limits 
the pool of citizens who can assume school board responsibilities, 
whereas the need is for a more inclusive standard. A third school of 
thought that is receiving considerable attention in large cities is to elim- 
inate school boards altogether. New York City did not abolish its school 
board in 2002, but the legislature transferred its important responsibili- 
ties to the mayor and a school board dominated by mayoral appointees. 

IMPACT OFTHE GASB STATEMENT NO. 14 

The GASB Statement No. 39 might also have a major impact on school 
district financial statements. The gist of Statement No. 39, an amend- 
ment to the GASB Statement No. 14, is that school districts must in- 
clude in their financial statements the assistance and resources of 
“component organizations .” The GASB definition of component or- 
ganizations and the rationale for their inclusion in school district finan- 
cial statements are as follows: 

Certain organizations warrant inclusion as part of the financial reporting 
entity because of the nature and significance of their relationship with the 
primary government, including their ongoing financial support of the pri- 
mary government or its other component units. A legally separate, tax- 
exempt organization should be reported as a component unit of a report- 
ing entity if all of the following criteria are met: 

1. The economic resources received or held by the separate organiza- 
tion are entirely or almost entirely for the direct benefit of the pri- 
mary government, its component units, or its constituents. 

2. The primary government, or its component units, is entitled to, or 
has the ability to otherwise access a majority of the economic re- 
sources received or held by the separate organization. 

3. The economic resources received or held by an individual organi- 
zation that the specific primary government, or its component 
units, is entitled to, or has the ability to otherwise access, are sig- 
nificant to that primary g0vernment.3~ 

It should be obvious that the impact of GASB Statement No. 39 will de- 
pend in large part on how it is interpreted and applied. For instance, will 
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the following entities be regarded as “component organizations”: Inde- 
pendent parendteacher organizations (PTOs), affiliates of the National 
PTA, booster clubs, school district foundations, local affiliates of the 
Public Education Network? These issues are discussed in the following 
chapter, but it can be noted here that the National PTA’s legal position is 
that PTAs should not be regarded as component organizations. Instead, 
the PTA regards itself as a child welfare organization, despite the fact 
that most its local affiliates are named after schools. Needless to say, 
many parents and teacher PTA members will be surprised to learn that 
providing assistance to students in their schools is not the primary pur- 
pose of their FTA. This is much less likely to be a problem with par- 
endteacher organizations not affiliated with the National PTA?6 

SUMMARY 

This chapter emphasizes the distinction between economic costs (all the 
resources utilized to achieve an object) and government costs. The vol- 
untary contributions (cash, time, supplies) from parents are just a few of 
the economic costs that are not included in estimating the government 
per-pupil costs. Even in the absence of extensive research, anecdotal ev- 
idence indicates that such uncounted parental costs render equality of 
educational opportunity an unattainable ideal unless government re- 
stricts parental support for the education of their children in public 
schools. This course of action is and, in our opinion, should be politi- 
cally impossible. Limits on private contributions to public education do 
not help poor children; they do not learn less because others learn more. 
It hardly makes sense to allow unlimited purchase of liquor and tobacco 
products while restricting private spending for more education?’ 

The inequities brought about by voluntary contributions for the bene- 
fit of some students and some schools are likely to exacerbate the con- 
troversies over implementation of GASB Statements Nos. 34 and 14. 
These statements require full disclosure of the private contributions that 
were not reported under the requirements in place in 200 1. As previously 
noted, the requirements will be phased in over three years, so that by 
2004, all school districts will be expected to comply with GASB’s new 
reporting requirements. Until then, state legislators, parents, and taxpay- 
ers will not know how much voluntary contributions and contractual pay- 
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ments increase the per-pupil cost in their school and/or school district. 
And, unfortunately, the cash accounting procedures in seven states allow 
noncompliance with GASB standards, thus rendering it likely that the 
problems of inadequate reporting will be with us for many years to come. 
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CHAPTER 6 

Foundation Support for Public Education 

In chapter 1, “cost” was defined as a “resource sacrificed or foregone 
to achieve a specific objective.” This definition is not limited to gov- 
ernment costs; it is all-inclusive. Here, we focus on foundation contri- 
butions to K-12 education. These data are essential if our objective is 
to understand the resources utilized for K-12 education. 

Ostensibly, referring to voluntary contributions as “costs” seems to 
be a contradiction; if someone gives you a ticket to a football game, 
your natural reaction is that your ticket to the game was “free.” And so 
it was to you, but the cost of the ticket to the donor was a resource that 
was essential to the objective, that is, watching the game. This is why 
contributions to education are economic costs; they are resources “sac- 
rificed or foregone to achieve a specific objective.” Who absorbs the 
cost of the resources is a different issue. 

An example may help to clarify the rationale for including founda- 
tion contributions to public education. The arts in the United States are 
supported mainly by private contributions and purchases, but govern- 
ment support is also a factor. If we wish to know whether there is ad- 
equate support for the arts, we must take into account both the private 
and the government contributions. The same principle applies to pub- 
lic education; to assess the adequacy of support, we must include the 
support from both sectors. In this context, the issue is the amount of 
resources devoted to public elementary and secondary levels of in- 
struction, not the amounts spent by government or spent at govern- 
ment sites. 
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FOUNDATIONS: AN OVERVIEW 

As used here, “foundations” are nonprofit, tax-exempt organizations op- 
erating under Internal Revenue Service (IRS) regulation 501 (c)(3). 
Foundations must be devoted to charitable purposes, such as improving 
education or health care. According to the Foundation Center, the na- 
tion’s leading database on philanthropy, there were more than 56,600 ac- 
tive foundations in the United States in 2002, an increase of more than 
6,000 over the number in 2001 . I  In view of the number of foundations, 
the variations in their charitable objectives, and the differences in their 
terminology and ways of categorizing their objectives, it is impossible 
to provide a precise estimate of their support for elementary and sec- 
ondary education. Nevertheless, there are data that provide useful clues 
to foundation funding for elementary and secondary education. 

Based upon a national sample of foundation grants of $10,000 or 
more, the Foundation Center reported that foundations made 22,063 
grants to “education” in 1999.2 These grants totaled $2.8 billion and 
constituted more than 24.4 percent of the value of all foundation grants 
during that year. Of this $2.8 billion, 15 percent was designated for 
higher education, 6 percent for elementary and secondary education, 
and 3.4 percent for assistance that might or might not have gone to 
both? Assuming that the 3.4 percent was divided equally between pre- 
college and higher education, foundations provided $467,600,000, or 
16.7 percent, to higher education, and $215,600,000, or 7.7 percent, to 
elementary and secondary education? These estimates do not include 
grants under $10,000, grants to individuals, and nondiscretionary 
grants of community foundations. They also do not include nongrant 
projects funded directly by the foundations, instead of through grants 
to other organizations. 

Public schools are the beneficiaries of contributions and support 
from five kinds of foundations: 

Philanthropic foundations are grant-making organizations active 
in one or more fields without any inherent geographical restriction. 
Several of the largest are active worldwide in several different 
fields, such as education, health care, nutrition, civil rights, and the 
environment. 
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Corporate foundations are 50 1 (c)(3) philanthropic organizations 
established and controlled by the founding corporations. Corporate 
foundations are often limited by choice to geographical areas 
served by the company, fields like safety in which the company 
has a strong interest, or the welfare of company employees. For 
example, corporate foundations often provide scholarships to the 
children of company employees. 
Community foundations are local foundations devoted to a variety 
of charitable endeavors; however, “local” may be a region, a state, 
or even a larger area. 
School district foundations are foundations organized and con- 
trolled by the school districts they serve. They are very similar to 
the foundations established and controlled by institutions of higher 
education. 
Local education foundations (LEFs) are foundations devoted to 
education but are not controlled by any school district. LEFs so- 
licit funds from government grants, businesses, and individuals 
and in turn spend the funds on public education. 

There is an important distinction between “public” and “private” foun- 
dations. To be a public foundation, at least 33 percent of the income 
must come from the public in the form of memberships, fees, and sales 
of foundation services. Private foundations are also 50 l(c)(3) organiza- 
tions, but less than 33 percent of their income comes from public sup- 
port. However, private foundations must spend approximately 5 percent 
of their revenues every year, or they will be subject to penalties by the 
IRS. The public purpose of the requirement is to avoid larger and larger 
accumulations of wealth that are not subject to either market discipline 
or political accountability. 

PHILANTHROPIC FOUNDATIONS 

Although all foundations are “philanthropic” in the sense of being non- 
profit organizations formally dedicated to charitable causes, the term 
“philanthropic foundations” is generally applied to grant-making foun- 
dations that are not formally affiliated with any other organization. In 
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2001, 56,600 philanthropic foundations (89.3 percent of all founda- 
tions) gave grants of approximately $29 billion to a variety of causes, 
programs, and institutions? The assets of the five largest foundations 
ranged from $21 .I billion (Bill and Melinda Gates Foundation) to $9.7 
billion (David and Lucile Packard Foundation) $ 

Table 6.1 shows the grants for elementary and secondary education 
made by the 50 largest U.S. foundations in 2000. Most are philan- 
thropic foundations, but absent a study of their governance structures, 
we cannot provide a precise breakdown on this issue. 

Table 6.1. Top 50 U.S. Foundations Awarding Grants for Elementary and 
Secondary Education, circa 2000 

Dollar No. of 
Foundation Name State Amount Grants 

1. Bill & Melinda Gates Foundation 
2. The Annenberg Foundation 
3. Walton Family Foundation, Inc. 
4. J. A. & Kathryn Albertson Foundation, Inc. 
5. The Ford Foundation 
6. Wallace-Reader's Digest Funds 
7. Lilly Endowment Inc. 
8. The Joyce Foundation 
9. Ross Family Charitable Foundation 
10. The Brown Foundation, Inc. 
11. Carnegie Corporation of New York 
12. The William and Flora Hewlett Foundation 
13. The Skillman Foundation 
14. Bank of America Foundation, Inc. 
15. W. K. Kellogg Foundation 
16. The Freeman Foundation 
17. The Spencer Foundation 
18. Peninsula Community Foundation 
19. The Starr Foundation 
20. The Pew Charitable Trusts 
21. Robert R. McCormick Tribune Foundation 
22. The Edna McConnell Clark Foundation 
23. The James lrvine Foundation 
24. John D. and Catherine T. MacArthur Fdn. 
25. Oberkotter Foundation 
26. The Rockefeller Foundation 
27. Marin Community Foundation 
28. Stuart Foundation 
29. The Ahmanson Foundation 
30. The David and Lucile Packard Foundation 
31. Connelly Foundation 
32. The Milken Family Foundation 
33. John S. and James L. Knight Foundation 

WA 
PA 
AR 
ID 
NY 
NY 
IN 
IL 
NY 
TX 
NY 
CA 
MI 
NC 
MI 
NY 
IL 
CA 
NY 
PA 
IL 
NY 
CA 
IL 
PA 
NY 
CA 
CA 
CA 
CA 
PA 
CA 
FL 

$276,172,311 
87,739,513 
47,717,901 
31,807,323 
25,411,527 
24,669,000 
21,675,335 
16,478,176 
15,776,306 
14,495,641 
13,982,500 
12,957,000 
12,541,625 
11,628,650 
10,734,025 
10,252,882 
10,100,268 
10,028,259 
8,974,800 
8,546,000 
8,484,262 
8,324,300 
8,232,500 
8,147,000 
7,993,605 
7,822,377 
7,737,074 
7,193,692 
7,186,000 
6,942,255 
6,750,131 
6,491,955 
6,462,000 

96 
64 

173 
62 
19 
12 
43 
2 
49 
52 
29 
18 
103 
43 
51 
109 
186 
83 
23 
100 
26 
16 
34 
21 
17 
38 
29 
85 
69 
68 
14 
28 

1 oa 

(Continued) 
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34. Charles Stewart Molt Foundation 
35. The Abell Foundation, Inc. 
36. The San Diego Foundation 
37. Open Society Institute 
38. The San Francisco Foundation 
39. The Annie E. Casey Foundation 
40. The Greater Kansas City Community 

Foundation and Affiliated Trusts 
41. Citigroup Foundation 
42. Cisco Systems Foundation 
43. Boston Foundation, Inc. 
44. The Michael R. Bloomberg Family 

45. The Lynde and Harry Bradley Fdn., Inc. 
46. Houston Endowment Inc. 
47. The Prudential Foundation 
48. 2. Smith Reynolds Foundation, Inc. 
49. The Rhode Island Foundation 
50. Howard Heinz Endowment 
Total 

Foundation Trust 

MI 
MD 
CA 
NY 
CA 
MD 
MO 

NY 
CA 
MA 
NY 

WI 
TX 
NJ 
NC 
RI 
PA 

6,336,667 
6,257,509 
6,077,737 
5,766,723 
5,546,190 
5,442,640 
5,422,268 

5,398,250 
5,323,570 
5,318,752 
5,250,000 

5,249,510 
5,135,000 
5,122,000 
5,079,110 
5,065,894 
5,045,000 

$862,293,013 

35 
36 
25 
24 
80 
48 
64 

115 
17 
90 
2 

44 
18 
13 
41 
40 
28 

2,590 

Note: This table is based on grants of $10,000 or more awarded by a national sample of 1,015 larger 
U.S. foundations (including 800 of the 1,OOO largest ranked by total giving). For community founda- 
tions, only discretionary grants are included. Grants to individuals are not included in the file. The 
search set includes all grants to recipient organizations classified in this topic area and grants to 
other recipient types for activities classified in this topic area. Grants may therefore be included in 
more than one topic table; e.g., a grant to a university for its arts program is included in Education, 
Higher Education, and Arts. 

Source: The Foundation Center (copyright 2002). 

As a matter of interest, the Carnegie Foundation (1905) and the Ford 
Foundation (1956) have had a significant impact on precollege educa- 
tion ever since they were founded. This is especially true of the 
Carnegie Foundation, which was partly responsible in 1905 for estab- 
lishing the “Carnegie unit,” a measure of time in class that is still 
widely used in the college admissions process. From 1985 to 2000, the 
Carnegie Foundation was the major source of funding for the National 
Board for Professional Teaching Standards (NBPTS), a national system 
for certifying teachers who are presumed to exercise a superior level of 
skill and knowledge in their teaching field? 

In March 2000, Microsoft Chairman Bill Gates and his wife an- 
nounced a $350 million gift over three years to finance a variety of ed- 
ucational initiatives in 30 school districts nationwide? The goals of the 
grants include leadership training and technological instruction for su- 
perintendents, principals, and teachers. These sizable contributions to 
public schools followed $500 million committed to public schools by 
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the Annenberg Foundation, and more than $400 million for training su- 
perintendents, principals, and teacher union leaders in urban school 
systems committed since 1999 by the Eli Broad Foundation? 

Many foundations do not publish the grants they have made, and 
even when they do, categorizing them can be problematic. For exam- 
ple, the philanthropic foundations have given very substantial amounts 
for “civil rights” projects that are education-based or education-related, 
such as grants to challenge the use of tests that are deemed to discrim- 
inate against minorities. In 1999, the top 50 philanthropic foundations 
gave over $266 million for “civil rights and social action” projects and 
programs, of which $85,694,544 came from the Ford Foundation in 
306 grants.I0 Because of their relationship to education, a significant 
share of these grants could also be categorized as grants for elementary 
and secondary education. The leading recipients of foundation largesse 
are shown in table 6.2. 

Table 6.2. Top 50 Recipients of Foundation Grants for Elementary and 
Secondary Education, circa 2000 

Recipient Organization 
Dollar No. of 

State Amount Grants 

1. 

2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 

10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 

Northwest Educational Service 
District No. 189 
Children’s Scholarship Fund 
Alliance for Education 
Greater Philadelphia First Foundation 
Coalition of Essential Schools, Bay Area 
Spokane School District No. 81 
Ross School 
Chicago Annenberg Challenge 
Institute of Computer Technology 
New Visions for Public Schools 
Council of Chief State School Officers 
Bay Area School Reform Collaborative 
Rural School and Community Trust 
United Way of America 
Evergreen School District 
School Futures Research Foundation 
Communities in Schools 
University of Minnesota Foundation 
Idaho State Board of Education 
University of Washington Foundation 
Harvard University 
Texas Leadership Center 

WA 

NY 
WA 
PA 
CA 
WA 
NY 
IL 
CA 
NY 
DC 
CA 
DC 
VA 
WA 
CA 
VA 
MN 
ID 
WA 
MA 
Tx 

$45,012,830 1 

28,865,000 24 
27,701,000 20 
25,300,000 1 
18,853,964 9 
15,860,000 1 
15,751,306 1 
15,400,000 4 
14,500,000 2 
13,724,974 19 
10,442,500 12 
10,315,000 6 
9,775,000 4 
9,000,000 1 
8,959,808 1 
8,433,920 1 
8,411,141 19 
8,235,790 4 
8.1 86,798 13 
8,032,581 6 
7,537,127 14 
7,220,200 4 

(Continued) 
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23. University of Chicago 
24. Kennewick School District 
25. Academy for Educational Development 
26. National Council of La Raza 
27. Central Indiana Educational Service Center 
28. High Tech High 
29. Houston Annenberg Challenge 
30. Public Education Network (PEN) 
31. Project GRAD 
32. Stanford University 
33. Milken Community High School 

34. Florida Department of Education 
35. Spence School 
36. Foundation for Educational Administration 
37. Center for Collaborative Education-Metro 

38. Big Picture Company 
39. Developmental Studies Center 
40. Switzerland County School Corporation 
41. Warren County Metropolitan School District 
42. Alaska Council of School Administrators 
43. New Technology Foundation 
44. Kinkaid School 
45. Boston Plan for Excellence in the Public 

Schools Foundation 
46. Schools of the 21st Century Corporation 
47. EdVisions 
48. Community Studies 
49. Bellingham School District No. 501 
50. Washington Department of Public Instruction 
Total 

of Stephen Wise Temple 

Boston 

IL 
WA 
DC 
DC 
IN 
CA 
Tx 
DC 
TX 
CA 
CA 

FL 
NY 
NJ 
MA 

RI 
CA 
IN 
IN 
AK 
CA 
TX 
MA 

MI 
MN 
NY 
WA 
WA 

7,182,430 
7,030,400 
6,922,734 
6,752,627 
6,615,000 
6,395,373 
6,149,990 
5,897,648 
5,895,000 
5,664,148 
5,513,880 

5,499,727 
5,380,000 
5,100,000 
5,064,021 

5,051,000 
5,049,540 
5,000,000 
5,000,000 
4,974,112 
4,934,800 
4,045,644 
4,790,926 

4,550,000 
4,430,000 
4,405,220 
4,326,400 
4.284.458 
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14 
1 
2 
1 
1 
1 
6 
12 
11 
5 
1 

1 
7 
1 
3 

6 
8 
1 
1 
1 
1 
12 
14 

3 
1 
3 
1 
3 

$478,224.01 7 289 

Notes: Elementary and secondary education grants are also included. This table is based on 
grants of $10,000 or more awarded by a national sample of 1.015 larger US. foundations (in- 
cluding 800 of the 1,000 largest ranked by total giving). For community foundations, only dis- 
cretionary grants are included. Grants to individuals are not included in the file. The search set 
includes all grants to recipient organizations classified in this topic area and grants to other re- 
cipient types for activities classified in this topic area. Grants may therefore be included in more 
than one topic table; e.g., a grant to a university for its arts program is included in Education, 
Higher Education, and Arts. 

Source: The Foundation Center (copyright 2002). 

About 4 of the 50 recipients in table 6.2 are private schools; an- 
other 36 are public schools, or public school districts, or pass- 
throughs for public schools; and about 10 appear to be oriented to- 
ward both public and private schools or are uncertain. These figures 
constitute a major change from the previous year, when 20 of the 50 
largest recipients were private schools and 20 were public schools or 
public school districts. 
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CORPORATE FOUNDATIONS 

In 2000, 2,018 corporate foundations were 3.5 percent of all active 
foundations.” Their assets of $15.9 billion were 3.2 percent of all foun- 
dation assets, and their $3.1 billion giving was 10.8 percent of all foun- 
dation giving.’* In addition, there was a tremendous outpouring of sup- 
port by corporations and corporate foundations in response to the 
terrorist attacks on the United States on September 11 ,  2001. Higher 
corporate contributions undoubtedly resulted from the robust economic 
growth in late 1999 that began to decline in 2000. Nevertheless, corpo- 
rate cash contributions to precollegiate education have been increasing 
since the publication of A Nation at Risk in 1983. 

In addition to the contributions by corporate foundations, many cor- 
porations make charitable contributions directly from pretax corporation 
funds, resulting in even larger overall contributions. The American As- 
sociation of Fundraising Counsel (AAFRC) estimated that Americans 
(individuals, bequests, corporations, and foundations) donated $2 12 bil- 
lion to charity in 2001 .I3  During the previous year, more than $28 billion 
went to education, although the AAFRC report did not estimate the total 
for pre-college education; however, several other news items indicated 
that pre-college institutions received a significant amount of the total: 

$18 million from Price Charities (Costco stores) for a teaching and 
learning laboratory at three San Diego inner-city schools.14 
In May 2000, the Toyota USA Foundation announced its approval 
of grants totaling $790,000 to fund seven education programs de- 
signed to improve the teaching of K-12 mathematics and science 
throughout the United States.15 
In 1998, the Albertson Foundation in Boise, Idaho, pledged $110 
million in grants to Idaho’s 626 public schools-about $176,000 
for every one of the state’s public schools, or about $22 for each of 
the 481,176 students in Utah.16 
The Gateway Foundation is administering grant applications for 
its online computer training for 75,000 teachers over the next five 
years. The goal of its “Teach America” grant program is “to show 
the nation’s K-12 teachers how to make more effective use of 
technology in the cla~sroom.”~~ 
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Approximately 100,000 teachers in the United States (300,000 
more worldwide) were the beneficiaries of training programs 
sponsored by Intel Corporation, which donated $100 million, and 
Microsoft Corporation, which donated 400,000 copies of software 
(estimated retail value of $344 million).’s 

We have not tried to estimate the value of the corporate services that 
are contributed to public education, but it is obviously significant in 
some cases. Since 1994, the International Business Machines Corpora- 
tion (IBM) has invested $70 million for “improving children’s aca- 
demic performance and upgrading teacher training, providing new 
ways to use technology to link schools and homes, and developing 
more effective professional and classroom tools for  teacher^."'^ In ad- 
dition to grants, IBM reported, “On any given day, there are 30 or 40 
people in the IBM research lab working on solving problems in Rein- 
venting Education projects,” such as rewriting “Learning Village,” an 
IBM software tool used by schools in IBM’s Reinventing Education 
programF0 Due to the absence of data, however, it is impossible to 
quantify the value of its contributed services as distinguished from its 
investment in entrepreneurial activities. 

Although corporate foundations are also 50 1 (c)( 3) organizations that 
are frequently active in precollege education, their grants tend to be 
noncontroversial. The parent corporations want to foster favorable atti- 
tudes toward the corporation and/or its products or services. Promoting 
educational reforms that antagonize a sizable number of potential cus- 
tomers has a negative effect on this objective. Furthermore, many cor- 
porate foundations are limited to geographical areas in which the foun- 
dations conduct business, or to a limited group of beneficiaries, such as 
corporate employees. 

COMMUNITY FOUNDATIONS 

Community foundations typically support activities in more than one 
field. They are an especially useful funding mechanism for corpora- 
tions that wish to support philanthropic projects, but do not want to es- 
tablish their own corporate foundation for doing so. Like public school 
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foundations, community foundations support projects that serve spe- 
cific communities, but “communities” may include regions or even en- 
tire states. Unlike the practice in school district foundations, boards of 
directors of community foundations are recruited from civic and busi- 
ness leaders in the areas served by the foundations and are independent 
of the school districts they serve. 

The Foundation Center reported that 560 community foundations, 
with assets of $30.4 billion, distributed $2.2 billion to recipients in 
1999.2l We have not tried to estimate community foundation contribu- 
tions to public education; the difficulty of ascertaining their contribu- 
tions to public education rendered the effort impractical. The overall 
amount is probably not very large in the total picture, but it is un- 
doubtedly very important in some of the recipient districts. 

SCHOOL DISTRICT FOUNDATIONS 

School district foundations are growing in importance as a significant 
source of school district revenue; the number of school district founda- 
tions is increasing rapidly, as are the amounts they raise for public 

These amounts cannot be evaluated solely on the basis of their 
magnitude. Because the foundations have more discretionary funds than 
the schools they support, the foundations are able to utilize their funds 
in ways that are not available to the recipient school districts. 

School district educational foundations, in which some control is ex- 
ercised by the school district, are not easily distinguished from local ed- 
ucation foundations (LEFs). LEFs provide community support to local 
schools and school districts. Nevertheless, LEFs are not necessarily af- 
filiated with a school district. Some studies refer to school district foun- 
dations and local education foundations simply as school foundations. 
A 1998 study estimated that there were more than 2,000 LEFs nation- 
wide, but the number is undoubtedly much higher in 2003?3 

Two events triggered the growth of public school foundations in Cali- 
fornia, where they are widely utilized. First, in 1971, in Serruno vs. 
Priest, the California Supreme Court directed the state legislature to es- 
tablish and implement a school finance system that would ensure that all 
public school expenditures per pupil were within $100 of the state- 
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determined average base revenue limit. The base revenue limit is the 
amount of general-purpose revenue each school district receives from 
state funds and local property taxes. Base revenue limits are established 
legislatively every year and most are funded through a combination of 
state funds and local property taxes?4 The second event was the 1983 
passage of Proposition 13, an initiative that set school district property 
taxes according to a state formula. With the state formula in place, the 
state provided the additional revenue necessary to bring the district to its 
revenue limit for the basic per-pupil state aid. Statewide, each school dis- 
trict’s revenue was increased by the same dollar amount per ~upi l .2~  The 
result was that affluent school districts could not generate much more tax 
revenue per pupil than poor districts; however, to take advantage of their 
greater wealth, the affluent districts often established foundations to pro- 
vide a tax-deductible way to contribute resources to the districtsF6 As of- 
ten happens, many affluent California school boards opposed the idea of 
achieving funding equality by leveling down what they could spend on 
their schools. Of particular concern was the distribution of categorical aid 
for meeting the special needs of some schools and districts. Only non- 
categorical aid is included in the state revenue limit?7 

By 1987, California had 122 active public school foundations, a con- 
siderable increase from the 40 school foundations that existed in 
1981-82?* A study of 113 local education foundations in California 
concluded that in 1987-88 “most foundations successful in the 
amounts raised per pupil in average daily attendance are located in 
small, affluent communities and support elementary [school] dis- 
t r ic t~.’’~~ Of the 113 foundations sampled in that study, one foundation 
raised enough to increase the cost per pupil in average daily attendance 
($5,266 in 1987) by $544, another $503, and still another raised $407 
over the government-allocated cost per pupil. All but 13 foundations 
contributed less than $100 to the per-pupil cost in average daily atten- 
dance ?O 

In 1992,323 California school district education foundations had net 
revenues of more than $29 million during the 1992 tax year?’ When 
added to the net revenue contributed from other school-based fundraising 
organizations, discussed later in this chapter, a total of $97 million was 
contributed to California public schools, an average per-pupil contribu- 
tion of approximately $19 for each of California’s 5.1 million students in 
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public schools in 1992?2 When the $97 million is attributed only to the 
schools for which the funds were raised, the amount raised per elemen- 
tary student was $98, and $48 for junior and senior high ~tudents.3~ 

Of the 1,001 school districts in California in 2001, 500 had at least 
one educational foundation; cumulatively, these foundations raised 
more than $55 million statewide to help finance public educati0n.3~ The 
richest school district foundation in Los Angeles County raised the 
equivalent of almost $400 per student districtwide; meanwhile many 
other school districts in the county did not even have a school district 
foundation. Although the Los Angeles Unified School District 
(LAUSD) tries to limit spending differences between its schools to no 
more than $200 per student, funding inequalities have continued in that 
district and elsewhere in Los Angeles County and the state. In Pasadena, 
a nonprofit group raised more than $1 million and helped win grants that 
generated $6 million more for Pasadena’s public schools in 2000. Other 
foundations in the county raised $153 per student in Beverly Hills, $145 
in Manhattan Beach, and $15 in Culver 

Because California was the first state to experience widespread es- 
tablishment of school district foundations, and leads the nation in the 
number of school district foundations, the data from California may 
presage developments elsewhere on the subject. One striking fact about 
California school district foundations is that they appear to raise more 
revenue for schools than other types of nonprofit organizations. In 1992 
California LEFs raised $28.9 million, PTAs $27.7 million, and booster 
clubs $19.3 million ?6 

Michigan, as well as other states and the federal government, has 
adopted a school-aid formula that favors school districts with large 
concentrations of children from low-income families .37 At the same 
time, however, school districts in Michigan that have established 
foundations also tend to be better funded than nonfoundation dis- 
tricts; at least, that was one of the conclusions reached in a 1999 
study of 153 school district foundations in Michigan.38 In Michigan, 
“local education foundations were generally found in mostly white 
suburban and rural school districts . . . and averaged a mere $17,024 
in 1994-95 among districts responding to the survey.”39 Wayne State 
University professor Michael F. Addonizio, who conducted the sur- 
vey, speculates that “the rise of local educational foundations in rel- 
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atively high-expenditure and high-income districts may offset, to 
some degree, the equity effects of the state’s school aid 

In contrast, there is already a “tremendous disparity in spending 
among districts” in New York.‘“ According to a study in 2001, the re- 
cent development of school district foundations - which supplement 
school revenues by $17 per pupil-“exacerbate, albeit to a very small 
degree, an already highly inequitable school finance system.”42 

The potential of public school foundations is evident from their de- 
velopment in higher education. Interestingly enough, several corporate 
philanthropic foundations are modifying their historic emphasis on 
higher education in favor of supporting education below the college 
level. For example, executives at the Estee Lauder Companies, Inc., 
donated $1 million to the Bronx High School of Science in New York 
City. In April 1998, the Brooklyn (New York) Technical High School 
announced its campaign to raise an endowment fund of $10 milli0n.4~ 
And in 2000, the historic Boston Latin School announced its fundrais- 
ing goal of $60 million, the most ambitious financial crusade of any 
public school in the nation.4 

The University Laboratory High School, a public high school affili- 
ated with the University of Illinois, raises almost half of its annual 
budget ($2,727,000 in 2001-02) from alumni and parents. State aid al- 
located on the same basis as for other public schools also accounts for 
almost half, and about $500,000 is from foundation grants. By August 
2001, the University High Foundation had raised $420,000 toward its 
endowment goal of $2 million. At the reunion of University High’s 
class of 1952, it announced gifts of $500,000, $250,000, and another 
commitment of $50,000, all from the class of 1952.“5 From its incep- 
tion, the University High Foundation had been assisted by the Univer- 
sity of Illinois Foundation, one of the leading public university foun- 
dations in the United States. 

Although the total number of school district foundations and their 
resources cannot be ascertained precisely, their growth is 
Guidestar is an online (http://www.guidestar.com) research organiza- 
tion that provides financial information on more than 700,000 
50 1 (c)(3) organizations. Using “school district foundation” as the key- 
word, Guidestar’s search engine turned up 163 responses; “school 
foundation” brought up 866 when accessed July 20, 2001. The vast 
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majority were public school district foundations. Obviously, these two 
searches did not exhaust all of the titles and not all public school foun- 
dations are registered with Guidestar. Furthermore, many of the or- 
ganizations that support public education are unincorporated and need 
not report to the Internal Revenue Service if their gross annual receipts 
are less than $25,000. Except in smaller school districts, the districts 
without foundations may soon be exceptions instead of the common 
practice. 

THE PUBLIC EDUCATION NETWORK (PEN) AND LOCAL 
EDUCATION FUNDS (LEFs) 

In contrast to school district foundations, the Public Education Net- 
work (PEN) and its affiliated Local Education Funds (LEFs) are edu- 
cation assistance and reform organizations that are not controlled by 
the school districts they serve. Although there were a few local educa- 
tion funds prior to the 1980s, the number of such funds and the amounts 
they have raised for public education have been increasing steadily. 
Since 1980, the Ford Foundation has provided most of the seed money 
needed to launch LEFs, and in 1987 it was instrumental in launching 
the Public Education Network (PEN). Referring to itself as the largest 
independent school reform organization, PEN strives to “create posi- 
tive, lasting change in public schools.”47 Essentially, PEN is a national 
organization comprised of local education foundations established to 
improve public education in their geographical areas. Although most 
LEFs serve only one school district, several serve multiple districts, 
and the West Virginia affiliate serves the entire state. Based in the Dis- 
trict of Columbia, PEN is governed by a 20-member board of directors, 
drawn largely from foundations, LEFs, and nonprofit organizations 
with a similar emphasis on public education. In 2002, PEN employed 
31 staff members to carry out its agenda. 

LEFs work with public school systems, especially urban school dis- 
tricts with a significant population of disadvantaged students. As of No- 
vember 2002, PEN reported that 77 LEFs were operating in 30 states and 
the District of Columbia, serving “more than 8.9 million children in 
12,600 schools in over 500 school districts in high poverty areas.”48 Many 
local education funds serve more than one school district; for example, 
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Denver’s Public Education and Business Coalition serves 57 schools in 
eight districtsP9 Funds are raised and spent locally for mini-grants for 
teachers, parent and citizen involvement, academic enhancements, tech- 
nology access, readindwriting improvement, student counseling, profes- 
sional development, technical assistance, and other programs deemed 
beneficial to schools andor entire school districts. Some LEFs even cre- 
ate community coalitions to support school bond campaigns. 

In the 1990s, PEN affiliates dramatically increased their fundraising 
for public school programs. Generally speaking, the larger the school 
district, the more likely it is to have a local education fund. In 1998, 
PEN reported that LEFs in its network serve “nearly 5 million children 
in more than 250 school  district^."^^ In 2001, the Ford Foundation, a 
longtime donor to foundations for public education, estimated that “[lo- 
cal education] funds have funneled more than a billion dollars” to 
nearly 300 school districts since the early 1980~:~ In 1999, LEFs 
served districts that enrolled approximately 11.4 percent of the 46.3 
million pupils then in U.S. public schools. About half of the students in 
PEN districts were eligible for free or reduced-price lunches, and more 
than 70 percent were children of color. 

LEFs sponsor or participate in a variety of programs (300 in 2001), 
most of which are “local partnerships.” The partnerships are between 
school districts and various community groups, national reform organ- 
izations, vendors to school districts, and other local entities interested 
in efforts to improve public education. PEN distributes most of its rev- 
enues to LEFs, but the LEFs raise most of their funds locally from their 
own efforts. Excluding endowments, their total budgets in 1997 were 
approximately $52 million, received from the sources shown in table 
6.3. Table 6.4 shows the ways in which LEFs spent the $60 million they 
raised in 1999. 

In 1999,47 LEFs employed 505 employees; only 4 of the 47 did not 
employ a full-time staff member. The LEF budgets comprised less than 
1 percent of their districts’ budgets, but the percentages are likely to in- 
crease, as they have since the formation of LEFs in 1983. In general, 
the revenues and staff fluctuated with the size of the district. Regard- 
less of the amounts, however, LEF funds are significant because they 
can bypass school district bureaucracies and procedures when that 
would be necessary to implement their proposed changes. The amounts 
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Table 6.3. Sources of Funding for LEFs 

Source of Funds for LEFs Affiliated with PEN Percent 

Foundations, including PEN 
Government agencies 
Corporations 
Other private sources 
Individual donors 
Miscellaneous 

Total 

42 
20 
17 
10 
8 
3 

100 
- 

Source: Elizabeth Useem, Local Education Funds: What They Do, How 
They Do It, and the Difference They Make, Public Education Network, 
1998, 3. 

are significant in some school districts and will be in more districts in 
the future as foundations and business donors pay more attention to el- 
ementary and secondary education. Obviously, LEFs underscore the 
importance of examining district revenues and costs on a district-by- 
district basis; comparisons of local district costs to state and/or national 
averages can be very misleading. 

LEFs also pose the danger of double-counting school district costs. 
For example, in 200041,33 foundations, corporations, and federal gov- 
ernment agencies donated $27 million to PEN; in turn, PEN distributed 
$19 million to LEFs through grants from those funds?* Not all funds are 

Table 6.4. LEF Allocations to Programming in 1999 

Program Combined Resources 

Teacher professional development 20.6 
Parentlfamily involvement 11.7 
Public engagementladvocacy 10.7 

Administrator/leadership training 6.8 
School to career 6.3 

Content standards 3.2 
Higher education participation 2.9 
School accountability 2.8 
School finance 2.5 

Percentage of 

Literacyheading development 7.3 

Technology and education 5.9 

Dropout prevention 2.2 
School-health integration 2.0 
Education and race 1 .o 
Student assessment 1 .o 
Other 23.5 

Source: Findings from the PEN Annual Survey 1999, p. 3. 
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distributed at once; planning grants, followed by an assessment of pro- 
gram effectiveness, are often a prerequisite to subsequent funding. Nev- 
ertheless, PENLLEF revenues often follow this path: Ford Foundation (or 
a different philanthropic foundation) provides grants to PEN, which then 
makes grants to LEFs from the grant. The grants from PEN have ranged 
from $30,000 over three years to $1.9 million over three ~ears .5~  Only the 
foundation grant to PEN or the PEN grants to LEFs therefrom should be 
counted as costs or contributions to public education ?4 

SUMMARY 

Perhaps the most important conclusion to be drawn from the foregoing 
discussion is that evaluations of school district efficiency that do not 
consider the contributions and the costs absorbed by nongovernment 
parties will often lead to erroneous results. Another key issue hopefully 
resolved by GASB Statements Nos. 14 and 34 is the extent to which 
government statistics on the costs of education should show third-party 
contributions or absorptions of costs. Still another is whether public pol- 
icy should restrict contributions that exacerbate fiscal inequity among 
school districts and among schools within districts. Finally, it must be 
emphasized that external pressure was necessary to bring about more 
accurate reporting of private costs. This situation is likely to prevail in 
school districts as a result of GASB requirements and perhaps of in- 
creasing foundation scrutiny. In July 2002, three well-respected Pitts- 
burgh foundations discontinued their grantmaking to the Pittsburgh pub- 
lic schools they had previously supported with combined donations of 
over $1 1.7 million in the last five ~ears .5~  Foundation officials cited “a 
sharp decline of governance, leadership and fiscal di~cipline.”~~ 

It remains to be seen whether the developments in Pittsburgh were 
an isolated incident or part of a trend toward increased accountability 
in philanthropic contributions to K-12 education. 
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CHAPTER 7 

Public School Costs in 
Higher-Education Budgets 

This chapter and the next are devoted to a discussion of government 
costs that are not included, or not included completely, in conventional 
summaries of the costs of public education. Some examples may help 
to clarify our rationale for these chapters. 

School district A pays professor X at university Y to provide in- 
service training for district teachers on released time at district fa- 
cilities. 
School district B employs professor X to provide the same in- 
struction, but X is paid from state, not district, funds for his work. 
Teachers in school district A individually pay university Y for a 
course taught by professor X; the course includes the same con- 
tents as are included in the previous examples. The teachers re- 
ceive salary credit for the course, but the school district does not 
pay anything to professor X. 
Teachers in school district A are paid stipends to take a summer 
course from professor X paid for by the National Science Founda- 
tion (NSF). 

In the examples set forth, teachers receive instruction in the same con- 
tent from the same instructor, but the cost of instruction is paid for by 
four different sources. From an economic point of view, the same re- 
sources are utilized to pay for the same service, but the different ways 
of paying for the service have different implications for the government 
cost of public education. The problem is how to treat these situations so 
as to present a consistent approach to the costs of public education. 

123 



124 CHAPTER 7 

Essentially, this chapter and the next are devoted to the costs of pub- 
lic education that are carried on the budgets of other public agencies. 
This chapter is devoted to the costs of public education that are con- 
ventionally treated as costs of higher education. Three major categories 
of the costs of public education absorbed by institutions of higher edu- 
cation can be identified: 

The costs of teacher education. As used here, “teacher education” 
includes preparation for managerial and/or supervisory as well as 
teaching positions in public schools. 
The costs of educational research and development on K-12 matters. 
The costs of remedial instruction at K-12 levels. 

THE COSTS OF TEACHER EDUCATION 

Our threshold question is whether teacher education is a cost of public ed- 
ucation. We divide this question into two parts: The cost of preemploy- 
ment education and the cost of teacher education during employment. 

As a practical matter, the cost of preemployment training for a spe- 
cific occupation is ordinarily absorbed by the trainees and/or the future 
employers of the trainees. Other things being equal, the longer the 
training period, the more employers must pay for the services of the 
trainees. Training to be a physician, including four years of premedical 
education, extends over an eight-year period; this is one of the reasons 
why physicians are paid more than nurses, whose preemployment 
training is four years or less. Health maintenance organizations 
(HMOs) aside, the physicians’ employers are the patients or HMOs 
who utilize their services; the fees must be large enough to compensate 
physicians for the expenses of medical education, as well as eight years 
of foregone income. Other factors, such as the talent level involved, 
strongly affect physician compensation, but the duration of profes- 
sional education is one of the most important. 

A bachelor’s degree is the norm for beginning teachers. From then 
on, the vast majority of U.S. teachers are paid solely on the basis of 
their years of service and the amount of college and university credit 
they have received. School districts vary in how much they pay for sen- 
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iority and academic credit, but very few districts pay teachers on any 
other basis; however, teachers do not pay the full costs of their profes- 
sional education. In 1996-97, tuition and fees accounted for only 19.0 
percent of the revenues of the two- and four-year degree-granting pub- 
lic universities, and 27.9 percent of the revenues of the private two- and 
four-year degree-granting ones.' Of course, the student share of the cost 
for the entire institution does not apply equally to all academic and pro- 
fessional programs; the student share will be higher in some and lower 
in others. 

Teacher education programs tend to cost less per student. Neverthe- 
less, some institutions of higher education are able to generate a sur- 
plus, the equivalent of profits, on their teacher education programs. In- 
terestingly enough, taxpayers paid for 16.7 percent of the revenues of 
private universities in 1996-97.2 Although the costs of teacher educa- 
tion programs in degree-granting universities vary considerably, clearly 
there is a significant amount of government support for teacher educa- 
tion programs in private as well as public institutions. 

In-service teacher education certainly is a cost if we follow the com- 
mon private-sector practice of treating training costs as a cost of the en- 
terprise. For example, IBM spends tens of millions annually for train- 
ing its employees. Airlines pay the costs of training pilots and 
mechanics to work in new kinds of airplanes. Automobile companies 
do the same for training mechanics on their new models. Among de- 
partment stores, the cost of training salespersons, whether newly em- 
ployed or longtime employees, is a cost of doing business. The U.S. 
Department of Defense pays the training costs for everyone in the 
armed services after induction. Ordinarily, a new soldier's first assign- 
ment is to undertake a lengthy training program. In these and countless 
other occupations, the costs of occupation-specific training are ab- 
sorbed by the person or enterprise that utilizes the training. 

We do not take a position on the extent to which governments at var- 
ious levels should subsidize teacher education. This is an important but 
much-neglected issue, as is the broader issue of the extent to which 
governments should subsidize occupation-specific education generally. 
Generally speaking, government support for occupation-specific edu- 
cation in the U.S. has been the result of political pressure by interest 
groups that want government to subsidize education for certain occu- 
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pations. Be that as it may, our focus here is on the costs of teacher ed- 
ucation, regardless of its professional utility. 

There are several ways to estimate the costs of teacher education in 
higher education. All involve difficult problems and a substantial range 
of error. One way is to determine the number of professors of educa- 
tion (including the ranks below full professor) employed in U.S. insti- 
tutions of higher education. The American Association of Colleges of 
Teacher Education (AACTE) is the national organization of the schools 
of education in the U.S. In 2000, its member institutions, comprising 
approximately 70 percent of all teacher education programs in the U.S., 
employed “professional education staff’ as follows: 

19,061 full-time education faculty 

18,061 part-time education faculty only3 
6,878 part-time education faculty, full-time institution faculty 

If the above numbers are adjusted upward to reflect the fact that only 
70 percent of all teacher education programs was included in the 
AACTEAVCATE Joint Data Survey, we get the following results: 

70% 100% (estimated) FTEs 
Full-time education 19,06 1 27,030 27,030 
Part-time education, full-time 

institution faculty 6,878 9,826 3,275* 
Part-time education only 1 8,06 1 25,800 8,600” 

Total FTEs 38,905 
*Three part-time = one FTE (full-time equivalent) 

Although popular opinion equates “education courses” with courses on 
pedagogy, that is, methods and techniques of teaching, the education fac- 
ulty devoted to teaching methods courses constitutes less than one-half 
of the full-time faculty in education, and two-thirds of the part-time fac- 
ulty. In the state universities, which generally support the largest schools 
of education, the other subjects offered by education faculty include 
graduate and upper-level undergraduate courses in the following: 

Curriculum 
Educational psychology 
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School finance 
Preparation of principals (elementary, middle school, secondary) 
Preparation and training of superintendents (including deputy, as- 

Preparation of curriculum directors and subject matter specialists 

Tests and measurements 
School transportation 
School construction 
Management of school facilities 
School services, e .g . , food services 
Legal issues and problems 
Collective bargaining with unions of school district personnel 
Human resource management 
School bonding issues 
Ethnic issues, such as Afrocentric curricula 
Multicultural education 
Extracurricular activities, e.g., athletics, plays, clubs 
Philosophy of education 
The politics of education 

sociate, and assistant superintendents) 

(mathematics, science, special education, reading, etc.) 

As noted above, many education courses are devoted to managerial ed- 
ucation, including the education of superintendents, business man- 
agers, curriculum directors, other central office personnel, principals, 
and assistant principals. The costs of this training are included in the 
costs of teacher education faculties, so we do not count these costs as 
an additional item. 

The amounts paid for faculty salaries and benefits are by no means the 
total government expenditures for teacher education by institutions of 
higher education. To the costs of salaries and benefits of education fac- 
ulty, we must add the costs of teaching facilities, administrative person- 
nel and facilities, office space, libraries, secretaries, graduate assistants, 
custodians, librarians, supplies, equipment, communications, travel - the 
list goes on and on. 

In applying for federal grants in education, institutions of higher ed- 
ucation are allowed a percentage of their direct costs for overhead. Most 
institutions claim that their overhead costs are from 30 to 60 percent of 
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their direct costs in implementing federally funded projects. Their direct 
costs include secretariaklerical help, travel and per diem, copying, pub- 
lications, communications, supplies, equipment, consultants, and rent, 
in addition to the salaries and benefits of project personnel. Conse- 
quently, their overhead percentage would be much higher if it is based 
solely upon the salaries and benefits of project staff. We have estimated 
noncompensation costs to be twice as much as the costs of salaries plus 
benefits for education faculty. 

The following adjustments are treated as a wash in our calculations 
of costs. One is the tuition paid for graduate and undergraduate edu- 
cation courses. The state legislatures and cities appropriate various 
amounts to their institutions of higher education to make them more 
affordable. Nationwide, in 1996-97, tuition and fees accounted for 
$24.7 billion (19 percent) of the $130 billion revenues of degree- 
granting public institutions of higher education: In addition, income 
from philanthropic foundations, alumni organizations, endowments, 
and other nontax sources of revenue amounted to $6.3 billion, 4.8 per- 
cent of the $130 billion in revenues. The government’s share of the 
revenues from teacher education was approximately 25 percent of the 
expenditures. 

Another adjustment is necessary, because teacher education typically 
costs less than most other professional programs; little or no special 
equipment is needed and large classes are often possible. However, 
counter-considerations include the fact that a substantial percentage of 
education courses are at the graduate levels, where academic salaries 
tend to be higher and class sizes tend to be lower than at the under- 
graduate level. On the other hand, most departments, schools, or col- 
leges of education operate full-time in the summer, whereas this is sel- 
dom the case in other professional programs in higher education. 
Year-round operation obviously supports a higher overhead rate than an 
academic year operation. 

To simplify the discussion, we have treated the costs of faculty mem- 
bers who are not based in the departments of education but who never- 
theless teach or conduct research on public school matters as equal to 
the costs of education faculty members who do not focus on public 
school issues. Undoubtedly, these adjustments do not precisely offset 
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each other, but treating them here as offsetting should bring us closer 
to the reality, whatever that turns out to be. 

How much are education faculty paid? Although the average salary 
for all institutions and all fields excluding medicine in 1999-2000 was 
$56,308 in private and $58,313 in public institutions, the averages for 
professors of education were less than the average for all faculty, as 
shown in table 7.1. 

We have not adjusted the figures to take account of the number of 
faculty in each specialty, either within schools of education or exter- 
nally, but we have made an adjustment to take into account the fact 
that twice as many public as private institutions responded in the 
Chronick of Higher Education’s survey on faculty salaries. Conse- 
quently, our final average salary for all education professors is 
$5 1,103. Assuming that private institutions of higher education pre- 
pare about one-tenth of the nation’s teachers, we have reduced 38,905 
by 10 percent to 35,015, the total number of FTE education faculty at 
public institutions of higher education. However, because this average 
salary of $5 1,103 does not include fringe benefits, we have arbitrarily 
increased the salary average by 25 percent, which we regard as a con- 
servative estimate of the costs of fringe benefits in higher education. 
The results are some rather large numbers, as shown in table 7.2. 

Table 7.1. Estimated Compensation of Professors of Education 

Field of Specialization 
In Private Colleges 
and Universities and Universities 

In Public Colleges 

Counselor education $54,045 $52,66 1 
Curriculum and instruction 52,735 50,535 
Education 49,137 54,369 
Educational administration 

and supervision 55,249 56,221 
General teacher education 44,348 50,802 
Health and physical education 44,310 48,713 
Reading teacher education 47,184 51,878 
Special education 47,619 52,978 
Teacher education, specific 46,840 49,893 

academic and vocational 
programs 

Technology and industrial arts - 53,237 

Source: The Chronicle of Higher Education, May 12, 2000, A20. 
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Table 7.2. Estimated Taxpayer Cost of Teacher Education 

Estimated 
Taxpayer Cost 

$35,015 
universities 

63,879 
salary 

2.24 billion 
higher education 

4.48 billion 
6.72 billion Total for 1999-2000 

Source: The Chronicle of Higher Education, May 12, 2000, A20. 

Type of Teacher Education 

FTE education faculty employed by public colleges and 

Average salary ($51,103) + fringe benefits ($12,776) at 25% of 

Salaries and benefits of education faculty in public institutions of 

All other expenditures for teacher education in public institutions 

WHO PAYS FOR TEACHER EDUCATION? 

In some respects, government support for in-service teacher education 
follows the pattern of support for pre-service professional education. 
Teachers absorb some of the costs through tuition and fees, and school 
districts pay teachers higher salaries based on the amount of academic 
credit amassed by the teachers. In the private sector, however, the em- 
ployers usually pay more of the cost of in-service training. One reason 
is that private-sector employers usually benefit from the training that 
they subsidize, and do not subsidize it otherwise. Although school dis- 
tricts sometimes pay tuition and fees for teachers seeking additional ac- 
ademic credit, the usual practice is for teachers to pay the tuition, fees, 
and incidental expenses of in-service courses, with the districts paying 
higher salaries as the teachers receive additional credit. Inasmuch as the 
cost of graduate teacher education programs is partly subsidized by 
government, students need to pay less than the real cost of their gradu- 
ate work, and do not require as much payment by school districts to be 
compensated for the costs of their graduate courses. 

To illustrate, suppose the cost of an education course in a public uni- 
versity is $10,000, and the state appropriations reduce the cost to the 
university by $5,000. Consequently, the university need charge stu- 
dents only enough tuition to recoup $5,000, and the higher salaries paid 
to teachers taking the course need compensate them for only $5,000 of 
out-of-pocket costs. 

Note that taxpayer support of teacher education is present in both 
public and private institutions, and for in-service as well as pre-service 
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programs. Parenthetically, school districts frequently do not exercise 
close control over the kind of course work that receives salary credit. 
In fact, teachers frequently receive salary credit for courses that are 
convenient and inexpensive, courses that prepare teachers to be school 
administrators, or courses that prepare teachers to enter an occupation 
outside the field of education. It is doubtful that many private compa- 
nies pay for in-service education that prepares the trainee to leave the 
company. 

Generally speaking, the higher the tuition, the lower the percentage 
of students in the teacher education programs. Ivy League institutions 
graduate few students who become public school teachers. 

EDUCATIONAL RESEARCH 

A 1998 study indicates that the education professoriat devoted 11 .I  per- 
cent of its time to educational research? As is generally the case in 
other disciplines, the faculty teaching load typically reflects the re- 
search expectations of the institution; however, in the field of educa- 
tion, on average, full-time instructional faculty work ten hours per 
week in classroom instruction: In universities with strong graduate 
schools, faculty usually teach one or two courses per week, usually 
meeting once a week for two to three hours. At the other extreme, fac- 
ulty in community colleges teach 12 hours or more per week, and sig- 
nificant research is not expected. The reality is, however, that in grad- 
uate schools of education, as in graduate schools generally, professors 
often overestimate the amount of their time devoted to research. The 
more time they devote to research (which cannot be monitored), the 
less time they can be required to teach or perform other professorial du- 
ties that can be monitored. 

Efforts to increase federal expenditures for educational research and de- 
velopment illustrate the practical importance of the issue. Every year, the 
American Educational Research. Association (AERA) urges larger federal 
appropriations for educational research and development. Its assumptions 
are that funding for educational research consists largely of the amounts 
spent for it by the federal government, and that the industry percentage of 
expenditures for educational research and development is far below the 
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percentages for this purpose in other industries. These assumptions, how- 
ever, do not take into account the released time for educational research in 
institutions of higher education, public and private, or the amounts con- 
tributed or spent by philanthropic foundations and for-profit companies. 
When such released time is taken into account, the expenditures for edu- 
cational R & D are much greater than is acknowledged by the proponents 
of increased expenditures for it. If total spending for educational research 
and development is substantial, there may be no reason to increase the 
government’s share, even though it contributes only a small portion of the 
total. The issue here is not whether there should be more or less funding 
for educational R & D; our point is that more accurate and more complete 
information on the issue is needed. 

Parenthetically, we note that the educational researchers frequently 
cite the situation in the pharmaceutical industry, in which some large 
companies spend over 20 percent of their revenues for research and de- 
velopment. These references, however, never suggest that educational 
research should adopt the incentive structure of for-profit industries. 
The educational researchers want the money but not the assumption of 
risk associated with research in the private sector. 

Conceptually, at least, we should include the student resources de- 
voted to doctoral dissertations (mainly the value of graduate student 
time) as resources devoted to educational research. Historically, doc- 
toral dissertations were supposed to be evidence that the student was ca- 
pable of conducting research at a high level. Doctoral students were re- 
quired to pass tests in foreign languages (usually French and German for 
students seeking a Ph.D. in education) to demonstrate their ability to 
read research in non-English countries. Because most doctoral students 
in education sought higher-level positions as school administrators in- 
stead of academic careers, most graduate schools of education eventu- 
ally adopted the Ed,D. (Doctor of Education), which did not require pro- 
ficiency in foreign languages, as an alternative for practitioners. 

The issue here is not the quality of the research in doctoral disserta- 
tions. It is the amount of resources devoted to educational research. 
Academics characterize doctoral dissertations in their universities as 
“research,” but do not count it as research in estimating the resources 
devoted to educational research. The inconsistency leads to substantial 
underestimates of the resources devoted to public education. 
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Of course, some institutions offer a doctoral degree without a disser- 
tation requirement, and among many others, characterizing the disserta- 
tions as “research” is quite a stretch. Furthermore, many dissertations 
are devoted to topics in higher education or nursery schools or other top- 
ics that do not involve K-12 public schools, at least directly; however, 
many dissertations in fields other than education (for example, law, psy- 
chology, taxation, economics) are devoted to public education issues. 

In 1999-2000, 245 institutions of higher education awarded 6,830 
doctoral degrees in education, the largest number awarded in any dis- 
cipline? Since we have already included the cost of faculty time and 
facilities, only student time should be added to the costs of K-12 edu- 
cation that are associated with higher education. 

Most doctoral candidates in education are midcareer teachers or 
school administrators, such as principals and assistant principals. Some 
are doctoral students full-time, but the most common pattern is part- 
time during the school year and full-time during the summer. It usually 
takes more than a year, and sometimes several years after a master’s de- 
gree, to complete the requirements for a doctoral degree. In short, vir- 
tually every factor affecting estimates of the student costs is subject to 
significant uncertainty; hence our estimate of the cost of student time 
may be substantially lower or higher than the actual cost. We must re- 
iterate, however, that the quality of doctoral dissertations or the re- 
search that goes into them is irrelevant to the cost. Just as we count the 
salaries paid to poor teachers in estimating the costs of education, we 
must also count the costs of poor research in estimating the costs of ed- 
ucational research. 

Institutions of higher education awarded 6,830 doctoral degrees in 
education in 1999-2000. Let us assume that the value of doctoral stu- 
dent time is equal to $50,000, our conservative estimate of the average 
teacher salary plus benefits for one full year. On this assumption, the 
cost of doctoral students’ loss of work for one year would be 
$341,500,000, not a large amount in the total picture. Nevertheless, it 
is large enough to suggest a valuable resource that is underutilized in 
the education reform movement. 

Our interest in the statistics on doctoral degrees in education is 
twofold: (1) Their bearing on how much is spent on educational research 
and development, and (2) What the statistics can tell us about the real 
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costs of public education. Unfortunately, the data are not very enlight- 
ening on either issue. We did not seek a breakdown between Ph.D.s and 
Ed.D.s because the categories do not mean very much anymore. Some 
Ph.D.s are not research-oriented, and some Ed.D.s are. Furthermore, the 
standards of what constitutes “research” vary widely between and 
within institutions. Our guess is that 3 to 5 percent of the doctoral de- 
grees in education involved serious research. 

The amounts spent in higher education for “educational development” 
in public education are probably not very substantial. Several for-profit 
learning companies active in K-12 education, such as Edison Schools and 
Sylvan Learning Centers, spend a significant amount for development, 
but the amounts are miniscule in the overall picture. Similarly, nonprofit 
organizations, such as Educational Testing Service (ETS), budget for re- 
search and development, but there appears to be no systematic testing in- 
dustry data on the amounts. However, the research and development costs 
of for-profit educational companies already include expenditures for bet- 
ter instructional equipment, textbooks, audiovisual aids, distance learning, 
bleachers, buses, desks, athletic gear, lockers, uniforms, gymnasium ap- 
paratus, school construction, and other products and services provided by 
the for-profit sector for public education. Because some of these expendi- 
tures are devoted to products and services that are sold in noneducational 
as well as educational markets, their R & D costs cannot be allocated com- 
pletely to K-12 education. 

REMEDIAL EDUCATION 

As used in this study, “remedial education” refers to educational ser- 
vices intended to teach basic skills that are normally taught and learned 
in K-12 education. In effect, therefore, expenditures for remedial edu- 
cation, by whatever title, are expenditures for elementary and second- 
ary education. 

The largest costs of remedial education are those of school districts 
using federal (Title I) funds authorized by the No Child Left Behind 
Act of 2001 and it predecessors. These costs are routinely included in 
estimating the costs of public education. The costs of remedial educa- 
tion that are not included as expenditures of public schools are mainly 
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the costs of remedial education provided by institutions of higher edu- 
cation and by for-profit companies. We begin with our estimates of 
these costs of remedial education in institutions of higher education. 

Large-scale remediation in U .S. higher education first emerged in 
the City University of New York (CUNY) in 1969. CUNY is a system 
of higher education that enrolls over 200,000 students on 20 campuses 
in all 5 boroughs of New York City. Another 150,000 students take 
adult and continuing education courses. As a result of minority student 
strikes and takeovers of several university facilities in the late 1960s, 
the CUNY board of trustees voted to allow any graduate of a city high 
school who could pass a tenth-grade test of basic skills to enroll in a 
CUNY facility. This policy, and similar ones elsewhere, have been la- 
beled “open admissions.” 

The predictable result of open admissions was a huge influx of stu- 
dents who could not read or write well enough to handle regular college 
work. In order to avoid a situation in which large numbers of students 
would have to drop out within a short time after admission, the CUNY 
trustees initiated a large-scale remedial program. The implications of the 
remedial program for the city’s K-12 schools were largely ignored, 
partly because K-12 schools were governed by a different board of 
trustees. The City University of New York maintains the remedial pro- 
grams, but since 2000, they have been available only in CUNY’s two- 
year colleges. Just as the prominence of open admissions in New York 
City triggered similar policies elsewhere, the transfer of such programs 
to two-year colleges is likely to strengthen the movement away from re- 
mediation in senior colleges and universities elsewhere. 

THE EXTENT OF REMEDIAL EDUCATION 
IN HIGHER EDUCATION 

In 1995, the National Center for Education Statistics (NCES) con- 
ducted the most extensive survey of remedial education to date. In its 
survey, NCES defined remedial education as follows: 

For the purposes of this study, we define remedial education to be courses 
in reading, writing, or mathematics for college students lacking those 
skills n e c e s s q  to perform college-level work at the level required by 
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your institution. “Throughout this [NCES] questionnaire, these courses 
are referred to as ‘remedial’; however, your institution may use other 
names such as ‘compensatory,’ ‘developmental,’ or ‘basic skills,’ or some 
other term.” Please answer the survey for any courses meeting the defini- 
tion above, regardless of name; however, do not include English as a sec- 
ond language (ESL) when taught primarily to foreign students. Do not in- 
clude remedial courses offered by another institution, even if students at 
your institution take these courses? 

Inasmuch as virtually everyone agrees that reading, writing, and arith- 
metic are essential for citizenship and productive occupational roles, 
the NCES definition is based upon the widest possible consensus re- 
garding the components of remedial education. Some of the highlights 
of the NCES survey are that: 

Seventy-eight percent of the institutions of higher education that 
enrolled freshmen offered at least one remedial course in reading, 
writing, or mathematics. 
Ninety-nine percent of public two-year institutions offered reme- 
dial courses in the three subject areas. 
The average number of courses offered was 2.1 for reading, 2.0 for 
writing, and 2.5 for mathematics; however, the averages were 
much higher in two-year institutions. 
Twenty-nine percent of incoming freshmen enrolled in at least one 
remedial course. 
As of 1995, the number of students taking remedial courses had re- 
mained the same or increased slightly during the past five years. 
Placement tests were used to select students who need remedial 
education in about 60 percent of the institutions. 
About half of the public two-year institutions provided remedial 
services to local business and industry, whereas only 5 percent of 
the other institutions offered such services. 
Only about one in four institutions reported any limits on the 
length of time students could take remedial courses. 
Twenty-five percent of all institutions offered remedial courses in 
subjects other than reading, writing, and mathematics? 

Generally speaking, the results of the NCES survey were consistent with 
the studies of remedial education by the Southern Regional Education 
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Board (SREB) from 1988 to 1995;'O however, the SREB surveys included 
data on faculty participation not available in the NCES survey. The SREB 
survey found that on average, four faculty members at each institution 
taught reading, six taught writing, and seven taught precollege mathemat- 
ics. About half of the remedial education faculty were part-time; also, 
about half were employed to teach only remedial courses.II 

Neither the NCES nor the SREB study presented any data on the 
costs of remedial education; however, a different SREB study ex- 
plained why it was very difficult to generate reliable data on the costs 
of remedial education.I2 Consequently, the SREB researchers turned to 
studies of the costs of remedial education in Maryland, Florida, and 
Texas. David W. Breneman, one of the researchers, attempted to esti- 
mate the national costs by extrapolating from the estimated costs in 
Texas and Maryland. In Texas, the costs of remedial education were 
2.25 percent of state funds for higher education. In Maryland, 1.2 per- 
cent of its educational and general funds were spent for remedial edu- 
cation. If the Maryland and Texas percentages are applied to the 2000 
state expenditures for public higher education across the United States, 
the costs of remedial education in institutions of higher education 
ranged from $900 million to $1 bi1li0n.l~ 

The fact is, however, that institutions of higher education have strong 
incentives to under-report their expenditures for remedial education. 
Furthermore, although the states provide over half of the funds for re- 
medial education in public institutions of higher education, there are 
substantial expenditures for it that would not show up in the estimates 
in Texas and Maryland. The very fact that the expenditures for reme- 
dial education in private institutions were not included in the NCES 
and SREB studies is a major omission, since a considerable amount of 
these expenditures are funded by government. Actually, as Breneman 
recognized, there are several plausible ways to estimate the costs of re- 
mediation, and the different ways result in very different outcomes. The 
cost of remedial education may be twice as high (adjusted for inflation) 
as his $1 billion estimate. 

Several factors conducive to underestimation are applicable to Brene- 
man's estimates of the national cost of remedial education in higher edu- 
cation. For example, if the overhead costs -more university bureaucracy, 
more red tape, more institutional publications, more classrooms-are 
included, the estimates would be substantially higher. However, even 
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prior to the emergence of large-scale remedial education in higher educa- 
tion, there was widespread concern about the duplication of courses be- 
tween higher and secondary education, as well as the “dumbing down” of 
courses in higher education. To the extent that these criticisms are valid, 
we cannot attribute the costs of remedial education to open enrollment, 
but the costs per se would not be affected. 

Although the expenditures for remedial education in higher educa- 
tion in any given year are spent for the benefit of students who at- 
tended K-12 schools in the past, the expenditures are a cost of K-12 
education in the years in which the expenditures are made. The im- 
portant point is the level of instruction, not the grade level of the stu- 
dents. For that matter, most remedial education in higher education is 
devoted to recent immigrants, recent high school graduates, and/or re- 
cent dropouts to qualify them for entry-level jobs or regular college 
courses (which often include components of remedial education, albeit 
not labeled as such). 

A 2000 study of remedial education in Michigan illustrates the com- 
plexity of estimating its costs. The study utilized five different ways of 
estimating the costs of remedial education in higher education and in 
business settings. Table 7.3 shows that these five different ways re- 
sulted in a range of costs from $3 11 million to $1.148 billion, with an 
average of $60 1 million; however, these figures do not include the very 
substantial private costs generated by remedial education. 

The strategies differed in their economic assumptions, the number of 
persons requiring remedial education, how “remedial education’’ was de- 
fined, and in other ways, but the estimate deemed most reasonable by 
Greene was consistent with the studies by Breneman and others. Greene 

Table 7.3. The Costs of Remedial Education in Michigan 

Estimated Costs for Each Strategy (in millions) 

Type of Institution I 2 3 4 5 

Community colleges 65 65 80 n/a 65 
Four-year colleges 24 24 17 n/a 24 
Businesses 222 400 436 nla 1,059 
Total (in millions) $31 1 $489 $533 $523 $1,148 

Averaae of five estimates: $601 million, not counting private costs. 

Source: Jay P. Greene, The Cost of Remedial Education: How Much Michigan Pays When Students 
fail to Learn Basic Skills (Midland, MI: Mackinac Center for Public Policy, 2000), 9-16. 
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pointed out that all of the five strategies may underestimate the costs of 
remedial education because they do not include: 

The costs of remedial education in courses not explicitly labeled 
as such. 
The costs of technology to compensate for employees’ lack of ba- 
sic skills. 
The costs of remedying work habits and attitudes that should have 
been learned in precollege education. 
The extent to which college-level work includes courses normally 
taken by high school students. 
Expenditures by vocational schools due to inability to distinguish 
expenditures for teaching basic skills from expenditures for job- 
specific skills. 
The capital costs of providing remedial education. 
The incidence of the failure of remedial ed~cati0n.l~ 

Table 7.4 shows results from an Ohio study where the percentage of 
high school graduates taking remedial courses increased. The increase 
in enrollment in remedial mathematics resulted in almost 3,000 more 
students taking remedial courses. The study also found that remedial 
work was being transferred from the state’s public senior colleges and 
universities to its community colleges and branch campuses. The per- 
centage of students in the main campuses taking remedial work de- 
clined by over 50 percent in the last 20-year period. These figures ap- 
pear to reflect a nationwide trend; hence the overall costs of remedial 
education in higher education may be declining even if the number of 
students enrolled in remedial work does not change appreciably. The 
reason is that the cost per student in community colleges and branch 
campuses is less than it is in four-year and graduate  institution^.'^ 

Table 7.4. Percent of Studentslaking Remedial Mathematics and English in 
Ohio Institutions of Higher Education 

Percent in 1978-79 Percent in 1998-99 

Remedial mathematics 
Remedial Enalish 

23 
16 

26 
22 

Source: “Let‘s Try That Again: Remediation in Ohio’s Public Universities,” Poky Note (Columbus, OH: 
Buckeye Institute, August 2001), 1. 
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SUMMARY 

Because they are fundamentally costs of elementary and secondary ed- 
ucation, the costs of remedial education for college school students 
should be counted as a cost of elementary and secondary education. 
Similarly, 80 percent of the costs of teacher education should be con- 
sidered costs of public education, since approximately 80 percent of stu- 
dents in teacher education programs teach in public schools. In addition, 
most of the higher-education expenditures for educational research on 
elementary and secondary education are not but should be regarded as 
costs of public education. 

This study does not assign a specific percentage of the costs of 
higher education to K-12 education, but the shortfall appears to fall 
within a range of 4 to 8 percent of the official cost of the latter. In 2001 , 
that amount would have been between approximately $17 billion and 
$34 billion. 
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CHAPTER 8 

The Educational Costs of 
Noneducational Agencies of Government 

This chapter is devoted mainly to the answers to two questions: First, 
how much do noneducational agencies of government spend on ele- 
mentary and secondary education? And second, to what extent, if any, 
should the costs of noneducational government agencies be allocated to 
public education, and if such allocations are appropriate, how shall they 
be measured or estimated? 

Our answer to the first question focuses on elementary and second- 
ary schools supported by the U.S. Department of State and/or operated 
by the U.S. Department of Defense, and education in federal, state, and 
local prisons, and juvenile justice facilities. To be sure, the costs of 
these programs should not be included as costs of pupils in average 
daily attendance in regular K-12 public schools, but they are relevant 
to how much is being spent for elementary and secondary education. 
Similarly, because the education of Indian children is implemented 
through the Bureau of Indian Affairs, the funding for it is not included 
in estimates of the costs per pupil in average daily attendance. 

The issues raised by the second question can be illustrated by court 
cases on school district budgets. Assuming that these cases would not 
arise in the absence of public education, should we allocate the costs of 
judges, juries, and judicial facilities in such cases to public education? 
From an economic and accounting point of view, data on the kinds of 
cases that utilize our judicial system are important from a public policy 
standpoint. As will be evident, the same issue arises in other govern- 
ment services. 

143 
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U.S. DEPARTMENT OF DEFENSE 
ELEMENTARYISECONDARY SCHOOLS 

Table 8.1 shows the federal agencies that have fiscal and/or adminis- 
trative responsibilities for American elementary and secondary stu- 
dents under the aegis of the U.S. Department of Defense or the U.S. 
Department of State. The abbreviations shown have been adopted by 
the agencies. 

The cost of schools for the dependent children of U S .  military per- 
sonnel stationed at various bases within and outside the United States is 
one of the largest costs of elementary/secondary education by a noned- 
ucational government agency. Most of the school-age children among 
overseas Americans in 200 1-02 attended schools established, author- 
ized, and controlled by the U S .  Department of Defense.' However, 
most civilian agency dependents abroad attend nongovernment schools 
of various kinds, which are supported in part by the U S .  government 
under a program administered by the Office of Overseas Schools of the 
U.S. Department of State. In 200142 there were 182 such American- 
sponsored schools in 130 countries? Most of these nongovernment, in- 
dependent schools are financed principally through parental tuition pay- 
ments, although gifts and contributions also provide some assistance. 

Nearly 74,000 students attend Department of Defense Dependents 
Schools (DoDDS) overseas and about 33,000 students attend Depart- 
ment of Defense Domestic Dependent Elementary and Secondary 

Table 8.1. Federal Agencies That Support Elementary and Secondary Schools 
for American Military and Civilian Personnel, 2001-02 

Agency Acronym U.S. Students Budget 

1. Department of State 0s 28,000 $7 million 

2. Department of Defense DoDEA H WCSS' 73.7 million 
Overseas Schools 

Education Activity 
Dependents Schools (Overseas) DoDDS 74,000 871.7 million 
Domestic Dependent Elem. & DDESS 33,000 355.1 million 

Junior Reserve Officer J ROTC varies 235 million 
Sec. Schools 

Training Corps 

'Headquarters and Consolidated School Support 
Source: At http~~.state.gov/www/about-state/schlomission.html and http://www.odedodea. 

edu/budget0l/summaryaO2.html [accessed April 30,20021. 
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Schools (DDESS) in the United States? First administered by the mil- 
itary, the two separate but parallel systems were brought together in 
1994 under the Department of Defense Education Activity (DoDEA), 
now governed by civilian managers. DDESS schools educate the chil- 
dren of service personnel who are employed in federal institutions that 
are not taxed to support public education. For instance, a large military 
base will draw many pupils from the families of military and civilian 
personnel, but the base is not taxed to support public education as the 
facilities of a private company would be. 

The DoDEA operates 227 public schools in fourteen foreign coun- 
tries, seven states, Guam, and Puerto Rico. Approximately 8,800 teach- 
ers serve DoDEA's more than 107,000 students! Enrollment fluctuates 
annually with changes in the numbers of military personnel with 
school-age children. The Department of Defense budget for fiscal year 
2001 (October 1,2001, to September 30,2002) included over $1.3 bil- 
lion for the operation of its elementary and secondary schools for chil- 
dren of its servicemen and -women? 

The online DoDEA Budget Book for Fiscal Year 2001 calculates that 
the annual per-pupil cost for DoDDS (overseas) elementq/secondary 
students was $9,838 in school year 199940, and the per-pupil cost for 
DDESS (domestic) elementary/secondary students was $8,796. These 
per-pupil costs include only costs identified as operation and maintenance 
and do not include the costs of new construction or capital improvements. 
Personnel costs for more than 13 ,OOO full-time equivalents (principals, 
teachers, aides, counselors, psychologists, instructional specialists, school 
clerical and custodial staff) make up 69 percent of the operation and main- 
tenance budget? The costs of new and replacement textbooks, and of 
school supplies and equipment, are also included in the per-pupil costs. 

Excluded from the per-pupil costs in DoDEA schools are several 
costs unique to DoDEA schools as reported in the online Budget Book. 
For example, the DoDDS teachers in foreign countries receive a living- 
quarters allowance-a cost that is rarely absorbed by school districts in 
the United States. In addition, DoDDS funds the transfer of a teacher 
and hisher household to a teaching vacancy in another location (for ex- 
ample, from Germany to Japan). During the 1999-2000 fiscal year, 
DoDEA paid the tuition for 2,082 eligible Department of Defense stu- 
dents to attend non-DoDDS schools in approximately 100 countries 
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where there were no DoDDS schools available. Approximately 2 per- 
cent of the budget, or $20.5 million, was allocated for such tuition 
payments in FY 2001. 

Likewise, the DoDEA pays the tuition and/or transportation costs for 
DDESS students enrolled in public schools operated by local education 
agencies in the United States. During the 1999-2000 fiscal year, DoDEA 
paid the tuition payments for 2,082 students under this program? 

Similarly, if nonmilitary dependents are enrolled in a DoDDS 
where space is available, the DoDEA receives the tuition payment 
from the parents. Such tuition payments appear as “Reimbursables” 
in the DoDEA budget. The DoDEA budget does not include the costs 
of the military personnel who serve on the Education Councils to ad- 
vise the civilian school management. 

Like conventional school districts, the DoDEA budget includes a 
separate budget for the costs of capital outlay, interest, and debt service. 
For FY 2001, the military construction budget for both overseas and 
domestic school construction and renovation was $36 million. In addi- 
tion, the DoDEA procurement budget is to be used for capital purchases 
that exceed $100,000. 

Actual expenditures for the operation of the DoDEA schools are 
submitted to the Office of the Secretary of Defense. Operating from its 
offices in Arlington, Virginia, the DoDEA provides budget informa- 
tion to the public through its website, and has done so since FY 1999. 
The DoDEA is a Department of Defense field activity under the di- 
rection, authority, and control of the Deputy Assistant Secretary of De- 
fense for Military Community and Family Policy? 

Let us review briefly the reasons why the costs of DoDEA schools 
are included in this study. The pupils in the DoDEA schools transfer 
from and to U.S. public and private schools; in fact, these students 
may attend DoDEA schools for only a small fraction of their years in 
elementary/secondary school? Furthermore, they are included in the 
state and national testing programs that form the basis of various eval- 
uations of public education in the U.S.’O Because pupils who have at- 
tended DoDEA schools are included in these testing programs, the 
federal government’s cost of educating them should not be excluded 
from estimates of the total costs of public education, even though 



THE EDUCATIONAL COSTS OF NONEDUCATIONAL AGENCIES OF GOVERNMENT 147 

these costs do not affect the per-pupil costs in the continental U.S. 
non-DoDEA schools. 

The cost of the Junior Reserve Officers Training Corps (JROTC) 
programs in U.S. secondary schools must also be added to the educa- 
tional costs absorbed by the Department of Defense. The cost of this 
program was approximately $235 million in 2002, and when this is 
added to the cost of the DoDEA program, the Department of Defense 
spends well over !§ 1.4 billion per year on elementary and secondary ed- 
ucation.” Because the Junior ROTC program was provided to private 
as well as public schools, the total cost should be reduced to get a more 
accurate estimate of the public school cost. Although private school en- 
rollments have been 10-12 percent of public school enrollments in re- 
cent years, the cost allocation to private schools might be less because 
most private school enrollments are in elementary schools. 

The National Center for Education Statistics collects the data for ele- 
mentary and secondary education expenditures by the Department of De- 
fense Education Activity. However, none of these expenditures are in- 
cluded in the NCES estimates of the per-pupil costs of public education.’* 

EDUCATION IN PRISONS, CORRECTIONAL INSTITUTIONS, 
DETENTION CENTERS, AND JUVENILE JUSTICE FACILITIES 

Generally speaking, two systems of justice are operative in the United 
States. One is for adults in “prisons” and one for juveniles in “correc- 
tional institutions.” However, the age that determines what system gov- 
erns particular cases varies, so that many detainees in prisons would be 
juveniles in other states. Similarly, many detainees in facilities for ju- 
venile offenders would come under the jurisdiction of the adult systems 
in other states. 

Although federal programs are quite uniform, the state programs 
vary, depending upon state legislation. Our primary interest is in the 
costs of K-12 education that are not included in the NCES publications 
on the costs of public education. Obviously, the cost of such programs 
cannot be factored into the cost per student in average daily attendance 
unless the programs are administered through local school districts, as 
some of them are. In fact, we cannot even assert that the cost figures 
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are approximations of the real governmental and/or nongovernmental 
cost of elementary/secondary education in prisons and/or correctional 
institutions. In any event, prison education should be included in the 
cost of achieving widely accepted national educational goals, such as 
universal literacy. 

Our objective is to convey some idea of the magnitude of elementary/ 
secondary education for incarcerated persons. We use elementary/ 
secondary education to refer to the academic level of instruction, not the 
age level of the persons who are being educated. It is not the case, how- 
ever, that elementary/secondary education in the juvenile justice system 
is completely independent of school district operations. On the contrary, 
it is often implemented by school districts and state education agencies, 
and when it is, the costs are reflected in their financial reports. 

EDUCATION OF FEDERAL PRISONERS 

In the federal prison system there is a high level of internal consistency 
from prison to prison. For instance, all federal prisons are governed by 
the same policies, and the facts and figures do not, or do not as often, 
mix disparate statistics whose “averages” are merely statistical artifacts 
without practical utility. 

One of the major consequences of the explosive growth in the fed- 
eral prison population is its impact on the Bureau of Prisons’ education 
programs. President George W. Bush’s proposed 2002 federal budget 
included $4.7 billion for correctional activities, an increase of approx- 
imately $360 million over the 2001 budget.I3 This level of funding 
would assist at least 34 percent of all inmates in educational programs 
in obtaining a high school diploma or General Educational Develop- 
ment (GED) certificate, at least seven months prior to their re1ea~e.l~ 
Thus, the educational programs in federal prisons are intended to en- 
able approximately 50,000 of 142,000 federal prisoners to leave prison 
with a high school diploma, including the GED.I5 

Each Bureau of Prisons facility offers educational programs author- 
ized by federal legislation. The programs include a focus on basic 
skills, such as reading, writing, calculating, speaking, listening, prob- 
lem solving, and job and life skills. English as a second language is 
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mandatory for non-English-speaking prisoners. The Literacy Program, 
also known as the GED Standard, is required for each inmate who does 
not have a high school diploma or a GED. The only exceptions to this 
rule are individuals with disabilities, illegal aliens, and pretrial inmates. 
The objectives of the program are to provide those inmates who need it 
with a GED credential and to maintain electronic education files of in- 
mates in the program. 

To attain a GED, inmates must participate in at least 240 instruc- 
tional hours, beginning within four months of incarceration.I6 Any time 
absent from the program is added to the 240 total. Any inmate who 
does not achieve a GED within the 240-hour period may stay enrolled 
in the program. Wardens may approve incentive programs for inmates 
completing the literacy program- for example, cash awards or certifi- 
cates. Another incentive is that inmates cannot ordinarily be paid more 
than entry-level compensation unless they have a GED or high school 
diploma. 

Although the GEDhigh school diploma program is the largest edu- 
cational program in federal prisons, other federal education programs 
emphasize job and life skills. Some higher-education courses are also 
available. The programs are intended to help inmates function as self- 
supporting, responsible individuals upon release; unfortunately, despite 
a wide array of services and incentives, one of every three federal in- 
mates is incarcerated again within three years after being re1ea~ed.l~ 

Obviously, the costs of education in federal prisons include some 
costs like those in public schools and exclude others such as trans- 
portation costs. One issue is how much, if any, of the noneducational 
costs of incarceration should be charged to prison education. For ex- 
ample, if any of the costs of prison construction are allocated to prison 
education, the costs of prison education would rise considerably, even 
though debt service and interest do not affect the costs of education in 
federal prisons. At the same time, federal prisons spend a great deal 
more than public high schools to follow up on the performance of their 
students; nothing comparable to parole exists in the public schools. 
These differences help to explain why per-pupil costs in prisons can 
vary widely from the per-pupil costs in school districts. 

The fact that the Bureau of Prisons has assumed a leadership role in 
educating and training federal inmates to attain a GED, a high school 
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diploma, or employment training raises several questions. Many in- 
mates, perhaps a majority, are dropouts from the public schools. Do the 
educators in federal prisons know more about how to teach basic skills 
such as reading? Or does incarceration provide incentives and exclude 
distractions in ways that public schools cannot match? These are in- 
triguing questions that are outside the scope of this study. 

EDUCATION OF INCARCERATED YOUTH IN STATE PRISONS 

According to the U.S. Justice Department, an estimated 9,100 youths 
(2 percent of the total jail population) under the age of 18 were held in 
adult jails in 1999.18 The costs of education for incarcerated youth also 
includes the costs of education for youth in court-ordered juvenile de- 
tention centers and in training schools. Ascertaining the costs is practi- 
cally impossible, but the following data underscore the magnitude and 
complexity of the cost issues.19 

In 1999, law enforcement agencies made an estimated 2.5 million 
arrests of persons under 18 years of age. 
An estimated 108,900 were in residential treatment centers for 
crimes such as murder, manslaughter, forcible rape, robbery, ag- 
gravated assault, and drug offenses. 
Juvenile offenders were held in 3,7 1 1 residential facilities, 1,182 
public and 2,529 private. 
Males made up 87 percent of the juveniles in residential place- 
ment, females the remaining 13 percent. 
Minorities accounted for 62 percent (39 percent blacks) and whites 
38 percent of the juveniles in residential placement facilities?O 
At the end of 2000, state and federal prison authorities had 
1,381,892 inmates under their jurisdiction; 621,149 adults were 
awaiting trial or serving a sentence in local jails. 
At the end of 2000, 6.5 million adults were on probation, incar- 
cerated, or on parole-3.1 percent of all U.S. adult residents?] 

The arrangements governing incarceration and education in state pris- 
ons are diverse in every way. States differ in how they define “juvenile” 
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and what state agency has jurisdiction over juvenile offenders. In most 
states, the jurisdiction of the juvenile court ends at age 17, but age 16 
also triggers the change from juvenile to adult court in about one-fourth 
of the statesF2 The upper age limit for jurisdiction of juvenile offend- 
ers differs among states. 

A survey of 20 state-level juvenile justice education programs re- 
vealed that the state administrative structure for the delivery of educa- 
tional services for incarcerated juveniles varied as follows: 

Special school district with the juvenile justice agency 
Juvenile justice agency 
No special school district 
TheLEA 
State education agency 
A separate state agency 
Combined juvenile and adult agency, operated as a special school 
district 23 

The same study indicated that in every state, the teachers in the juve- 
nile justice system were required to be certified by the state education 
agency.24 This seems to be the only important aspect of education in the 
juvenile justice system that does not vary widely among the states. 

THE COST OF ELEMENTARY/SECONDARY EDUCATION IN 
STATE PENAL INSTITUTIONS 

Differences in terminology render it impossible to place much confi- 
dence in comparisons or summaries of the educational programs in 
correctional institutions. Not surprisingly, a 1999 survey of 20 state ju- 
venile justice agencies reported that “in 25 percent of the states sur- 
veyed, there was no way to calculate the per-pupil cost of educa- 
tion .”25 The study director, Bruce I. Wolford, reported that “the 
average level of funding in fourteen states was $5,984 with a range of 
$2,259 to $9,000. In the other six states, the per-pupil cost was not 
known.”26 If the average per-pupil funding for the 14 responding states 
were used as the average for all 50 states, the result would be to add 
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approximately $283 million to the cost of public education; however, 
even this figure would be a gross underestimate if infrastructure and 
overhead costs were included in the estimates. 

The Wolford study also surveyed states regarding their funding for 
educational services for juvenile offenders. The states utilized multiple 
sources of funds to support education in their juvenile justice systems. 
All utilized federal funds; thirteen utilized juvenile justice funds, nine 
utilized funds from the state education agency, and nine utilized other 
state or local funds. 

SPECIAL EDUCATION SERVICES FOR INCARCERATED YOUTH 

The Individuals with Disabilities Education Act (IDEA) mandates the 
provision of special education services for students between the ages of 
3 and 22 with disabilities, even if they reside in a juvenile correction 
facility. Estimates indicate that about 32 percent of all juveniles in cor- 
rectional facilities qualify for special education compared to 9 percent 
for all ~hildren.2~ In most states, state education agencies provide these 
services in correctional facilities. The most common special education 
categories in juvenile facilities are for students with learning disabili- 
ties, emotional disturbances, and mental retardation. Funding for these 
services is resolved by the designation of the agency responsible for 
providing the services ?8 

Several court decisions have upheld the states’ obligation to provide 
special education services for juvenile offenders in a timely manner. A 
1995 Connecticut case held that school districts are responsible for pro- 
viding a free and appropriate public education, as well as for identifying 
and evaluating students with disabilities in juvenile facilities. In contrast, 
a 1995 South Carolina case held that its state Department of Justice is the 
responsible agen~y.2~ In Alabama and South Carolina, separate school 
districts for juvenile correctional education are managed by the state De- 
partment of Juvenile Justice. In New Hampshire, statutes delegate this re- 
sponsibility to the local school districts. In Florida, state law mandates 
that the inmate’s district of residence provide special education services 
during the period of incarceration.3O These rulings illustrate the variations 
in correctional education for juveniles among the states. 
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Federal funding for federal and state inmates is also authorized by the 
Adult Education and Family Literacy Act, part of Title I1 of the Work- 
force Investment Act of 1998. This legislation authorizes adult basic and 
secondary education programs and allows states to spend up to 10 per- 
cent of the state's grant for educational programs in correctional facili- 
ties. Also, in FY 2000, the National Literacy Act, as amended, provided 
$15 million for education in correctional institutions?' 

In state and local prisons, adults as well as juveniles are receiving ed- 
ucational services normally provided in elementary and secondary 
schools. Unfortunately, the variations and complexities of service pro- 
vision render it practically impossible to estimate the real costs within 
a reasonable margin of error. The data that are available are suggestive, 
but do not provide a basis for a comprehensive estimate of the costs of 
education in prisons or correctional institutions. For that matter, com- 
prehensive data on its benefits as well as its costs are lacking. This is 
one reason why federal and state appropriations for prison education 
have been declining since 1994. For instance, prisoners first became el- 
igible for federal educational assistance in 1965, when Title IV of the 
Higher Education Act of 1965 authorized Pel1 Grants for low-income 
prisoners otherwise eligible for such grants. By 1982, 45 states con- 
ducted higher-education programs in prisons. These programs were 
eliminated by the Violent Crime Control and Law Enforcement Act of 
1994 and have not been reauthorized, despite claims that they have 
been highly effective in reducing recidivism, hence prison costs?* Be 
that as it may, the states have not made up the shortfall in federal aid, 
and in view of the budgetary pressures on the states, they may be un- 
willing to do so for several years to come. 

EDUCATION SERVICES THROUGH THE BIA 

In 2001, the federal government spent $488 million on Indian educa- 
ti0n.3~ These funds, provided by the U.S. Department of the Interior 
through the Bureau of Indian Affairs (BIA), were distributed by for- 
mula to local school districts or schools operated by the BIA for 185 
elementary and secondary schools and 25 tribal community col- 
l e g e ~ . ~ ~  In addition, the BIA provided approximately $281 million for 
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the planning, design, construction, maintenance, and rehabilitation of 
Bureau-funded school facilities and the repair needs for employee 
housing.35 When combined with other federal funds intended to at- 
tract and train Indian teachers and administrators, fund construction 
projects, and support special education, the federal government spent 
over $600 million for Indian education in 2001 ?6 

In FY 2001, the U.S. Department of Education provided funds through 
two programs for Indian students. One, appropriations through Title 
VII- Indian, Native Hawaiian, and Alaska Native Education- included 
about $116 million for formula grants to address the special educational 
and cultural needs of Indian children. Title VII involved 1,146 local ed- 
ucation agencies and tribal schools serving more than 448,000 ~tudents.3~ 

Title VIII-Impact Aid of the ESEA-is the second federal program 
for Native American youth. In 2000, this program provided over $1.1 
billion for carrying out programs of financial assistance to federally af- 
fected schools. Impact Aid funds are available to local school districts 
whose total student enrollment was composed of at least 50 percent 
children living on Indian lands?8 Impact Aid helps to take the place of 
the local revenue that does not materialize when students who reside on 
Indian reservations attend public schools. Because Indian reservations 
are exempt from local property taxes, local educational agencies have 
pupils to educate but lack access to the primary source of revenue that 
ordinarily comes with pupils. 

According to the 2002 federal budget, Impact Aid payments, which 
support Department of Defense as well as Indian schools, include these 
five categories: 

Basic support payments. Payments were made on behalf of ap- 
proximately 1.2 million federally connected students enrolled in about 
1,360 local educational agencies to assist the LEAS in meeting their op- 
eration and maintenance costs. The average per-student payments were 
approximately $750. 

Payments for children with disabilities. Payments in addition to 
those provided under the Individuals with Disabilities Education Act 
(IDEA) were provided on behalf of approximately 53,000 federally 
connected students with disabilities in about 830 local educational 
agencies. Average per-student payments were approximately $940. 
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Facilities maintenance. Funds were used to provide emergency re- 
pairs for school facilities that serve military dependents and schools for 
Indian students. 

Construction. Formula payments were provided to approximately 155 
local educational agencies with large proportions of federally connected 
students who are military dependents or who reside on Indian lands. 

Payments for federal property. Payments were made to approxi- 
mately 250 local educational agencies in which real property owned by 
the federal government represents 10 percent or more of the assessed 
value of real property in the local educational agen~y.3~ 

Over $40 million is available to qualifying schools for federal prop- 
erty payments. For example, the Kadoka School District in South 
Dakota was eligible for such payments because part of the district’s 
land in Washabaugh and Jackson Counties is owned by the Department 
of Defense and used as a bombing range.40 

THE EDUCATIONAL COSTS IN OTHER STATE AGENCIES 

To simplify the issues, let us assume a state budget in which 40 per- 
cent of the state expenditures is explicitly allocated to the provision of 
public education. As previously noted, some of the litigation that 
arises in the state judicial system would not have arisen in the absence 
of public education. Example: Lawsuits alleging that the formula for 
state aid to school districts violated the equal protection clause of the 
14th Amendment. The work of state officials, such as the state legis- 
lators, treasurer, comptroller, and auditor, is also devoted in part to 
matters directly involving public schools. In all such cases, should we 
allocate some of the costs of these officials and agencies to public ed- 
ucation? 

It appears that such allocation is essential if we are to ascertain the 
real cost of public education. To illustrate why, consider the following 
example. Some school districts have security guards who are employed 
and directed by school officials; the costs are shown as costs of operat- 
ing the school districts. In other school districts, security personnel 
from the police department are utilized; they are ultimately responsible 
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to police officials. Although they are expected to work in schools, their 
school assignment is carried as a cost of the police department, not of 
the school district. 

To facilitate the analysis, let us assume that the costs and functions 
of security personnel are the same, regardless of whether they are car- 
ried as a cost of the school district or the police department. On the 
above facts, we cannot say that one of the districts is more efficient 
than the other; the government costs are the same in both cases. And 
because our objective is to show the resources utilized as well as the 
real government costs, our approach is to treat security personnel uti- 
lized in public school districts as a cost of public education, regardless 
of what public agency absorbs the costs of such personnel. Alterna- 
tively, we might treat the cost of police in public schools as a cost of 
public safety even if paid for by the school district, but this approach 
assumes that the police would be needed even if there were no public 
schools, an assumption that cannot be sustained in some situations. 

STATE OVERHEAD EXPENDITURES FOR PUBLIC EDUCATION 

Ideally, the most accurate way to estimate the state overhead costs of 
public education would be to determine the expenditures required for 
public education, agency by agency, and then add the dollar amounts. 
This approach would be desirable, because state agencies and officials 
with similar titles may devote very different percentages of their bud- 
gets to public education. For example, some state labor boards deal 
only with school district labor problems; other boards with the same ti- 
tle may have jurisdiction over labor relations in all state and local pub- 
lic agencies; and still others have no jurisdiction over school district la- 
bor relations. Because it is practically impossible to assess the public 
education workload of scores of state agencies, a simpler and admit- 
tedly cruder approach is required. 

Essentially, our approach is similar to the approach utilized to esti- 
mate the federal cost of public education. We first determine the per- 
centage of total state expenditures that is spent for public education. 
This percentage is then applied to the executive, legislative, and judi- 
cial costs of state government. The cost of state agencies devoted to a 
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particular service, such as health, transportation, parks, and welfare, is 
not part of the base amount to which the percentage is applied. The di- 
viding line is not always clear, because most state agencies probably 
have some interaction with public education, but the idea is to include 
in the base only the state’s noneducational agencies that devote a sig- 
nificant share of their resources to public education. These costs are 
“the overhead cost” of public education. The overhead cost is not to be 
confused with the cost of state departments of education. Instead, it is 
the public education share of the cost of state agencies that exercise sig- 
nificant responsibilities applicable to two or more services provided by 
state or local public agencies. 

The state governments spent $144 billion for “governmental admin- 
istration” in the 1998-99 fiscal year; the category includes financial ad- 
ministration, judicial and legal expenditures, general public buildings, 
and other government administration.“l The National Association of 
State Budget Officers has calculated that elementary and secondary ed- 
ucation accounts for 22.2 percent of total state spending!* When this 
percentage is applied to the costs of governmental administration, the 
result is that $32 billion is the state overhead cost of elementary/ 
secondary education. Because the costs of assistance to, and regulation 
of, private schools are included in this amount, the result could be re- 
duced by 10 percent to provide an estimate of the state overhead costs 
attributable to public schools only. 

One reaction to this procedure is that the costs allocated to education 
should be zero. If the state governments did not subsidize public edu- 
cation, they would still have governors, legislatures, and courts, with 
all of the costs associated with their operations. The fact that the states 
allocate some of their revenues to public education does not add to the 
costs of the other state agencies. On this view, we would count only the 
costs of collecting taxes earmarked for education as a cost of education. 

The problem with this argument is that it leads to the conclusion that 
there are zero costs of state administration, except for the expenditures 
that are earmarked for a specified service. For example, in the typical sit- 
uation, the governor is the official ultimately responsible for several ser- 
vices: prisons, public safety, hospitals, highways, and so on. In each case, 
it can be argued that none of the costs of state administration can be at- 
tributed to any particular service, because the costs of state administration 
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would exist whether or not the state provided the service. Inasmuch as we 
cannot allocate any of the costs of state administration to any particular 
state service, the costs would be zero-which is obviously not the caseP3 

The same issue applies to other government costs, such as the costs 
of the judicial system. Let us assume that 2 percent of its cases deal 
with public education. Inasmuch as the state judicial system would ex- 
ist even if public education did not, it can be argued that none of the 
costs of the state’s judicial system should be allocated to education. 
This leads to the conclusion that state services do not affect the costs of 
our judicial systems. Each state service would contend that none of the 
costs of the judicial system should be charged against it, because the 
expenditures for the judicial system would still be necessary. 

Perhaps a comparison of the costs of revenue administration will help 
to explain the reasons for our contrary conclusion. Private schools absorb 
the costs of informing parents about the fees and charges, collecting and 
accounting for revenues, notices of payments due and delinquencies, and 
efforts to collect in case of delinquency. In contrast, the tax system ab- 
sorbs these costs for the public schools. In our view, to be explained more 
fully in the following chapter, revenue collection and administration are 
costs of public education, even though the costs do not appear on school 
district or state education department financial statements. 

Although not every decision made in private schools must also be 
made in the public schools, or vice versa, clearly, many important deci- 
sions must be made in both, and the procedures for making them are a 
cost in both, regardless of whether or how the cost is shown on the fi- 
nancial statements of public schools. In this connection, it must be em- 
phasized that there is more than one legitimate way to show the costs of 
an enterprise. For certain purposes, a government or company may wish 
to show its costs on a geographical basis; for other purposes, it may wish 
to show them on a functional basis (production, distribution, sales, le- 
gal, etc.), and other ways of presenting the costs are frequently utilized. 
For this reason, there is no inherent reason to question the legitimacy of 
our suggested way of estimating the costs of public education. Needless 
to say, the specifics probably require substantial refinement and adjust- 
ment to serve as a basis for educational policymaking. 

In principle, the legitimacy of an approach to costs should be based 
upon the way it is to be utilized. This study is intended to show the actual 
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costs of public elementary and secondary education in order to facilitate 
better-informed consideration of educational policy. In any case, we 
should not be surprised that government operation of a service involving 
more than one in four persons in the entire population generates a sub- 
stantial share of the administrative costs of state governments, which have 
the legal responsibility for providing and/or regulating the service. 

Some data on state legislation support our approach to the state over- 
head costs of public education. Faith E. Crampton has tracked state leg- 
islation on school finance for several years. Her research shows that the 
number of bills enacted on school finance increased from 127 in 1994 
to 563 in 1999.44 The total number of bills introduced is not available, 
but it is undoubtedly several times the number that were enacted. Al- 
though an important category of education legislation, education fi- 
nance is only one of several broad categories of such legislation. Fur- 
thermore, some legislation not explicitly “educational,” such as the 
sales and income tax rates, has a much greater impact on education than 
most legislation explicitly categorized as “educational .,’ We can safely 
assume that the implications of such legislation for education require a 
considerable amount of legislative attention. 

Regardless of whether schools are private or operated by govern- 
ment, issues such as the following must be resolved: 

When must students enroll in schools? 
What will be the requirements, if any, to hold a teaching, school 
support, or administrative position? 
How is school construction to be financed? 
What requirements must be met to fire teachers? 
How are school governance bodies elected or appointed? 
What individuals or agencies are responsible for oversight of 

Who is responsible for preparing the school budget and approving it? 
When and by whom will there be an audit of school expenditures? 
What tests, if any, are pupils required to take? 
What will be the graduation requirements? 
What will be the terms and conditions of employment? 
What will be the number of days in the school year and the dura- 

school governance? 

tion of the school day? 
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In private schools, the costs of resolving these issues are costs of operat- 
ing the school. Not so, or not necessarily so, in public schools. Most of the 
foregoing issues, and they are far from exhaustive, are resolved partly by 
school boards and partly by the state legislatures. For example, the legis- 
latures sometimes mandate the limits on class size; the school districts do 
not spend any time resolving the issue of maximum class size. State law 
may provide that in order to be eligible for state aid, school districts must 
require a minimum number of school days and a minimum pupil day. 
Sometimes the state mandates resolve the issues completely, and some- 
times they resolve only certain aspects of them. The aspects that are not 
resolved by state law are resolved by local school districts, and the costs 
of the latter are reflected in the costs of the district personnel who make 
or recommend the relevant policies and decisions. Needless to say, there 
are enormous variations from state to state on how many matters are re- 
solved at the state level; California unquestionably leads the way, if we 
can call it that, on the extent of state regulation of public schools. 

When a state legislature resolves educational issues, there are costs, 
just as there are when private schools resolve them. State legislators 
must devote time to resolving the issues, and they utilize support ser- 
vices in the decision-making process. The costs of this process, how- 
ever, are not counted as costs of public education. 

Should they be? If public schools did not exist, the legislatures 
would not be incurring these costs, or would not be incurring most of 
them. This conclusion is supported by the fact that the overwhelming 
majority of state statutes applicable to K-12 education are not applica- 
ble to private schools. For instance, state legislation on the following 
subjects is not usually applicable to private schools: 

Class size Support personnel 
Collective bargaining Teacher retirement 
Contracting out 
School boards Teacher salaries 
School daylschool year 
School transportation Teacher tenure 

Teacher leaves of absence 

School district budgeting 

A few statutes might not change, or change very much, in the absence 
of public schools. For example, private schools must follow the same 
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procedures relating to special education as public schools; schools that 
do not follow the statutory mandates are not eligible for state/federal 
funding for special education students. State statutes and regulations on 
pupil health and safety would not be affected, nor would the civil rights 
statutes. 

Granted, if all K-12 education were private (an unrealistic outcome 
not advocated here), some new legislation would be required; for in- 
stance, the statutes and regulations relating to raising and distributing 
funds to school districts would have to be replaced by a different sys- 
tem of distributing state funding for K-12 education. Also, the sheer 
size of the private education sector would probably lead to new legis- 
lation relating to private schools. Nevertheless, granting all the qualifi- 
cations and exceptions, it is hardly debatable that the legislative costs 
of K-12 education would be reduced drastically in the absence of pub- 
lic schools. 

We have not tried to estimate the overhead costs attributable to local 
governments. Public school districts are regulated primarily by state 
governments. In fact, many school districts are not a part of any other 
local government. Large urban school districts dependent on local gov- 
ernments for revenues would be exceptions, but local overhead costs 
replace rather than supplement state and federal overhead costs. In any 
event, our objective is acceptance of the principles involved, not a pre- 
cise estimate of the overhead costs of education. 

What is the scope of state regulation that would exist in the sub- 
stantial diminution of public schools? There is no clear-cut answer to 
this question. On the one hand, the forces seeking a larger market 
share for private schools are usually the forces seeking less regulation 
of private schools. For this reason, it might appear that any success in 
achieving a larger market share is likely to be accompanied by success 
in avoiding more government regulation. The contrary view is that the 
way to enable private schools to obtain a larger market share is for 
them to accept much greater governmental regulation than exists at 
pre~ent.4~ In our view, the private schools that need more government 
support (they already receive some, a fact ignored in voucher contro- 
versies) would be willing to accept more government regulation on 
some issues, but not on others. For example, denominational schools 
might be willing to accept more regulation of school construction, but 
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they reject government support if it requires government control of the 
curriculum. This is why more government support for private educa- 
tion will not necessarily be tied to substantially more government reg- 
ulation of private education. In American politics, there is widespread 
reluctance, if not outright opposition, to increased government regula- 
tion of denominational organizations of any kind. 
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CHAPTER 9 

Funding Costs of Public Education 

Tax funds do not flow effortlessly into government coffers. The operation 
of any tax system involves numerous costs. These costs are, in effect, the 
“fundraising costs” of public institutions, analogous to the overhead costs 
of private companies or the fundraising costs of charitable institutions. In 
order to make a correct estimate of the true cost of public education, there- 
fore, the costs associated with the operation of the tax system need to be 
included. Our objective is not to produce a precise estimate, but to intro- 
duce an important but frequently overlooked issue in school finance. 

ADMINISTRATIVE COSTS 

All taxes involve administrative costs, which stem from the actions re- 
quired to determine and collect an individual’s tax obligation. All else 
being equal, the more it costs to administer the tax, the less efficient it 
is. This is true regardless of who bears the cost of administration. If the 
cost is borne by the taxpayer, as is often the case for income taxes, the 
loss of consumer utility goes beyond the dollar amount that ultimately 
is paid to the government. The more time it takes to fulfill taxpayer ob- 
ligations, the greater is the consumer’s loss and the more difficult it will 
be for the public sector to make up the loss through the provision of pub- 
lic services. If the cost is borne by the public sector, higher costs also re- 
sult in fewer resources available for providing public services.’ 

This chapter draws heavily on an analysis prepared by economist James L. Payne for the 
Education Policy Institute; however, the authors are solely responsible for the content here. 
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This point is especially important if one wishes to make a compar- 
ison between tax-funded education and private education. Generally 
speaking, the fundraising costs of private schools automatically ap- 
pear in their budgets, while these same costs are excluded from the 
budgets of public schools. For example, in a private school, the cost 
of reminding parents to make payments, following up on the re- 
minders, and keeping track of the payments is simply one of the costs 
of school administration and is included in the school budget. A sim- 
ilar function has to be performed for public schools supported by 
property taxes. Taxpayers have to be notified and reminded to pay, 
and records have to be kept of their payments. However, the admin- 
istrative costs associated with these activities do not appear in the 
school budget. They are borne by agencies outside the school, such as 
the county treasurer’s office. 

It is only since the 1960s that scholars in the field of taxation have 
begun to study the costs and burdens associated with the operation of 
tax systems. In ignoring the costs of the tax system, academics have 
lagged as badly as the politicians. Economists theorized in the ab- 
stract about a welfare state that was assumed to have no overhead 
costs in raising funds for public purposes (and as a result, their mod- 
els gave a highly exaggerated picture of the value of government pro- 
grams). As a result of recent research, however, policymakers are 
now more aware that the operation of any tax system entails substan- 
tial overhead costs that should be included in any cost-benefit analy- 
sis of public services. 

Until very recently, the costs of raising government revenues were 
not a prominent political issue in national politics. The issue was not 
wholly ignored, but it was rather marginal until the 1996 federal elec- 
tions, when Republican presidential candidate Steve Forbes proposed 
a highly simplified flat tax on income. He proposed a tax return that 
should take only a few minutes to prepare. Although revenue issues 
still predominate, the costs of tax collection, including the time de- 
voted to the process by taxpayers, are a much more prominent issue 
than in the past. 

A moment’s reflection indicates that the taxpaying process raises im- 
portant questions for our study. Obviously, if education were funded 
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privately, the costs of raising revenues for it would not be a significant 
cost of government. No special taxes for education would be required 
to pay for education, and the cost of government regulation and over- 
sight would be minimal. Our analytical problem would be greatly sim- 
plified if this were the case, but it is not and will not be in the foresee- 
able future. For this reason, the government costs of raising revenues to 
pay for public education are relevant to our study. 

Because the fundraising costs of public schools are not directly ac- 
cessible, it becomes a challenging task to identify and estimate them. 
These costs include the cost of running local agencies involved in the 
property tax system, such as assessors’ and treasurers’ offices, as well 
as state and federal tax collection agencies. They also include the bur- 
dens of the tax system that fall on the private sector. These burdens 
may be much larger than the government costs of the tax collecting 
agencies. 

One daunting problem is that all levels of government, especially 
the state and federal, raise their revenues by several different taxes, 
charges, fees, and other involuntary payments to government. The 
tax collection (perhaps “revenue collection” is a better term) costs 
vary widely, not only among these different taxes, but also for the 
same tax from place to place and time to time. Of course, our esti- 
mates will be highly tentative, with no claim whatsoever of precision 
in the real world. Nonetheless, the basic point that there are costs to 
tax collection and that these costs should be factored into the real 
costs of public education seems unassailable. The costs of public ed- 
ucation begin long before school districts receive their revenues. Our 
approach is to make rough estimates of the costs of getting and col- 
lecting income and property taxes and to use these estimates to ar- 
rive at an overall estimate of the costs of raising the revenues for 
public education. 

Our focus on income and property taxes is based upon their domi- 
nant roles in funding public education. In 2001, property taxes ac- 
counted for 73 percent of local revenues, far ahead of sales and gross 
receipts taxes (16 percent), individual income taxes (5  percent), and 
corporate and other taxes (6 percent)? Because local revenues are ex- 
pended primarily for public elementary and secondary school systems, 



168 CHAPTER9 

the costs of collecting property taxes must be considered. In 2001, in- 
come taxes (personal and corporate) accounted for 57 percent of fed- 
eral revenues and about 40 percent of state revenues; hence their col- 
lection and disincentive costs are also major issues.3 Sales taxes will be 
disregarded, since they are a major component of education funding 
only at the state level, where they generate less than one-third of the 
funds for public education. It must be emphasized, however, that each 
level of government levies some taxes that are the primary source of 
revenue at other levels. For example, some dependent school districts 
receive funds from sales taxes, and 39 states utilize state property 
taxes." We believe, however, that a sense of the magnitude of the costs 
of raising revenues for public education is demonstrable without 
greater precision in the analysis. 

Obviously, our approach to the costs of collecting revenues for pub- 
lic education raises the basic allocation of cost issues discussed in pre- 
vious chapters. One can plausibly argue that the costs of tax collection 
would not diminish, or would not diminish very much, if there were no 
public schools. For example, the federal government would continue to 
utilize the federal income tax as its main source of revenue. As previ- 
ously noted, however, this argument leads to the unsustainable conclu- 
sion that there are no costs to tax collection; every government service 
could claim that the tax system would remain in place even if its ser- 
vices were abolished. To avoid this outcome, we have allocated the 
costs of tax collection in proportion to the service revenues raised by a 
tax. If half of the revenues of a tax go to public education, then half of 
the costs of collecting the tax will also be allocated to education? 

THE COSTS OF COLLECTING PROPERTY TAXES 

Although property taxes account for almost two-thirds of public school 
revenues nationally, there are large differences in the percentage from 
state to state and sometimes between school districts in the same state. 

In an effort to establish the magnitude of the collection costs of prop- 
erty taxes, economist James L. Payne undertook an examination of the 
systems of Spokane County, Washington, and Bonner County, Idaho? 
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Spokane County is an urban county, including the city of Spokane, with 
a population of 361,000 and property tax revenue of $261 million. Bon- 
ner County is a rural area, with a population of 27,000 and property tax 
revenue of $24 million. 

Using published budget figures and interviews with administrators 
and budget officials, Payne began by outlining the three main units in 
a local property tax system. First, the assessor’s office sets values to 
property, sends out notices of these valuations, and deals with citizen 
disputes concerning these valuations. (In Bonner County, this function 
appears as two separately funded activities, assessment and property 
revaluation, both of which function in the same physical office.) 

The quasi-judicial body where taxpayers appeal the decisions made 
by the assessor is generally called a board of equalization. (In Bonner 
County, the county commissioners also serve as the board of equaliza- 
tion to hear assessment protests.) In addition to the local board of 
equalization, there are higher levels of appeal, including a state board 
of equalization as well as the courts. The costs of these higher levels of 
appeal are ignored in Payne’s analysis, since they appear to be quite 
small in the overall picture. 

Finally, every property tax system has a tax collection agency that 
sends out notices of taxes due, records payments, pursues delinquen- 
cies, and, ultimately- with the assistance of local law enforcement 
officials - seizes property of defaulting taxpayers. Generally, this col- 
lection function is carried on by the local treasurer. Since this office 
also has other functions, such as receiving nontax payments and man- 
aging investments, Payne asked officials to estimate the fraction of 
tax-related work carried on by the treasurer’s office. This was put at 
60 percent by the Spokane treasurer’s office, and 80 percent by the 
Bonner County treasurer. These figures were used to allocate a pro- 
portion of the treasurer’s office expenses to the tax system. 

The results of the tabulations of administrative costs are shown in 
tables 9.1 and 9.2. In Spokane, administrative costs totaled $4.7 mil- 
lion, or l .81 percent of property taxes collected. In Bonner County, 
costs were $1 million, or 4.15 percent of property taxes collected. 
The greater efficiency of the Spokane system would seem to reflect 
economies of scale. 
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Table 9.1. Administrative Costs of Property Tax System in 
Spokane County, Washington, 1997 

Agency cost 

Assessor's Office 
Budgeted expenditures $2,554,990 
Overhead costs not in budget 660,000 

Budgeted expenditures 8,388 
Overhead costs not in budget 30,000 

60% of budgeted expenditures 827,632 
Overhead costs not in budget 538,000 

Total administrative cost 4,619,010 
Total property taxes collected $261,104,370 

Board of Equalization 

Treasurer's Office 

Administrative cost as a fraction of total taxes collected 1.81 Yo 

Source: James L. Payne, Fundraising Costs of Public Education, paper prepared for the 
Education Policy Institute, Appendix, table Al ,  August 14, 2001. 

Table 9.2. Administrative Costs of Property Tax System in 
Bonner County, Idaho, 1997 

Agency cost 

Assessor's Office 
Budgeted expenditures 
Benefits and overhead 
Revaluation, budget 
Benefits and overhead 

80% of budgeted expenditures 
Benefits and overhead 

Total cost 
Total property tax collected 

Treasurer's Office 

Administrative cost as a fraction of taxes collected 

$1 66,066 
187,343 
224,637 
169,266 

89,895 
167.1 33 

1,004,340 
$24,224,542 

4.15% 

Source: James L. Payne, Fundraising Costs of Public Education, paper prepared for the 
Education Policy Institute. Appendix, table A2, August 14, 2001. 

COMPLIANCE COSTS 

In addition to the work performed by government tax agencies, tax sys- 
tems involve effort, time, and money on the part of the taxpayers who 
have to deal with them. This burden is the compliance cost of the sys- 
tem. Ideally, a survey of taxpayers should be utilized to estimate the 
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compliance costs. Although many surveys have been made of taxpayer 
behavior in connection with income tax systems, Payne was unable to 
identify any survey of taxpayer compliance costs in a property tax sys- 
tem. His estimates of the compliance costs in the two counties are 
shown in tables 9.3 and 9.4. 

In a property tax system, compliance costs occur at four points. The 
first is the taxpayer response to the assessment notice, which sets the value 
of the property for tax purposes. Interviews with officials in the assessors’ 
offices indicated that a surprisingly high number of taxpayers question 
their assessments. In Spokane it appeared that about 10 percent of assess- 
ments are challenged, or at least queried; in Bonner County, the figure ap- 
pears to be over 20 percent. 

Naturally, the time each taxpayer devotes to these challenges will vary. 
In a few cases, it might involve only one telephone call; at the other ex- 
treme, the taxpayer might spend weeks discussing his assessment prob- 
lem with friends, advisors, and professionals. One important variable in 
this picture is whether the taxpayer contacts the assessor’s office by tele- 
phone or in person. Naturally, the latter method involves a greater ex- 
penditure of time (unless the assessor’s telephone is always busy- which 
is not unusual at the height of the tax season). It appears that in Spokane, 
the majority of the challenges are made by telephone, while in Bonner 
County the majority are personal visits. For his analysis, Payne assumed 

Table 9.3. Compliance Costs of Property Tax System in 
Spokane County, Washington, 1997 

Taxpayer Activity 
Number Cost 
of Cases Per Case Total Cost 

QuestioningIChallenging Assessment 

QuestioningIChallenging Assessment 
Assessor level 20,000 $26.60 $532,000 

Board of Equalization 
Initial contacts 5,000 26.60 133,000 
Full petitions 600 1,250.00 750,000 
Severe delinquencies 
(foreclosures, seizures) 2,700 1,250.00 3,375,000 

Total cost 7,716,000 
Total property taxes collected $261,104,370 

Compliance cost as a fraction of total taxes collected 2.96% 

Source: James L. Payne, Fundraising Costs of Public Education, paper prepared for the Education 
Policy Institute, Appendix, table A4, August 14, 2001. 
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Table 9.4. Compliance Costs of Property Tax System in 
Bonner County, Idaho, 1997 

Taxpayer Activity 
Number Cost 
of Cases Per Case Total Cost 

Questioning/Challenging Assessment 

QuestioninglChallenging Assessment 
Assessor level 7,600 $26.60 $202,160 

Board of Equalization 
Full petitions 70 1,250.00 87,500 

Responding to notices 32,600 13.30 433,580 
Initial delinquencies 4,400 26.60 117,040 
Severe delinquencies 
(foreclosures, seizures) 550 $1,250.00 687,500 

Total cost 1,527,780 
Total property taxes collected $24,224,542 

Tax collection 

Compliance cost as a fraction of total taxes collected 6.31% 

Source: James L. Payne, Fundraising Costs of Public Education. paper prepared for the Education 
Policy Institute. Appendix, table A4, August 14, 2001. 

that the average amount of time that a taxpayer takes in questioning an 
assessment notice at the assessor’s level is two hours. This includes the 
time spent thinking about and preparing for the contact, the time spent 
making contact (driving, waiting, telephoning and getting a busy signal), 
and time actually spent discussing the problem with officials. To value 
this time, Payne used the nationwide hourly rate of $13.30.7 This results 
in a cost of $26.60 for each case. Out-of-pocket costs, such as parking ex- 
penses, telephone bills, copying charges, and so forth, were included in 
this figure. 

When the taxpayer fails to get satisfaction at the assessor’s level, he 
appeals to the board of equalization. This appeal has two levels of in- 
volvement. First, there are preliminary contacts with equalization board 
staff, in which the taxpayer explains his situation and attempts to de- 
termine how and whether to pursue the dispute, and perhaps makes an 
initial request for a hearing. Most taxpayers drop out at this stage, 
learning that their case has little chance of success, or deciding that 
contesting the issue is not worth their time. For the purpose of assess- 
ing this burden, Payne treated it as requiring the same amount of time 
as the initial inquiries at the assessor’s office. (In Bonner County, 
where the county commissioners serve as the board of equalization, the 
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burden of these initial contacts was already included in the questioning 
process taking place in the assessor’s office.) 

Some taxpayers pursue their case at the board of equalization level 
and prepare a full petition to be considered by the board at a formal 
hearing. Although the actual hearing time was only 10 minutes to 1.5 
hours, the cases generally involved considerable preparation. As offi- 
cials made clear to taxpayers, it is pointless to go before a board of 
equalization with only the complaint that one’s taxes are “too high.” 
The taxpayer must develop empirical evidence to document the posi- 
tion that his property was overvalued. This often involved considerable 
research and complicated calculations due to the different methods of 
valuation (cost, market value, or income). In Spokane, the majority of 
appeals included independent assessments, paid for by the taxpayer. 
Taxpayers with large homes, as well as business taxpayers, often hired 
accountants and attorneys to develop the paperwork for their case. In 
cases with millions of tax dollars at stake, the taxpayers were willing to 
spend substantial amounts to prepare their argument for a lower valua- 
tion. Payne estimated that the average cost of taxpayer involvement in 
these cases is $1,250. This figure covers both the taxpayer’s time in 
thinking about, discussing, and preparing the case, and all expenses for 
materials and professional services. 

The third stage of the compliance process is the taxpayer’s response 
to the notice of tax due, sent by the treasurer’s office. The taxpayer 
normally responds to this by making payment. At a minimum, the costs 
involved at this stage include the time taken to write a check, prepare 
an envelope, perhaps copy the check and/or notice, and mail it. A sur- 
prisingly large number of taxpayers-around 10 percent -come to the 
treasurer’s office to pay in person, either to get a receipt or to query or 
complain about a tax bill. Payne estimated the time/cost for taxpayers 
to be one hour, or $13.30. (Taxpayers who do not pay at this stage and 
become delinquent are assumed to bear no burden .) 

The next stage of the collection process is the pursuit of delinquen- 
cies. According to tax collection officials, about 10 percent of tax bills 
remain unpaid at the end of the statutory period and become delinquent. 
These “initial delinquencies” are pursued by notices, letters, and tele- 
phone calls, and most of them are eventually cleared up. The taxpayer 
burden here was assumed to be the same as for questioning assessments, 
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two hours, or $26.60. When a delinquency has passed a statutory period, 
the property becomes subject to foreclosure and seizure action by the tax 
collector acting through the courts and police. These “severe delinquen- 
cies” generally involve considerable taxpayer involvement, as the tax- 
payer acts to hold on to his property. Taxpayer activities at this stage in- 
clude retaining lawyers to resist foreclosure, meeting with local officials 
to arrange for delays, and special payment plans. This burden was set at 
$1,250, the same as for a formal assessment appeal. 

With these values ascribed to the different phases of the taxation 
process, Payne estimated the taxpayer compliance burden, as shown in 
tables 9.3 and 9.4. 

Tables 9.3 and 9.4 show that the Spokane jurisdiction had a lower 
relative cost (2.96 percent, compared to 6.31 percent for Bonner 
County). The most likely explanation for this difference is that the Bon- 
ner County tax system is more accessible to citizens. They are more 
likely to know the (locally elected) assessor, treasurer, and commis- 
sioners, and feel less inhibition about going to county offices. In the 
city of Spokane, protesting a tax or tax assessment is more difficult, and 
more forbidding, so more citizens-even if dissatisfied- simply do not 
act upon their complaints about the tax system. 

Compared to an income tax with all its complexities, a property tax 
is extremely straightforward. The definition of property, and the own- 
ership of property, are simple concepts, and there is very little opportu- 
nity for tax avoidance or evasion. As a result, we would expect that a 
property tax system would have much lower compliance costs than an 
income tax system. 

Payne’s data bear this out. In Spokane County, the monetary value of 
these compliance burdens on citizens amounted to over $1.5 million, or 
2.96 percent of total taxes collected. In Bonner County, they amounted 
to $1.5 million, or 6.31 percent of taxes collected. For the overall esti- 
mate of compliance costs under property taxes, Payne used the average 
of these two values, or 4.64 percent. 

This figure is much lower than the 26.4 percent compliance cost that 
Payne calculated for the federal income tax system, but it is not negli- 
gible. Citizens make a significant investment of time and money in 
dealing with property taxes. A survey of local assessors’ offices by the 
Washington State Department of Revenue found the “number of tele- 
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phone calls and visits from property owners to the assessors’ offices 
following revaluation is so great in some counties that it is often diffi- 
cult to accommodate property owners in the 30 days before they must 
file an appeal.”* 

THE COSTS OF COLLECTING STATE REVENUES 

In 1998-99, state governments provided $169.3 billion in public school 
revenues? Of seven main functional categories of state spending, ele- 
mentary and secondary education is the largest state expenditure, uti- 
lizing more than 35 percent of general fund spending.I0 Along with 
other receipts, state income taxes paid by individuals are paid into the 
state’s general fund. The cost of collecting these taxes is lower than the 
cost of collecting federal income taxes for two reasons. First, 43 states 
levy state personal income taxes as a percentage of the taxpayers’ fed- 
eral income tax obligations.“ Furthermore, as noted above, the state in- 
come tax codes are much simpler than the federal code. Most state per- 
sonal income tax laws provide for an optional standard deduction and 
allow the taxpayers to utilize their federal itemized deductions as their 
state deductions. In addition, the government cost is reduced if em- 
ployers collect most of the revenue for the tax. These factors suggest 
that the percentage cost of collecting state income taxes is about one- 
fourth the percentage cost of collecting federal income taxes. 

State sales taxes and excise taxes raised 49 percent of state revenues 
in 1997.12 State sales taxes cost more to collect per dollar of revenue 
than either property or income taxes. Thus, individual income and sales 
taxes accounted for 82 percent of state revenues in 1997; by adjusting 
the costs to reflect the amount raised by each kind of tax, and applying 
the percentage to the remaining sources of state revenues, one could es- 
timate the cost of collecting state revenues for public education. 

THE COSTS OF COLLECTING FEDERAL REVENUES 

In fiscal year 1998-99, federal revenues accounted for 7.1 percent of 
the revenues for public ed~cati0n.l~ In 1985, Payne estimated that the 
federal government cost of revenue collection was 0.61 percent of the 
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revenue c01lected.I~ Although Payne’s estimate is not as recent as is de- 
sirable, it may be on the conservative side for several reasons. First, the 
Internal Revenue Code is more complex than it was in 1985; this means 
more government and taxpayer time, more utilization of lawyers and 
accountants, and higher costs of collection on both the government and 
the taxpayer sides. Second, Payne did not include various costs which 
in toto would have raised the percentage by a significant amount. For 
example, his analysis did not take into account the congressional ex- 
penses devoted to tax matters or the tax-related expenses of the presi- 
dency and other executive offices, including the Office of Management 
and Budget (OMB). For these and other reasons, Payne’s estimate ap- 
pears to be realistic even if the percentage of federal costs that he in- 
cluded has declined since 1985. Assuming that the federal government 
cost of collecting federal revenue in FY 1998-99 was 0.61 percent of 
the total, the cost of collecting federal taxes for education in that year 
would have been $1.49 billion-not a huge amount in the overall pic- 
ture, but more than a trivial one. It should be emphasized, however, that 
if our analysis is valid, the federal revenues for public education are 
much larger than the NCES estimates; hence the costs of collecting 
federal revenues for education would correspondingly be more than 
$1.49 billion. 

To arrive at a single number that expresses the overhead cost of rais- 
ing school tax funds nationwide, we can combine the property and in- 
come tax figures in a 2: 1 ratio, which is roughly the proportion of prop- 
erty taxes to income taxes in the school tax mix (as already noted, excise 
and sales taxes are excluded from this analysis). This yields an overall 
figure of 36.2 percent and means that to raise $1 .OO in taxes for the pub- 
lic schools, an additional cost of 36.2 cents for tax collection must be in- 
cluded. This is the factor that should be added to published budget fig- 
ures to arrive at a more realistic estimate of the cost of public education. 
For example, suppose total revenues for public elementary and second- 
ary schools are $300 billion. Our admittedly highly tentative estimate of 
the cost of raising these funds through the tax system is 36.2 percent of 
this amount, or nearly $109 billion. Hence, the actual total cost of pub- 
lic primary and secondary education would be $409 billion. 

Obviously, this estimate of the fundraising costs of public education 
involves many large uncertainties. Its purpose is not so much to estab- 
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lish the precise cost of collecting school tax funds, but rather to dispel 
the prevailing assumption that these costs are zero. 

THE COST OF CONFLICT 

Democratic theory says that citizens should pay their taxes cheerfully, 
but someone seems to have forgotten to tell taxpayers this. They often 
resent having their money wrested away from them, and as a result, 
they often resent the people deemed responsible for the taxes that must 
be paid. Understandably, when a school system is funded by taxes, it 
generates an underlying reservoir of opposition. This opposition poses 
an enduring problem for public schools. At any moment, the critics 
may comprise a majority, and defeat a needed funding measure, thus 
leaving the school in a financial crisis. Another possibility is that this 
critical bloc may elect, or help elect, school boards or other officials 
hostile to expenditures for public schools. 

Conflict within the schools is an even more daunting problem. Be- 
cause public education is funded through taxes, everyone in the com- 
munity has a right to complain about anything that goes on in the 
schools, and school officials are legally and morally bound to consider 
their complaints. As a result, public schools are repeatedly embroiled in 
public disputes that sap everyone’s energy. 

Unfortunately, the public disputes often escalate into a community- 
wide struggle. Factions are formed, and charges are traded back and forth. 
If teacher tenure or competence is involved, the teacher will turn to the 
union for support, thus further escalating the conflict. Protesting taxpay- 
ers and parents will become watchdog bodies. 

It is important to realize that this unsatisfactory outcome is not nec- 
essarily the result of poor management or inadequate leadership. By 
turning to the tax system for funding, American educators inadvertently 
brought a great deal of social conflict into the schools. Public education 
was founded partly to “Americanize” the huge number of immigrants 
arriving in the U.S. in the latter half of the nineteenth and early part of 
the twentieth centuries. Today, however, scores of differing ethnic, reli- 
gious, and cultural groups, all of which feel equally qualified to express 
and act upon their displeasure about various aspects of public education, 
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present a much different situation. Although the cost of social conflict in 
the schools is not necessarily included in school district financial state- 
ments, it could be very substantial. Interestingly enough, as early as 
1962, Milton Friedman warned that our political system could not with- 
stand the divisive tendencies inherent in public ed~cati0n.l~ 

LOTTERY REVENUES 

Although lottery revenues for education are included in the foregoing 
analysis, a brief discussion of them illustrates the gap between the po- 
litical rhetoric and the realities of educational revenues. In the early 
years of our nation, government-sponsored lotteries were frequently 
utilized to finance various public services. By 1900, however, every 
state prohibited lotteries, and the prohibitions remained in effect until 
1964.16 In that year, New Hampshire adopted a lottery to fund public 
education. Since then, 37 states and the District of Columbia have 
adopted lotteries. In 1997, gross state lottery revenues were over $35 
billion and net lottery revenues exceeded $12 bi1li0n.l~ Almost half of 
the state lotteries allocate all or some of the lottery revenues to public 
education. In the other states, lottery revenues are allocated to the 
state's general fund; these funds may or may not be used to increase ap- 
propriations for public schools. 

Reliance on lottery revenues for public education is subject to criti- 
cism for the following reasons: 

Lottery revenues are highly unstable, often requiring sudden ad- 
justments in school district budgets. 
Lotteries have a negative impact on economic growth. Consequently, 
lotteries can result in a decline in sales, excise, andor income taxes; 
some states appear to have lost $0.23 in other revenues to gain $1 in 
lottery revenues.'* 
Lottery revenues replace, not supplement, other revenues for edu- 
cation. Other public services, not education, are the beneficiaries 
of lottery revenues earmarked for education. Their benefits are the 
additional revenues made possible by earmarking lottery revenues 
to education, and the fact that the noneducation services benefit 
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from their higher-priority claim to revenues from the state’s gen- 
eral fund. Actually, lotteries often function to conceal legislative 
unwillingness to raise taxes for education, rendering it more diffi- 
cult to do so after a lottery plan is enacted. 

Perhaps the single most telling criticism of state lotteries to raise rev- 
enues for any public service is their inefficiency as a means of raising 
revenues. Lottery administration requires promotion, ticket selling, and 
accounting costs, often in conjunction with a new state bureaucracy 
that raises another set of problems. After payment of expenses, only 
about $11 billion out of gross lottery revenues of $32.1 billion in 1995 
was available to fund public services . I 9  In Florida, lottery legislation 
mandated that 50 percent of gross lottery revenues be spent for prizes 
and not over 12 percent for administration, thus leaving only 38 percent 
for educationFO No alternative way of funding education costs as much 
as lotteries per dollar of net revenue. 

As noted above, in most states lottery revenues supplant instead of 
increase revenues for education. In effect, they illustrate the pressure 
on legislators to raise more revenue without enacting higher taxes that 
are unavoidable. Inasmuch as no one is required to buy a lottery ticket, 
or needs one to survive, lottery revenues are viewed as a politically 
painless way of generating school revenues. However, public school 
organizations do not wish to depend on sources of revenue that can 
fluctuate widely from year to year. A resolution adopted by the National 
Education Association states that “the amount of aid must be generally 
predictable for long-range planning and specifically predictable for 
year-to-year planning .”*I 

Low-income citizens provide a disproportionate share of lottery rev- 
enues; hence such revenues also conflict with the objective of paying 
for education through a progressive tax system. The revenues from lot- 
teries are a minor source of revenues for education, but this is not the 
case with education revenues from state sales taxes, which are growing 
in importance as a source of revenue for public education. Despite ef- 
forts to mitigate their regressivity, sales taxes are inherently regressive 
inasmuch as their effectiveness depends upon their unavoidability - 
and only necessities are unavoidable. 
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SUMMARY 

The failure to include the costs of tax collection is one of the major rea- 
sons why the net benefits of tax-supported welfare programs are exagger- 
ated. In private schools and private business generally, the costs of raising 
revenues to fund the enterprise are routinely included as a cost of doing 
business. Not so in public education, where the costs are allocated to the 
agencies that levy and collect taxes. The Internal Revenue Service (IRS) 
estimated that it cost $0.39 to collect each $100 of tax revenue in the year 
ending September 30, 2000. Because the federal government provides 
only about 7 percent of funding for public education, the estimated costs 
of levying and collecting taxes at the state and local levels should also be 
included in estimates of the costs of public education. Compliance costs 
by taxpayers should also be considered in these estimates. 

All of the 37 states and the District of Columbia that allocate some lot- 
tery revenues directly to public education have extensive administrative, 
promotion, and advertising expenses. No alternative way of funding ed- 
ucation costs as much as lotteries per dollar of net revenue. Lottery rev- 
enues have replaced, not added to, general revenues for education. 
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CHAPTER 70 

Disincentive Costs 

The largest overhead cost of a tax system is normally the tux disincen- 
tive cost. This is the effect that taxation has on discouraging productive 
economic activities. This cost stems from the elementary principle that 
a tax on any activity will, by raising its price, act as a deterrent or dis- 
incentive to that activity. A tax on labor will discourage people from 
working, a tax on homes will discourage homebuilding, and so on. 

Though elementary, this principle is often overlooked. One reason 
why this cost was overlooked for so long-and is still overlooked by 
many-is that people are inclined to assess public policies in terms of 
their intentions instead of their efsects. Since legislators do not intend 
to harm production and trade with their taxes, it is assumed that the 
taxes won’t harm production and trade. 

Another error that leads many to overlook the disincentive effect of 
taxation is the tendency to ignore the motivation of economic actors. As- 
sume a community where every family has one and only one child. It has 
a system of school funding that is completely private and voluntary: each 
family pays an average of $5,000 for its child to attend a private school. 
Now consider a second community, identical in all respects except that it 
has a tax-funded school system: each family pays an average of $5,000 
in taxes to the school system which educates its child. At first glance, 
these systems would seem to be economically identical, and it is difficult 
to see why the tax-funded system would entail any economic loss. But 

This discussion draws heavily on an analysis prepared by economist James L. Payne for the Ed- 
ucation Policy Institute; however, the authors (ML and CKH) are solely responsible for the con- 
tent here. Although the chapter includes changes from Payne’s analysis, most of the chapter fol- 
lows Payne’s paper and it follows Payne on the critical issues. 
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consider the motivation of the individual workers. In the private system, 
Jones the shoemaker has to earn enough money to enable his child to go 
to school. This means that the desire to educate his child a& to his mo- 
tivation to work. Suppose, for example, that his normal income does not 
quite provide the amount he needs to send his child to a desired school. 
This situation will prompt Jones to work overtime and make perhaps five 
extra pairs of shoes a month to send his child to school. 

Under the tax-funded system, the desire for education would not add 
to Smith’s desire to work. Since his child will be educated regardless of 
his economic effort, he is not prompted by educational considerations 
to work overtime. As a result, the community has five fewer pairs of 
shoes, and is thus poorer than it otherwise would be. Worse still, the tax 
to raise money for the school is likely to be levied in some way on 
Smith’s production of shoes. By taking away some of the fruits of his 
labor, it will discourage him from working as hard as he otherwise 
would. Hence, the effect of a tax-funded school system is to make the 
community poorer than it would be under a privately funded school 
system of the same scale and kind. 

For the most part, educational finance has focused on the effects of 
various taxes on education. Does the tax raise sufficient revenue? Is it 
equitable? Easily administered? And so on. The effects of various kinds 
of taxes for public education on private-sector incentives have reached 
much less attention. As previously noted, however, the impact of taxes 
and tax systems is a highly controversial issue in politics and econom- 
ics. For instance, payroll taxes discourage work; as such taxes rise, per- 
sons with choices may elect leisure over work, or turn to work that is 
not openly subject to taxes. To decide rationally whether the benefits of 
a policy are more valuable than its costs, policymakers need to know 
the costs as fully as possible. 

A recent development in federal taxation should help to clarify the 
issue. In 1990, Congress passed a luxury tax on yachts as part of a plan 
to tax according to ability to pay. The upshot, however, was that the 
yacht-building industry experienced a drastic decrease in the demand 
for yachts, throwing workers in the yacht-building industry out of work 
and into unemployment compensation and other federally funded wel- 
fare programs. Congress repealed the tax in August 1993, because the 
costs turned out to be much greater than the benefits. 
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Looking at this situation, we can say that in enacting the yacht tax, 
Congress failed to take into account its disincentive effects. The same 
issue is at stake in the congressional controversies over efforts to re- 
duce marginal tax rates. One way or another, the arguments for the tax 
reductions were arguments for reducing the disincentive effects of 
taxes; meanwhile the opponents of the reductions contended that the 
tax reductions would help the wealthy at the expense of the poor. As 
economist David Monk points out, however: 

The preference for taxing products where either the demand or the sup- 
ply is relatively insensitive to price is one manifestation of a broader ef- 
ficiency standard that is commonly applied to the evaluation of taxes. 
This broader goal is for the tax to affect as little as possible the working 
of the economy. Taxes that dramatically affect either the production or 
consumption behavior of individuals are considered undesirable.’ 

Monk’s point explains why the disincentive effects of taxes for educa- 
tion should be considered in evaluating our system of funding it. Al- 
though the disincentive costs are not included in estimates of the gov- 
ernment costs, they should be included in any comprehensive 
assessment of funding for public education. The disincentive costs 
should not be overlooked merely because academics ignore them or be- 
cause we have only crude ways to assess them, or because they do not 
fit into the conventional accounting definition of “costs.” 

A critical issue is whether the government costs of public education 
are large enough to generate disincentive costs. At the federal level, the 
appropriations for public education are probably too small a part of the 
federal budget to generate any substantial disincentive effects. How- 
ever, it must be emphasized that the total amount that taxpayers pay in 
taxes, not the amount paid to one level of government, is the critical 
factor in assessing disincentive effects. At the local level, the revenues 
for public education are much more than half of all locally generated 
revenues; if there are disincentive effects of local property taxes, edu- 
cational funding is probably the main cause. 

Corporate relocation or start-up decisions illustrate the importance of 
disincentive costs. In educational circles, it is often said that the presence 
of good schools is an extremely important consideration in business 
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location decisions. Perhaps, but relocation experts regard a pro-business 
tax structure as a much more important inducement; in fact, states and 
communities often compete for new company plants through tax ex- 
emptions or commitments to lower taxes for lengthy periods of time. 

In this connection, consider the location of new automotive plants in 
recent years. 

Spring Hill, TN 
Canton, MS 
Smyma, TN 
Georgetown, KY 
Decherd, TN 
Greer, SC 
Lincoln, AL 
Vance, AL 

Saturn” 
Nissan 
Nissan 
Toyota 
Nissan 
BMW 
Honda 
Mercedes-Benz’ 

*Only unionized plant on the list 

None of these choices appears to be based on the quality of education 
at the site; “good schools” are probably more a result than a cause of 
plant location. The critical point is that high levels of taxation discour- 
age plant location; hence, whatever contributes to high levels is a le- 
gitimate area of public concern. Although taxes for public schools play 
a significant role in state and local taxation, their private-sector effects 
are important regardless of whether these effects are categorized as 
“costs” or in some other way. 

Nationwide statistics indicate that about 45.9 percent of public ele- 
mentary and secondary school funding comes from local property 
taxes, while most of the remainder comes from a combination of state 
and federal income taxes and sales and excise taxes? For the purposes 
of this discussion, we confine our attention to taxes on property and in- 
come, and leave aside excise and sales taxes. 

DISINCENTIVE COST OF INCOME TAXES 

Income taxes are the main source of federal and state revenues going to 
public education. Taxes on personal income, as well as taxes on corporate 
income and the income from capital gains, are included in “income taxes.” 
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The first empirical studies of the disincentive cost of income taxes 
appeared in the 1970s: Since that time, specialists in the economics of 
taxation have made numerous studies of this effect (which they usually 
call the “marginal excess burden of taxation” or “deadweight loss”). 
Partly because they are using different economic models, scholars have 
not arrived at a single estimate. The discrepancies also reflect the fact 
that the effect of an income tax varies considerably, depending on the 
type of taxpayer and type of income. 

The disincentive effect is extremely high for taxes on the income 
from capital, because capital is such a mobile factor of production. A 
study of the capital gains tax by economists Roger Gordon and Burton 
Malkiel in 1981 found that the disincentive cost amounted to 123 per- 
cent? In other words, to raise $1 through the capital gains tax causes a 
loss or waste of $1.23 in the overall economy. In the same study, they 
found that the tax on corporate income had a disincentive cost of 139 
percent. A later study by Jane Gravelle and Laurence Kotlikoff put the 
disincentive cost of the corporation tax at between 84 and 151 percent? 
Some economists have concluded that the taxation of capital income 
does so much harm to the economy that it does not raise any net rev- - 
enue.’ 

Generally speaking, the disincentive costs for taxes on labor income 
are lower than those estimated for capital income. The main reason for 
this is that the supply of labor is less elastic than capital, that is, less 
likely to change dramatically in response to taxation. A 1981 study by 
Jerry Hausman found an overall disincentive effect for labor of 28.7 
percent? This overall figure masks a considerable variation of this ef- 
fect for different kinds of workers. For low-wage married men, for ex- 
ample, the disincentive effect was 21.8 percent. For low-wage married 
women-who can more readily quit jobs if taxes take a bigger part of 
their paycheck-the disincentive effect was 58.1 percent. 

In a 1987 study, Edgar Browning calculated the disincentive cost of 
labor taxation at between 3 1.8 and 46.9 percent? This estimate is of 
particular interest because Browning’s model, using what are known as 
“compensated elasticities,” assumes that the tax money is used to sup- 
ply something like schooling, which the taxpayer would otherwise be 
purchasing. It is, therefore, more appropriate for our purposes than 
models that assume government spending goes to some public good 
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that does not substitute for something the taxpayer would purchase di- 
rectly, like defense spending. 

Some scholars have developed general models that attempt to assess 
the overall disincentive effect of the tax system on all types of income. 
One of the first of these “general equilibrium” models was put forward 
by Charles Stuart in 1984, who came up with an estimated disincentive 
effect of 24.4 percent. In 1985, a detailed, comprehensive model ad- 
vanced by Charles Ballard, John Shoven, and John Whalley found a 
disincentive effect of 33.2 percent; that is, raising $1 through the tax 
system causes 33.2 cents in lost production.I0 Another comprehensive 
model developed by Dale Jorgenson and Kun-Young Yun came up with 
an estimate of 46.0 percent.” 

Some recent work by Martin Feldstein, former chairman of the 
Council of Economic Advisors, suggests that these estimates may be 
much too low. Basing his calculations on the actual behavior of tax- 
payers in response to the 1986 tax reform, Feldstein found a disincen- 
tive effect of 165 percent.’* This higher figure reflects something of a 
trend in the literature on disincentive effects; estimates of tax disincen- 
tive costs have tended to increase as economists have refined their 
models and improved their empirical foundations. 

For present purposes, the Ballard, Shoven, and Whalley figure of 
33.2 percent is probably the most comprehensive and accurate. Fur- 
thermore, this figure falls between the other estimates, and this makes 
it perhaps the most representative figure. 

THE DISINCENTIVE EFFECTS OF PROPERTY TAXES 

In the 14,891 independent school districts in the United States (in 
1998-99), 95 percent of local tax revenue was raised by property taxes. 
For this reason, reliance upon the disincentive costs of property taxes 
will result in reasonable estimates of the disincentive costs of local taxes 
for education if the estimating procedures are reasonably accurate.13 

To weigh the economic effect of a property tax, it helps to review the 
general theory of disincentive effects. All taxes do not create a disin- 
centive effect. For example, in ideal form, a head tax (also called a 
“lump sum” tax) is a fixed levy on each and every person. It must be 



DISINCENTIVE COSTS 189 

paid whether taxpayers work or sleep, whether they are rich or poor, 
whether they have saved their wealth, or consumed it. Because the head 
tax is not tied to any economic activity, it does not discourage any, and, 
therefore, would have no disincentive effect on economic production. 
An income tax lies at the other extreme. It is usually tied to the pro- 
ductive economic activities that generate income - work, savings and 
investment, the invention and application of technology - and therefore 
it directly discourages them. 

Lying between these two categories is a tax on property. For taxpay- 
ers owning a property on a permanent basis, such as a homeowner, a 
property tax approaches being a head tax. You pay it in a fixed amount, 
whether you have worked or slept, whether you are rich or poor, 
whether you have invested or consumed. Therefore, for such taxpayers, 
the property tax would not, in the main, seem to affect economic be- 
havior. However, in other cases, the value of property is tied to in- 
come-producing efforts. If a farmer wants to earn more income he may 
have to build a bigger barn-which will increase his property taxes. 
Therefore, the property tax indirectly discourages him from earning 
more income. 

A property tax also operates as an excise tax, raising the cost of own- 
ing homes, stores, and factories. As such, it would have some discour- 
aging effect on the sale of, and hence the construction of, these proper- 
ties. Economists are generally of the opinion that an excise tax reduces 
labor effort, the logic being that since the worker can buy less with his 
paycheck, it makes leisure relatively more attractive. But it does not 
seem that this effect is as great as a direct tax on labor. An excise tax 
falls only on some commodities, and therefore does not shrink the 
value of the paycheck across the board. In particular, it does not fall on 
savings and investment. Thus, a property tax bears only indirectly, or 
partially, on income. 

These considerations suggest that for the property tax, we treat its 
disincentive effect as falling halfway between that of an income tax, 
which we have suggested is 33.2 percent, and a head tax, to which we 
have ascribed a value of zero.14 That approach gives us a figure of 16.6 
percent for the disincentive effect of a property tax. In other words, to 
raise $1 through the property tax causes the loss of 16.6 cents of eco- 
nomic production. 
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WHO PAYS THE TAXES? 

Although public policies are supposed to govern the kinds of taxes that 
are imposed, the political influence of potential taxpayers is often the 
decisive factor on this issue. The developments in Vermont illustrate 
this point. 

In 1997, Vermont enacted the Equal Educational Opportunity Act of 
1997. The act imposed a statewide property tax of $1.10 per $100 of 
equalized assessed valuation. Towns wishing to spend more were al- 
lowed to impose additional taxes, but the amounts raised this way were 
to be redistributed evenly among all of the participating districts. Al- 
though the local option was supposed to be a concession to districts that 
wanted to spend more than the statewide block grant, its political effect 
was to antagonize the higher-spending districts. In some, taxpayers es- 
tablished private foundations to avoid sharing their additional taxes 
with other school districts.15 

As a practical matter, Vermont prefers property to income taxes be- 
cause a great deal of property in the state is owned by taxpayers who 
do not live in the state, including large out-of-state ski corporations. 
An income tax would increase the tax burdens of state residents, be- 
cause they would lose the revenue from the property of out-of-state 
taxpayers. 

Another point of interest is who pays the taxes. Although the point 
is debatable, property taxes are generally progressive, because the 
lower-income taxpayers are less likely to own property subject to 
property taxes. Other taxes, however, tell a different story. Table 
10.1 provides a breakdown of the sources of education funding in 
Michigan. 

Table 10.1. Funding Education in 
Michigan in 2000 

Source of Revenue In Millions 

TobaccoILiquor Taxes $401.8 
Gambling Revenues 71 2.0 
Property-related Taxes 1,802.2 
Income Tax 2,043.9 
Sales and Use Tax 5,170.1 

Source: Michigan Education Report, Spring 2001, 1. 
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More than 10 percent of Michigan’s School Aid Fund is comprised 
of taxes on behaviors deemed undesirable, at least for children, includ- 
ing drinking, smoking, and gambling. But over a billion dollars in pub- 
lic school funding would be lost if adults ceased engaging in these ac- 
tivities. Generally speaking, sales taxes are most effective when levied 
upon items that cannot be avoided. Taxpayers can decide not to buy 
yachts, but they must buy food. This is why a tax on food is more ef- 
fective at raising revenue. Taxes on food, however, are regressive, as 
are tobacco and liquor taxes. As a result, at least 55 percent of state aid 
to education is from regressive taxes. It would be safe to add the 7 per- 
cent from gambling taxes, since these taxes also tend to be very re- 
gressive.I6 Generally speaking, the regressivity of sales taxes tends to 
rise as income rises. The reason is that the higher the income, the lower 
the percentage of it that is spent on the basic necessities that all or most 
taxpayers must buy. 

The public school organizations naturally prefer income and other 
progressive taxes, but as table 10.1 suggests, this preference can be 
very difficult to achieve. The upshot is that despite its concern for the 
economically disadvantaged, the public school establishment fre- 
quently supports regressive taxes on the basis that such taxes are the 
only feasible alternative under the circumstances. 

AMERICAN HERITAGE ACADEMY: A CASE IN POINT 

On various occasions, tax issues relating to the cost of education come 
to a head in a single situation. Such was the case when a for-profit 
school, American Heritage Academy, was assessed a $75,000 impact 
fee in Cherokee County, Georgia. The impact fees in the county are 
one-time charges on new development; the charges are supposed to pay 
for roads, public safety, parks, and libraries. 

American Heritage Academy planned to triple its capacity from 340 
K-7 students to serve 800-900 students, including high school students. 
The school requested a waiver, pointing out that the addition would re- 
lieve overcrowding in the county public schools; it also requested that the 
Cherokee County Water and Sewage Authority grant a 50 percent reduc- 
tion in the water and sewer tap fees that county public schools receive. 



192 CHAPTER 10 

Impact fees in the county ranged from $1,832 for new homes, re- 
gardless of size, to $10,522 per 1,000 square feet for fast-food restau- 
rants. Recent impact fees included: 

Golf course $52,000 
Gasoline station 44,000 
Hotel 32,000 
Pizza restaurant 27,000 
Church (under appeal) 3,000 

The academy’s requests were rejected on the grounds that a school 
for profit should not be treated differently from any other for-profit 
business; as one commissioner put it, “there’s no difference from the 
newest McD~nald’s.”’~ 

Arguably, the county government might have waived the fees on the 
grounds that the county would be better off economically if its schools 
were relieved of the burden of educating an additional 460-560 second- 
ary students; in any event, the situation illustrates the difficulty of es- 
tablishing a “level playing field” in public/private school competition. 

When critics of educational vouchers decry the absence of a “level 
playing field,” they are referring to the fact that public schools are reg- 
ulated more highly than private schools, to the competitive disadvan- 
tage of the public schools. A “level playing field” in the business con- 
text means that government does not favor any company over its 
competitors. In the educational context, a “level playing field” is some- 
times interpreted as converting private schools into public schools. This 
would eviscerate private school opportunities to offer educational 
choices not available in the public schools. 

A NOTE ON TAX EXPENDITURES 

The tax systems of the modern state are characterized by numerous ex- 
emptions -or “loopholes”- which allow certain taxpayers or taxpay- 
ing units to escape the tax, or to pay a lower tax than other taxpayers. 
This tax relief can represent a subsidy to the entities involved, and 
therefore its effects need to be included when estimating the cost of op- 
erating those entities. 
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Public schools receive exemptions from many kinds of taxes, and 
this significantly lowers their on-budget, or apparent, costs. First, 
public schools are exempt from federal corporate income taxes, and 
this lowers their apparent costs vis-8-vis corporations. Since there are 
some taxpaying private corporations operating schools and providing 
other kinds of educational services, this is a significant issue. A cor- 
rect comparison between public schools and a private educational 
corporation would have to include an estimated amount of the tax the 
public schools should pay. For example, if the private firm paid a fed- 
eral corporation tax amounting to 2 percent of its gross revenue, then 
2 percent of the revenue should be added to the costs of the public 
schools if the objective is a realistic comparison. On the other hand, 
since most private schools and colleges are exempt from corporation 
taxes, they are on the same footing as the public schools on this issue. 
Therefore, a comparison between the costs of the typical private 
school and a public school would not need to include the corporation 
tax issue. 

Similar issues arise when considering the impact of exemptions from 
state and local taxes. Public schools are exempted from both sales taxes 
on the purchases they make and from property taxes that would nor- 
mally fall on the lands and facilities they own. In effect, all other tax- 
payers in the jurisdiction are being forced to pay higher taxes in order 
to provide community services to the schools: roads, police and fire 
protection, public health services, and so on. Thus one could say that 
public school costs are understated to the extent of the exempted prop- 
erty and sales taxes. However, if a cost comparison is being made with 
private schools, it needs to be noted that these schools also enjoy vari- 
ous tax exemptions. Many private schools, especially denominational 
ones, are exempt from local property taxes. And, in some cases, they 
may be exempt from state and local sales taxes, at least for some pur- 
chases. 

In summary, we can say that the tax-exempt status of public schools 
means that their real costs are significantly understated as compared to 
the costs of a private, profit-making school. This understatement of 
costs is less when public schools are compared to nonprofit educational 
institutions, because private nonprofit schools also enjoy tax exemp- 
tions similar to those enjoyed by public schools. 
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TAX REFORM 

Specialists in school finance constantly propose changes in the taxes uti- 
lized to raise revenues for education. For example, they often support 
utilizing state income taxes instead of local property taxes as the pri- 
mary source of school revenues. Also, proposals to raise or lower or sup- 
plement property taxes are commonplace. Such proposals, however, as- 
sume the continuation of the existing tax system. In contrast, two widely 
discussed changes in the structure of taxation, the flat tax and a national 
sales tax, would lead to major changes in the tax system, provided that 
the changes replaced, not just supplemented, existing taxes. The quali- 
fication is crucial, since most of the supporters of either change would 
not support the changes as add-ons to our existing system of taxation. 

The rationale for a national sales tax is that it would be a tax on con- 
sumption; hence, it would not have negative effects on productive ac- 
tivities; also a sales tax would make it possible to eliminate most of the 
IRS and the accountants, auditors, and tax lawyers who advise taxpay- 
ers on IRS issues. Citizens would be paid the entire amount they have 
earned; there would be no withholding of income taxes. In contrast, 
every time we bought goods or services, with whatever exceptions are 
carved out by Congress, there would be a visible tax bite. One impor- 
tant implication for education would be a sweeping reduction of hidden 
taxes. This would render it more difficult to raise federal taxes, and 
hence to increase federal spending for public education. Similarly, it 
would be difficult to raise the flat tax, which also appears to be only a 
remote possibility for many years to come. 

A federal flat tax or sales tax that replaces most of the existing system 
would also lead to a huge reduction in the lobbying industry. Much of this 
industry is devoted to efforts to enact tax benefits of one kind or another. 
For example, the NEA’s legislative program includes the following: 

NEA supports 

reinstatement of the three-year period for recovery of members’ retire- 
ment contributions; 
exemption from taxation and/or withdrawal penalties for Individual Re- 
tirement Account and 403(b) savings used for an individual’s or hisher 
dependents’ postsecondary education; 
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exemption from taxation of educational scholarships, fellowships, or 
awards; 
exemption status within the tax code for professional business expenses, 
including continuing education, home office, home computers, educa- 
tional travel, professional and union dues, and designation of such ex- 
penditures as “necessary” and “ordinary”; 
full miscellaneous deductions for educational materials purchased by ed- 
ucators for classroom use; 
recognition in the tax code for dependent care expenses; 
full deductibility of interest on educational loans; 
exemption from tax liability for tuition remissions where available; 
exemption from taxation of employee benefits, including employer paid 
health and life insurance, legal services, and educational assistance; 
repeal of Internal Revenue Code provisions that jeopardize the availabil- 
ity or tax exemption of employee benefit plans, including the taxation of 
negotiated severance payments prior to separation from employment; 
deferral of taxation on retirement annuity contributions; 
expansion of Section 125 of the Internal Revenue Code to include group 

use of Section 125 plans for retired education personnel, with the respec- 
long-term health care insurance premiums; 

tive retirement fund designated as the employer. 

NEA opposes 

diminution of retirement income; 
taxation of public employee pension benefits.18 

Like many other initially attractive ideas, the problem of how to go 
from the status quo to implementation appears to be insuperable. If ex- 
isting taxes are to be replaced, the persons and companies that would 
be required to pay higher taxes as a result of the change are able to pre- 
vent it from happening. Phasing in these tax reforms means that exist- 
ing taxes will not be phased out, and a complete changeover in one 
stroke appears to be beyond the realm of practical possibility. 

SUMMARY 

Tax disincentive costs, which discourage productive economic activi- 
ties, are the largest indirect cost of a tax system. These costs should be 
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considered in any comprehensive assessment of funding public ele- 
mentary and secondary schools, but they are ignored because they are 
not government costs. An awareness of tax disincentives is essential to 
understanding how the costs of public elementary and secondary edu- 
cation affect economic development. 
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CHAPTER 11 

Implications, Conclusions, 
and Recommendations 

The casual observer might assume that requiring governments in the 
United States to report their expenditures accurately is not or should 
not be a difficult problem. Presumably, public expenditures are scruti- 
nized by interest groups, media, and the public; hence, flagrant errors 
are likely to be detected and corrected. As we have seen, however, this 
assumption is unrealistic. Few citizens have any incentive to scrutinize 
government budgets or expenditures; those who do scrutinize them are 
usually more interested in achieving more tax benefits or subsidies than 
ascertaining the real costs of government services. As noted at the out- 
set of this study, government officials at all levels tend to present in- 
formation that shows agency performance in the best possible light. In- 
dependent analysis of government operation is essential, but it requires 
resources that taxpayer organizations do not have; the few that focus on 
tax reduction generally must choose among a host of public services 
that should be monitored.' 

The reality is that remedying inaccurate government reporting re- 
quires long, arduous political initiatives that have little prospect of suc- 
cess. Significantly, GASB Statement Nos. 14 and 34 are the only recent 
major efforts to effectuate more accurate reporting on government fi- 
nancial matters. GASB is not a government agency; instead, it is a pri- 
vate organization that sets the accounting standards for private in- 
vestors in government financial obligations. Essentially, the GASB 
reforms are being driven by the private sector, often over the opposition 
of public-sector officials. Investors in government bonds and lenders to 
government need accurate financial statements before committing 
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funds. The fact that private action was essential to achieving the GASB 
reforms that are under way suggests that significant reforms initiated by 
government agencies are not likely. 

In education, the problems of accurate reporting on costs are exacer- 
bated because three levels of government (local, state, federal) are in- 
volved. Sometimes intrastate regional levels must be added to the mix. 
The producers at all of these levels wish to be perceived as efficient 
producers; hence most have strong incentives to exaggerate their 
achievement and avoid scrutiny of their costs. Furthermore, accurate 
reporting at one level does not necessarily lead to accurate reporting at 
the other levels, and lower levels of government cannot require accu- 
rate reporting of costs from the higher levels. Political factors and the 
doctrine of states’ rights impede federal efforts to require accurate re- 
porting by the states, and similar factors impede state efforts to man- 
date accurate reporting by local school boards. 

As we point out in chapter 4, political leaders at all levels of govern- 
ment are prone to enact immediate benefits paid for by taxes that are im- 
posed much later, so that the legislators who enacted the benefits are not 
required to raise the taxes required to pay for them. The obvious remedy 
would be to require that the present cost of future benefits be shown in 
government financial statements, as they are in the private sector. How- 
ever, the very pervasiveness of the problem prevents an adequate solu- 
tion to it; too many legislators wish to take or have taken credit for im- 
mediate benefits to be paid for by later cohorts of taxpayers. Very few 
legislators have not succumbed to this temptation, and nothing on the 
horizon suggests that matters will be different in the future. 

In education, as with government services generally, a structural 
problem helps to explain why it will be very difficult to achieve more 
accurate reporting of government costs. Local school boards are the 
producers of public education. The boards are also supposed to repre- 
sent consumers: parents, taxpayers, and the general public that wants 
public schools to provide good education at a reasonable price. Unfor- 
tunately, when the school board’s producer role conflicts with its con- 
sumer protection role, the producer role is usually dominant. This is es- 
pecially the case with information. The cost information that 
educational consumers need to evaluate the performance of their school 
boards would often be politically damaging to the boards; hence the in- 
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formation is frequently not forthcoming, and it becomes extremely dif- 
ficult to obtain. 

This structural weakness applies to most public services at all levels 
of government. In its role as defender of national security, the Depart- 
ment of Defense tries to persuade the American people that the depart- 
ment is fulfilling its role at a reasonable cost. At the same time, how- 
ever, the department does not publicize cost overruns or the blunders 
by military personnel. 

The lack of legislative oversight at all levels of government is also a 
consequence of this structural conflict. Congressional and state legisla- 
tors, school board members, and school administrators who have pro- 
moted certain “reforms” do not encourage oversight that might chal- 
lenge their effectiveness. Since 1966, Congress has appropriated $321 
billion (in 2002 dollars) to improve academic achievement among low- 
income children, but there is virtually no evidence to conclude that the 
expenditures have led to significant improvement? Nonetheless, mem- 
bers of the 107th Congress significantly increased federal spending on 
K-12 education, appropriating almost $22.5 billion to fund the 2002 
reauthorization of the Elementary and Secondary Education Act 
(ESEA).3 That amount included the fiscal year 2002-03 appropriation 
of $10.3 billion for ESEA Title I, a program of education for the disad- 
vantaged only! No member of Congress wants to be perceived as 
someone who has voted against appropriations intended to help low- 
achieving pupils. 

The structural nature of the problem suggests that structural changes 
are essential to a solution. Perhaps more accurate government statistics 
on the costs of education will be achieved only as a benefit of reforms 
that apply to government services generally. In contrast, an “education 
only” solution will probably require a larger for-profit sector in K-12 
education. 

In the private sector, concealment of costs, or failure to recognize 
them, usually results in disaster for the enterprise. Of course, individ- 
ual shareholders and corporate officers may benefit, or expect to bene- 
fit, from concealment of costs. As this is written, however, Congress 
and several state legislatures are considering more severe penalties for 
misinforming the public andor regulatory agencies for failure to report 
financial data accurately. Note also that for-profit enterprises usually 
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have a strong reason to identify all of their costs; the higher their costs, 
the lower their tax liability. 

Most of the products and services we buy are purchased pursuant to 
prices that enable us to decide whether what we might buy is worth the 
cost to us. Prices are not the only consideration, but they are vital in- 
formation. We can decide whether air travel, haircuts , college tuition, 
houses, dental work, auto repair, legal assistance, whatever, are worth 
the cost. Taxpayers cannot make an intelligent decision about whether 
public education is worth the cost, because they do not know the total 
cost or the cost to themselves as taxpayers. Of course, in some school 
districts, the property tax bills show the local expenditures for public 
schools. Taxpayers are not informed about the state and federal taxes 
and the private contributions allocated to education , and frequently the 
local property tax does not include all of the local costs of public edu- 
cation. It is fair to say that very few taxpayers, if any, have a reason- 
ably accurate idea of either the total government cost or their contribu- 
tion to the costs of public education. Occasionally, parents and 
taxpayers are aware of the cost of specific items, such as band uniforms 
or an additional teacher, but such information does not remedy the lack 
of information about the cost of many other items and/or the individual 
taxpayer cost. 

Obviously, this point is not as applicable to private schools. Parents 
know their share of the costs, even if they are not aware of the total 
costs. And it is safe to say they will usually have a better idea of the to- 
tal costs as well. For instance, when a denominational school asks par- 
ents to contribute more or to pay a higher tuition, the explanation for 
the increase will often refer to the increases in total costs. Inasmuch as 
parents enroll their children in private schools in the absence of infor- 
mation about the costs of public schools, or their share thereof, many 
more would probably choose the private option if it were available to 
them? 

Or would they? A huge advantage of public education to parents is 
that nonparents bear most of the costs. Thus, even if the total costs of 
public schooling are twice as much as the costs of a comparable edu- 
cation in private schools, most parents might still opt for the public 
school option because their out-of-pocket costs might be much less. By 
the same token, however, a voucher system could eliminate or reduce 
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this potential public school advantage. Nonparents could be the main 
source of revenue for private school vouchers, and the double burden 
on parents who wish to enroll their children in private schools could be 
reduced by the amount of the voucher. 

The fact that parents (as well as nonparents) would continue to pay 
for the education of all children raises different issues that are outside 
the scope of this study, but a few observations may be appropriate. 
From an economic perspective, public education, like health care, suf- 
fers from the fact that the producers are not funded by the consumers. 
Whenever this happens, there is less pressure on the producers to max- 
imize efficiency. Where the producers operate in a competitive indus- 
try, the consumers know how much they have to pay, but do not know 
or care about the costs to the producers. 

Compare briefly the information and decision-making costs of pub- 
lic education to those under parental choice in a market system. In the 
latter, parents would decide on the schools in which they will enroll 
their children. Needless to say, some would initially choose a school for 
poor reasons or none at all, but the issue is how often this would hap- 
pen when competing schools expose the weaknesses of their competi- 
tors. In any case, the costs of getting the information needed to make 
the decision would not be much different than the costs of getting in- 
formation about automobiles. On-site visits and discussions with 
neighbors about their experiences with competing schools would be 
easily arranged. Advertising would provide some information (and 
misinformation), but consumer information services would emerge , 
just as they already have for purchasers of cars or higher education and 
a host of other services and products. The possibility that many parents 
would make poor choices' must be recognized, but governments have 
information costs and make poor choices, just as individual consumers 
do.6 More important, competing companies frequently provide more 
and better monitoring of costs and quality than government agencies. 

The belief that government agencies can just make the facts about 
public schools available and let parents come to their own conclusions 
about school quality is another illusion. The selection of the facts to be 
publicized and those to be ignored would generate intense controversy, 
such that school boards and government agencies generally would 
avoid realistic evaluations of school quality. Government agencies are 
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not going to advise parents to enroll their children in better public 
school A than inferior public school B. The parents of pupils in school 
B will not want to transfer their children to school A, which will usu- 
ally not be feasible anyway because of its distance, lack of space, or 
lack of transportation. If they do anything, the parents in school B are 
likely to put pressure on the board to improve B. To avoid such pres- 
sure, however, school boards will avoid disseminating information 
likely to lead to it. Furthermore, it would be perverse policy to reward 
a superior school by increasing its class size. In most districts, teacher 
union contracts would not allow any such arrangements. Even where 
this is not the case, classroom availability and distance from school 
would often render public school choice an exercise in futility. 

The point here is an important but limited one. It is that the costs of 
information and decision making are typically omitted from estimates 
of the cost of public education. The costs of school boards would be an 
exception to this statement, but the costs of legislative committees on 
education, of negotiating on education legislation in the state capitols, 
and of public education’s share of gubernatorial and congressional time 
and overhead, are not included in U.S. Department of Education re- 
porting on public school costs. Neither the public nor the professional 
education community is accustomed to thinking about the costs of ed- 
ucation this way, and inertia reinforces the status quo. 

EDUCATION AND THE MASS MEDIA 

One of the most discouraging aspects of cost problems in education is 
the lack of media attention to them-and the misleading nature of their 
treatment when they do get any attention. The media devote an enor- 
mous amount of space and/or time to student tests and test results, but 
very little to the costs of education. As a result, there is minimal atten- 
tion to improvements on the cost side; the sine qua non of political in- 
terest in better education is advocacy of more spending for it. Urging 
attention to the cost side runs the political risk of being characterized 
as “anti-education.’’ In the media, government news releases on the 
costs of education are taken at face value. Reporting and editorializing 
about them consists of getting the reactions of “experts” who suppos- 
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edly have conflicting views on the significance (but not the accuracy) 
of the estimates. The possibility that the cost estimates might be seri- 
ously flawed is not raised, and it is doubtful whether adequate space or 
time would be forthcoming if it were accorded recognition. The “ex- 
perts” are frequently asked to state their position in one or two sen- 
tences, and most do not decline the invitation? They are well aware that 
the media can easily get the quotes they need from others in the un- 
likely event that anyone declines the invitation. 

Unfortunately, media treatment of educational issues is typical of 
media treatment of public policy issues generally, and the media are not 
going to change their modus operandi in order to accommodate in- 
sightful reporting on school finance issues. The fact that the over- 
whelming majority of media personnel has no expertise in public fi- 
nance or school finance is also a factor in media failure to come to grips 
with cost issues, but it is open to question whether more media expert- 
ise would matter very much. 

In conducting this study, we were unable to identify any mass media 
publications on the deficiencies in the NCES estimates of the cost of 
public education; even the leading educational journals, including the 
Journal of Education Finance, the professional journal on school fi- 
nance, ignore the topic, for whatever reason. It is difficult to fault the 
media for its neglect of the issue when the professionals in the field pay 
so little attention to it.8 To be sure, a few books discuss the problem of 
government misinformation generally, but none has focused on the 
government underestimates of the costs of public education? 

INTRADISTRICT DISPARITIES 

The average per-pupil expenditures, even if accurate, can be a very 
misleading figure if assumed to be equally applicable to all schools 
within a school district. In fact, the differences in per-pupil costs may 
be greater between schools in the same district than between the district 
and nearby districts. These facts have been known, if not widely rec- 
ognized, since Patricia C. Sexton published Education and Income in 
1964, and the reasons for the differentials are the same in 2002 as they 
were in 1964.’O 



206 CHAPTER 11 

In large school districts, teacher transfer policies are based upon or 
give great weight to seniority. As a result, teachers with the most expe- 
rience, who are also the highest paid, are allowed to transfer from the 
least to the most desirable schools in their school districts. There is no 
mystery about which schools fall into these categories. Typically, the 
“least desirable” schools are characterized by low levels of student 
achievement, high drug and crime rates, high absentee rates among 
students and teachers, disrespect for teachers, the absence of parent 
support, dilapidated facilities, lack of school security; readers get the 
picture, although the particular mix of these characteristics varies from 
school to school. The most desirable schools are those which rank at 
the opposite end of the scale on these criteria. 

When an opening materializes at a desirable school (through retire- 
ment, change of residence, promotion to an administrative position, 
etc.), union contracts typically provide that the most senior teacher who 
can fill the position and applies must be transferred to it. There are 
some variations, such as administrator choice among the three most 
senior teachers who apply, but the dominance of seniority is beyond 
dispute. 

In addition to allowing the highest-paid teachers to transfer to 
schools in the most affluent neighborhoods, the system ensures that the 
very lowest-paid teachers will be assigned to the least desirable 
schools. The lowest-paid teachers are the new teachers, substitutes, 
temporary teachers, and probationary teachers. As a result, there can be 
a huge difference between the per-pupil costs in inner city and middle- 
upper-class schools in the same school district. Due to the publicity 
over compensatory education, the popular, but erroneous perception is 
that more money is paid per pupil in the inner-city schools; however, 
school boards and teacher unions do not wish to publicize the facts of 
the matter. 

The basic reason school boards cannot remedy the situation is 
adamant union opposition to deviations from seniority. Generally 
speaking, teacher unions, like unions generally, are dominated by sen- 
ior teachers. Even the less senior teachers accept seniority as the deter- 
minative criterion, first because they have nothing more attractive to 
put in its place, and second, because they expect to benefit from sen- 
iority themselves in the future. 
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The intensity of union opposition to deviations from seniority is il- 
lustrated by the fact that one of the longest teacher strikes in the history 
of U.S. education was partly over this issue. In a 59-day strike during 
the 1972-73 school year, the Philadelphia school board tried to assign 
the senior teachers to the schools with the lowest-achieving students. 
Needless to say, the ensuing teacher strike in Philadelphia was not con- 
ducive to similar efforts in other school districts. 

The incidence of students in special education from school to school 
within a school district could also lead to differences in their per-pupil 
costs. The per-pupil costs of special education students are much higher 
than for regular students, and there are usually more special education stu- 
dents in the inner-city schools; however, because our educational policies 
support higher-than-average expenditures for special education students, 
their higher per-pupil costs are not perceived as an inequality deserving of 
criticism. The fact is, however, that significant inequities between schools 
are usually present even after expenditures for special education students 
are eliminated from the comparisons. The per-pupil expenditures may be 
substantially equal throughout the district if the expenditures for special 
education students raise the average in inner-city schools, but this tactic 
conceals the inequity applicable to regular students. The tactic simply 
cites a difference in per-pupil spending that is supported by public policy 
to conceal inequities that are not supported by it. 

ACCOUNTABILITY 

When we employ a dentist, the fee includes the dentist’s cost of dental 
education, the foregone income during dental school, rent or purchase 
price of the dentist’s facilities, dental supplies and equipment, profes- 
sional travel and publications, professional development, insurance, 
and, of course, adequate income for the dentist and dental assistants 
and secretaries. As patients, we know the cost to ourselves; hence we 
can decide whether the dental services are worth the cost. 

In contrast, taxpayers do not know with reasonable accuracy how 
much is spent collectively or individually for public education. Nobody 
started out to establish such a system, but it is the one we have, with 
poor prospects of significant improvement in the near future. 
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Who benefits from the lack of clarity about the real costs of public 
education? This is tantamount to asking: What parties would be hurt by 
public awareness of the real costs? These parties include public school 
personnel and their organizations, especially the teacher unions. Their 
opposition to clarity is not based upon overt support for obfuscation; 
nobody adopts such a public position, but there is no public school sup- 
port for any system that would clarify the cost issues raised in this 
study. 

Proposed legislation on vouchers and/or charter schools sometimes 
would require payments based on a percentage of the average per-pupil 
cost in regular public schools. The focus of the controversies over such 
payments has not been on the amount of the payments; instead it has 
been over accountability for them. For example, the opponents of 
school choice contend that there is no accountability in school choice 
plans that include private schools, because private schools would be 
able to take public funds but need not open their books for public in- 
spection. The unstated premise is that there is accountability in public 
education because its revenues and expenditures are supposedly mat- 
ters of public record. This premise is highly debatable; an alternative 
and much more useful definition of “accountability” is that it requires 
knowledge of who is responsible for an action and the ability of higher 
authority or consumers to discipline or reward the actor if such action 
is appropriate. 

Consider the situation facing taxpayers and parents. They do not 
know how much the public schools cost or their contribution to them, 
nor can they determine who is paying how much for education. They 
face major obstacles in finding out what government agencies or offi- 
cials are responsible for various policies; if diligent enough to find out, 
they may be unable to ascertain whether the problems are due to the pol- 
icymakers or the parties that implement the policies. If their local school 
board enacted the objectionable policies, or took an objectionable ac- 
tion, only one or two or none of the board members who took the action 
may be on the ballot in any given year. Unless the parents can organize 
a political collective, or join one, they will be unable to change the poli- 
cies or their implementation. The board members and/or legislators re- 
sponsible for originating poor policies may have moved on to higher po- 
sitions, partly on the strength of the policies parents seek to change. 
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Where is the accountability in this situation? Even when it is possi- 
ble to identify the public official(s) to be held “accountable,” the re- 
sponsible official(s) may be essential to support the citizen’s positions 
on other issues of much greater importance to the latter. If holding leg- 
islators “accountable” means voting them out of office (where that is 
possible, since the responsible legislators may represent other jurisdic- 
tions), citizens may be adding to their losses by the pursuit of account- 
ability in education. 

The surprising aspect of accountability issues in education is the 
widespread assumption that there is “accountability” in public educa- 
tion but that it would not be present among private schools that enroll 
pupils in a voucher system. The unstated assumption is that because ed- 
ucation is publicly funded, the citizenry can evaluate school perform- 
ance and parents know how well their children are learning. In the real 
world, the assumption is not true for most parents, taxpayers, and pol- 
icymakers. Much of what happens in local school districts has been 
mandated by state and federal legislators who are invulnerable to re- 
moval by dissatisfied voters, especially when the voters who elect them 
reside outside local school jurisdictions. Among those who have stud- 
ied the matter, there is widespread agreement that the federal govern- 
ment has spent $125 billion in a futile effort to raise the levels of edu- 
cational achievement by students from low-income families.” No 
elected official appears to have been voted out of office for continuing 
to support these huge expenditures without any solid evidence of their 
educational outcomes, 

Consider another example. In 1975, Congress passed the Education 
for All Handicapped Children Act (Public Law 94-142), later renamed 
the Individuals with Disabilities Education Act (IDEA). In 1999-2000, 
local, state, and federal governments spent $78.3 billion to educate dis- 
abled children.’* Even government officials and supporters of increased 
spending on education cannot tell us what has been accomplished by 
these huge expenditures for special education. Special education ser- 
vices are delivered pursuant to Individual Education Plans (IEPs), that 
is, agreements reached by parents and school authorities on the educa- 
tional plan for each student categorized as requiring “special education .” 
In 2002, 12 percent of all students were identified as disabled students, 
an increase of 300 percent since 1976.13 The blind, deaf, incarcerated, 
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mentally retarded, emotionally disturbed, physically handicapped- 
these are some of the categories of students who are entitled to special 
education services. Obviously, what counts as progress varies within 
and between these categories. Furthermore, inasmuch as the objectives 
are established individually, it is practically impossible to evaluate the 
“value added” or the criteria applicable to all of the students receiving 
special education services. In fact, whether a student rightfully belongs 
in one of these categories is itself a much litigated issue, as is virtually 
everything else about the legislation and its implementation. Recogniz- 
ing these concerns, in its 2002 report, the President’s Commission on 
Excellence in Special Education recommended that IDEA “focus on 
[educational] results-not on proce~s.”’~ 

Understandably, nobody knows what, if anything, has been achieved 
by our huge expenditures for special education; nor is anyone likely to 
know as long as the main features of the legislation remain in place. 
Whom do dissatisfied parents or taxpayers hold “accountable?” The 
teachers of special education? Their principals? Superintendents? Board 
members? State education officials? Members of Congress who continue 
to support the program? Staff members of the U.S. Department of Edu- 
cation? The sponsors of the legislation? Media personnel who ignore the 
subject? All of the above? What can be said is (1) accountability requires 
parties with the power to discipline the actors; and (2) as long as collec- 
tive action by parents or taxpayers or the citizenry is required for ac- 
countability, the absence of it in public education will continue. 

Would there be accountability in a competitive education industry? 
Parents need not get involved in collective action to effectuate their dis- 
pleasure; they can transfer their children wherever they wish to do so. 
Accountability would be achieved through the actions of parents indi- 
vidually, as they transferred their children to more parent-friendly 
schools. Of course, the need for more accurate information on costs 
will not be the motivating factor in a change to more private-sector pro- 
vision of education. The change, if it materializes, will be the result of 
other  consideration^.'^ Nevertheless, it is somewhat surprising that the 
lack of accountability in public education has received so little atten- 
tion from supporters of competitive markets instead of government 
schools; the lack of accountability in public education is one of its ma- 
jor weaknesses. 
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THE IMPACT OF ACTUAL COSTS ON TAXES FOR 
PUBLIC EDUCATION 

Undoubtedly data on the real costs of public education would render 
raising taxes for it more difficult. This will happen even though the real 
costs of private schooling are also systematically underestimated. Par- 
ents absorb a much higher percentage of the costs of private schooling; 
hence an emphasis on private schooling serves the interests of most 
taxpayers as taxpayers. It should be noted, however, that in many pri- 
vate schools, the utilization of unpaid parental time is a reason why the 
real costs of private schooling are underestimated. Of course, the fact 
that a much higher percentage of the private school costs is absorbed 
voluntarily may lead to support for private schooling as a desirable 
public policy option. 

Two points must be kept in mind in efforts to compare costs in a 
competitive education industry with costs under public education, First, 
the fact that taxpayers would pay less in a competitive education sys- 
tem, if such turns out to be the case, does not necessarily mean that stu- 
dents would receive less in services. The critical issue is whether the 
same dollar amount would have the same consequences in both sys- 
tems, and it is unlikely that this would be the case. 

Second, it is important to avoid the mistake of treating the initial 
costs in a competitive education industry as the permanent costs. Com- 
petitive industries show constant improvement in achieving better out- 
comes at lower costs. The issue is whether there is any reason to expect 
different results in a competitive education industry. 

HIGHER EDUCATION 

Information about the real costs is likely to influence institutions of 
higher education to drop or curtail remedial education programs. This 
trend is already under way, but its main component appears to be that 
low-cost institutions of higher education, especially community col- 
leges, are absorbing most of the students who need remedial programs. 

It would be desirable for the field of education finance to devote 
more attention to the real costs of education, but this may not happen; 
few academics are likely to pay much attention to the real costs of 
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public education unless they are forced to do so by external forces. 
Furthermore, their de facto clients are the public school community, 
and this community does not welcome a real-cost approach. Never- 
theless, we can expect significant improvement as GASB Statement 
Nos. 14 and 34 are implemented, and others are considered. As this 
happens, we can expect more pressure by taxpayer organizations and 
organizations supportive of school choice to emphasize the cost ad- 
vantages of private schooling. Heretofore, these groups have not em- 
phasized cost issues very much in their efforts to promote a larger role 
for private schools. Companies that sell services in education markets 
could also benefit from a real-cost approach, and therefore, may pro- 
mote it in the future. 

SCHOOL BOARD POLICY AND PRACTICE 

The most important immediate effect of a real-cost approach at the 
school board level may be a much more sophisticated approach to con- 
tracting out. Public employee unions trying to prevent school boards 
from contracting services are quick to point out the uncounted costs of 
contracting out the services. Meanwhile the companies are pointing out 
the uncounted costs of utilizing district employees to provide the ser- 
vices. Consequently, a great deal of information on the subject is read- 
ily available, but most of it relates only to the conventional cost cate- 
gories of local school districts. School boards are likely to choose the 
option that minimizes their costs, not the option that minimizes the to- 
tal costs of a service. State legislators could require school boards to 
adopt a more comprehensive accounting of taxpayer costs, but there 
does not appear to be any political movement supportive of this change. 

IMPLICATION FOR SCHOOL CHOICE 

School choice raises a large number of issues that are not considered 
in this study.16 Although several school choice issues are discussed, 
this study has not discussed several important issues that should be 
considered in decisions about system change. Nonetheless, this study 
has several implications for the desirability of a competitive educa- 
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tion system as public policy. For one thing, such a system would re- 
veal the actual costs of schooling, thus helping parents, taxpayers, 
and policymakers evaluate the cost/benefit issues in choosing 
schools. This is virtually impossible to do in a system in which costs 
are as diffuse and difficult to assess as they are in public education. 
The fact that school choice would resolve many issues that are legis- 
lated or litigated or reached through political action in public educa- 
tion should play a more prominent role in the school choice contro- 
versies. 

In education, it is frequently impossible to conduct a realistic 
codbenefit analysis because neither the costs nor the benefits can be 
assessed. Multiple sources of funding add another complication. As- 
sume that the cost of a program to enhance reading ability is divided 
48,44, and 8 percent among state, local, and federal sources. Suppose 
further that the local school board undertakes a costhenefit analysis 
to assess whether the program is worthwhile, and finds that the total 
contribution does not achieve benefits worth the money spent. Will 
the school board withdraw from the program? Not necessarily. With- 
drawal from the program would result in the local school district’s 
losing the federal and state contributions. Even if the benefits of the 
total contribution are not worth the total expenditure, they may be 
worth more to the local district than its contribution to the cost. The 
same outcome is likely, or at least possible, from the local and federal 
perspectives. 

The upshot is that although the contributors jointly do not achieve 
benefits worth the total contribution, each contributor may receive 
more in benefits by participation instead of by withdrawal from the 
program. Undoubtedly, this often happens whenever two or more gov- 
ernments share the costs of a program that is indefensible in toto but 
nevertheless a good deal for each participating government considered 
individually. 

THE COSTS OF EDUCATION IN A VOUCHER SYSTEM 

As the cost of public education escalates, the pressure to analyze its 
costs will increase. As this happens, the allocation of costs between 
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government and private sources, such as parents, will also receive more 
attention. Hopefully, more consideration will be given to the dynamics 
of expenditures in school choice systems in which for-profit schools 
are allowed to compete. 

Inasmuch as school choice plans vary on almost every imaginable is- 
sue, it is impossible to estimate who will pay how much in the absence 
of the details applicable to specific plans. For present purposes, however, 
let us assume a universal voucher that provides $4,000 for education at 
parent-selected schools. How would such vouchers affect the amounts 
paid for education by various demographic and socioeconomic groups? 

Although many factors would affect the answer to the question, it is 
likely that a voucher plan as suggested would lead to greater amounts 
being spent for education in toto, especially by parents. The reason is 
that a voucher system would render it more feasible to tap into personal 
income for schooling. 

Currently, the burden of paying for private schooling falls largely on 
parents. Except for scholarships, parents who cannot pay the private 
school charges cannot enroll their children in private schools. Now 
consider parents who can afford to spend $3,000 but not $4,000 for pri- 
vate schooling. An increase in personal income of $1,000 or more will 
enable these parents to enroll their children in a private school. Mean- 
while, public schools and parents have no feasible way to tap into in- 
creases in personal income promptly. 

These possibilities must be considered in the context of how our 
economy functions. Parents, like everyone else, are bombarded with 
advertising to buy an enormous range of products and services. Private 
school advertisements tend to be limited to publications that reach par- 
ents who can pay the full cost of private education-that is, affluent 
parents and parents of children in heavily subsidized denominational 
schools, or in charter schools. Consider the parents who would like to 
enroll their children in private schools that charge $4,000 per year but 
can afford only $1,000 from personal resources for this purpose. Before 
the availability of vouchers, these parents were unable to enroll their 
children in private schools; with the availability of vouchers providing 
at least $3,000, they could afford to do so. 

The counter-argument is that private schools would raise their tuition 
by the amount of the voucher, thus forestalling any increase in private 
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schooling as a result of the introduction of vouchers. This is likely to 
happen to some extent, especially among private schools that pay 
teachers the least in salaries and benefits. However, except for vouch- 
ers in small amounts (arbitrarily, under $1 ,OOO), it is unlikely that many 
private schools would charge the full amount of the voucher plus the 
full amount of the pre-voucher parental contribution. Moreover, this ar- 
gument assumes that there would not be any new producers who would 
appeal to parents at or near the pre-voucher level. In the absence of un- 
reasonable restrictions on entry, a sizable number of new producers of- 
fering education at different price levels is likely to emerge. 

The extent to which private schools would raise their prices if and 
when vouchers materialize would depend on several factors. If vouch- 
ers were means-tested, there might be very little increase, if any, in tu- 
ition. Because teacher compensation in private schools lags far behind 
compensation in public schools, some private schools would raise their 
tuition in order to survive, but many other scenarios would come into 
play. Most would lead to more private spending for education and some 
might result in more spending in toto for K-12 education than is the 
case under the existing system. Furthermore, the more that parents 
spend for education, the more that information on the cost and quality 
of educational services will become available. 

REAL COSTS AND STATE INITIATIVES 

One of the most harmful features of our political system is the fact that 
costs are typically ignored when legislators take credit for enacting 
benefits. 

Clearly, the lack of attention to costs in legislative affairs is exacer- 
bated (if not created) by the widespread legislative practice of promot- 
ing benefits while ignoring the costs of providing them. Thus in the 
2002 election, Florida voters approved a constitutional amendment to 
limit class size to 20 in the first three grades. The costs were not in- 
cluded in the initiative; even the Democratic candidate for governor, 
who supported the initiative, was unable to provide a coherent estimate 
of its costs, a failure that was a significant factor in his defeat even 
though the initiative passed by a narrow margin. 
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States could require an estimate of the costs to be included in initia- 
tives with space for an opposition statement. We do not assume that 
voters are going to read and deliberate upon these statements in their 
voting booths, but their dissemination 30 to 60 days before an election 
would promote a more balanced discussion of initiative issues. 

COOKING THE GOVERNMENT BOOKS 

In 2002, accurate financial reporting became an important political is- 
sue. News reports of corporation executives who pocketed hundreds of 
millions while submitting financial reports that misled investors and 
wiped out employee retirement funds were a staple in the media during 
the entire year, and are likely to continue. A plausible case can be made, 
however, that inaccurate data on government costs is or can be a more 
important problem than accurate data on private-sector costs. Public 
education illustrates this point. 

Of course, no one publicly disputes the importance of accurate fi- 
nancial data in either the public or the private sector. If the issue is 
raised, the educational interest groups concede its theoretical impor- 
tance, but as a practical matter, their resources are devoted to more ap- 
propriations for education. If government expenditures must be re- 
duced, their position is that the reductions must be made in other 
government programs. Unfortunately, the advocates of other govern- 
ment programs adopt the same attitude toward education; hence the po- 
litical influence of the various interest groups dominates the outcome. 

In all of these controversies, however, reasonably accurate data on 
the costs of government programs are essential for sound public policy. 
Unless we know the costs within a reasonable margin of error, we can- 
not decide whether the benefits of government programs are worth the 
costs. What are the costs of public education? We simply do not know 
the answer to this question for several reasons, technical and political. 
Although GASB Statement No. 34, if widely implemented, will rem- 
edy some of these reasons, it will be several years before estimates 
based on the corrections become available. Even then, the government 
estimates of the costs of public education will be substantially less than 
the real costs. 
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Greater accuracy on the costs of public education would have far- 
reaching implications for the future of America’s largest industry, but 
achieving this objective faces at least two major interrelated problems. 
First, most of the technical problems are not likely to be resolved in the 
near future. In many cases, the ability to estimate costs within a broad 
range is the only improvement that can be expected in the near future. 

The most important problem is the lack of political will to achieve 
more accurate estimates of the real costs of government services. As 
previously noted, the GASB reforms now in progress resulted from pri- 
vate, not public, initiatives. “The lack of political will” is largely due to 
the fact that the public education lobby benefits from the status quo. 
The interests that would benefit from more accurate estimates of the 
costs of public education, which include most taxpayers, are unaware 
of the political benefits of pressing the issue; lack of awareness gener- 
ates lack of interest, and lack of interest generates lack of awareness. 
Nevertheless, the amounts are so large that even some of the allies of 
the public education lobby, such as other public employee unions, may 
become interested in pursuing the cost-of-education issues. 

Clarity, and hence more accountability regarding the costs, could be 
achieved through a competitive system of education that would link the 
costs with the prices for educational services; however, this remedy is 
not likely to materialize in the near future. In the short run, the new 
GASB reporting requirements for governmental entities present the 
best opportunity to achieve more realistic reporting of the costs of pub- 
lic education, but political activism will be essential to capitalize on 
this opportunity. 

1 .  The National Taxpayers Union (NTU) is the largest and most effective 
taxpayer organization, but it is obviously impossible for an organization of 
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Appendix 
Unmet Infrastructure Needs by State in 2000 

Estimated Cost per Pupil over Five- and Ten-year Periods for Unmet 
Infrastructure Needs by State in 2000 

Duration of Cost Per PuDil 

State Total Need in 5 $/5 years $/lo years 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 

1,519,210,061 
727,014,291 

4,748,568,494 
1,761,701,495 
22,000,000,000 
3,805,239,627 
5,000,000,000 
1,046,354,648 
3,300,000,000 
7,061,967,931 
752,533,936 
699,469,537 

9,213,000,000 
2,477,797,613 
3,359,129,953 
1,793,241,845 
2,441,607,196 
3,104,098,619 
452,064,540 

3,891,926,876 
8,919,014,500 
8,071,127,040 
4,517,232,516 
1,038,890,864 
3,475.1 60,989 
901,492,663 

1,608,849,896 
5,256,000,000 

398 
1,074 
983 
758 
704 

1,045 
1,828 
1,836 
271 
942 
71 3 
51 7 
824 
486 

1,386 
744 
749 
81 2 
448 
905 

1,822 
963 

1,068 
406 
759 

1,101 
1,119 
2,888 

221 
588 
536 
422 
386 
575 

1,033 
1,022 
151 
51 7 
386 
278 
458 
269 
776 
430 
41 8 
454 
253 
504 

1,025 
54 1 
597 
226 
423 
607 
622 

1,568 

(Continued) 
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Estimated Cost per Pupil over Five- and Ten-year Periods for Unmet 
Infrastructure Needs by State in 2000 (Continued) 

State Total Need in $ 
Duration of Cost Per Pupil 

$/5 years $/I 0 years 

New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 
Total: 

409,511,478 
20,709,650,065 
1,410,624,747 
47,640,000,000 
6,210,938,727 
420,000,000 

20,900,000,000 
2,204,070,041 
2,407,425,974 
8,465,134,387 
1,420,952,603 
2,574,018,400 
498,604,766 

2,273,702,904 
9,467,620,774 
8,490,336,757 
220,090,007 

5,701,313,528 
5,478,902,777 
1,000,000,000 
4,762,337,059 
530,888,665 

$266.1 38,818,788 

403 
3,247 
778 

3,214 
902 
749 

2,302 
732 
859 
927 

1,882 
803 
706 
466 
453 

3,385 
425 
986 

1,067 
686 

1,087 
1,125 

226 
1,810 
422 

1,802 
502 
420 

1,291 
410 
475 
521 

1,060 
45 1 
390 
257 
248 

1,841 
239 
548 
589 
384 
608 
61 4 

Note: The states’ unmet infrastructure funding need exceeded $266 billion in 2000. The infrastructure 
includes deferred maintenance, new construction, renovation, retrofitting, additions to existing facil- 
ities, and major improvements to grounds, landscaping, and pavement. The $266 billion also in- 
cludes $53.7 billion for technology (hardware and software) and other technology costs, such as 
wiring and adapting facilities to accept emerging technologies. 

Source: Faith E. Crampton, David C.Thompson, and Janis M. Hagey. “Creating and Sustaining School 
Capacity in the Twenty-First Century: Funding a Physical Environment Conducive to Student Learn- 
ing.” A paper presented to the University Council for Educational Administration. Albuquerque, NM 
(2000), published in Money & Schools, 2nd edition (Larchmont. NY Eye on Education, 2001), 
261-262. 
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