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Who Pays the Tab for K-12 Education?

» How states allocate their share of education costs

Historical Context

Public education in the United States was originally established, run, and financed by local
communities. While these local districts initially used several different methods to fund
education—including student fees, contributions by community members, and various
forms of local taxation—they eventually moved to funding education almost exclusively
through local property taxes. This came to fruition because local property taxes are a
predictable funding source and relatively easy to collect. In addition, property taxes are
based on the value of the taxpayer’s property, which can be used as a proxy, albeit an
imperfect one, for an individual’s wealth. The use of property taxes as the primary source
of education funding has resulted in a system where students living in property-wealthy
communities have received a significantly higher level of educational resources than
students living in property-poor areas.

Not only can this situation be unfair to students, it can be and has proven to be unfair to
taxpayers in many circumstances. Property owners who live in a property-poor community
often face higher tax rates than those living in property-wealthy communities. This is due
to the fact that property-poor districts require a higher tax
h ) . d rate to raise the same amount of funding as property-wealthy

W at’s mSl e communities. For example, if the per capita property wealth
How do state and local in District A is $100,000, and in District B it is $300,000,
goverments Split the casts D%strict A woulq require a tax rate three times higher than

; District B to raise the same amount of funding.

of education?

Since the 1920s, states have become more and more involved
Why @n meaguringa in public education funding to address the issue of unequal
district’s wealth by property funding from d.istrict to distric’F. State involvement in
e beaproblem’ education funding accelerated in the 1970s due to court

’ decisions, the involvement of activists, and reform-oriented
What alteratives do states governors and state legislators, along with a relatively
have? healthy economy. This sparked a series of reforms that
' resulted in major structural changes in the school finance
systems of more than 30 states.!
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Education Funding Today

Currently, the cost of education is shared among federal, state, and local governments in all 50 states. In the 2012-13
school year, for instance, the federal government supplied on average 10.1% of funding while the remaining 89.9%
was divided between state and local governments.2

Forty-eight states split the cost of education based on a district’s wealth—commonly referred to as the “ability-to-pay.”
The only two states that do not fund districts based on their ability-to-pay are Pennsylvania, which funds districts with
a flat grant, and Hawaii, which operates as a single school district.

The purpose of careful selection of wealth measures in funding formulas is to ensure that state funding is directed
toward those districts that cannot afford to fund public education.

Why does the definition of “Ability-to-Pay” matter?3

States use funding formulas to determine the base amount of funding that a district is entitled to for the upcoming
school year—dividing the base funding amount between state education funding coffers and the local districts
based on each district’s relative wealth. (For a full description of how state funding formulas function, see ECS’ The
Progress of Education Reform: Understanding State School Funding.)

In theory, a mid-level wealth school district could expect to get 50% of the total base funding amount from the state,
and it would have to fund the other 50% itself. As a district’s wealth increases, it would be expected to pay a higher
percentage of the total foundation amount. Lower-wealth districts could expect to receive a higher percentage from
the state.

How do states measure a district’s wealth?

Forty states use a school district’s property value as the only measure of a district’s ability to pay. Property values are
measured by totaling the taxable property values in a district: all property values minus properties that are exempted
from taxes such as churches and government property. This total “taxable value” amount would then be divided by
either the total number of pupils in a district or the total population of a district—this varies by state. The remaining
number is a district’s per capita wealth amount. This amount is then compared against the state average to determine
the general wealth of a district.

Why are property values used by states?

States use property values as the measure of a district’s relative wealth for two reasons:

1. Property values might not be a perfect measure, but they do provide states with a good estimate of a district’s
relative wealth: Up to 82.7% of local funding for education still is derived from local property taxes—and in
some states 100% of local revenue comes from property taxes.4 Because of this, it only makes sense to measure
a district’s relative wealth by looking at property values alone.

2. The data is easy to access: States have been collecting taxable property value data from local districts for
decades. Other forms of wealth data such as incomes or sales tax base are not collected by school districts and,
in some cases, would be difficult to retrieve in a timely manner.

Why property values are not always the best measure of wealth

Using property values as the only measure for a district’s ability can be problematic because property values alone
“... (do) not accurately measure the current ability of a property owner to pay the tax imposed.”> This argument is
based on the fact that there is not necessarily a correlation between property values and a property owner’s ability to
pay taxes. This can be particularly true for areas in the state that have had skyrocketing property increases, such as
lakefront property, that greatly outstripped any increases in local income.


http://www.ecs.org/per
http://www.ecs.org/clearinghouse/01/02/86/10286.pdf

e 6 ¢ 6 6 & &6 6 & & o & & & o o o o o o WWW.ecs.org/per

The impact of excluding income

By not taking taxpayer income into account when measuring a school district’s ability to pay, high property-wealth/low-
income (HPW/LI) districts may be considered to have a greater tax capacity than the local community believes it can
afford. A 1977 paper from Allan Odden pointed out: “It makes little sense to impute a high tax capacity to a jurisdiction
whose residents lack the ability to pay the tax.”6 HPW/LI districts experience two potential funding dilemmas:

1. High or excessive tax burdens as a result of paying a greater proportion of their income in local school taxes

2. Decreases in school funding because residents are unwilling to vote for higher property taxes to pay for
educational programs.

Moreover, in those cases where individuals live on a fixed income, high property values create a risk that such
individuals will be forced out of their homes.

What are the alternative measures of district wealth?

As noted above, 40 states use property values as the only measure of a district’s fiscal capacity or ability to pay for
schools from local sources. In an attempt to better measure a district’s ability to pay for schools, eight states adopted
additional fiscal capacity measures to supplement property values. These typically rely on some measure of income to
be included (along with property wealth) in the measure of fiscal capacity.

States that Measure Fiscal Capacity with Factors in Addition to Property Wealth

Property Income Other
Property Value Income
Connecticut Py
90% 10%
x Real Property —
Maryland Total taxable Income Public Utilities Assessable Base
Personal Property
Property Value Income
Massachusetts Py
50% 0%
Based on both property values and property Income and
New Jersey tax rates income tax rates
50% 509
Property Value Income
New York Py
50% 509
Percentage of students eligible for free/veduced lunch
Rhode Island Property Vale in grades preK-6 compared to the state average
509
509
Property Value Sales Tax Base
Tennessee
50% 0%
o Property Value [ncome Sales Tax Base
Virginia
50% 40% 105

(Sources: All data is derived from state sources.)

* Maryland uses the following formula to determine a districts relative wealth: (Total real property values x 40%) + (total
personal property x 50%) + (100% of public utilities’ assessable base) + (100% of net taxable income) = total district wealth.
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Using income as a measure of a district’s wealth

Some feel that using income as part of the fiscal capacity measure provides a more comprehensive measure of a
district’s wealth and can likely redirect state funding to districts with low median-household income.

Issues around the use of income

It makes sense that states would take into account the average income in a school district when trying to determine
their citizens’ “ability-to-pay” for education. After all, if the taxpayers in a district had low-incomes they could not, and
should not, be expected to shoulder a greater burden of the costs to educate their children. So if this is true, then why
do more states not take income into account? There are four basic reasons:

1. Many states do not collect school district residency information via their state income tax forms, making it hard
to measure household income by district.

2. Nine states do not have an income tax, making collection of such data by district even more difficult.

3. States that have used income as a measure of wealth have not always seen net funding distribution changes,
meaning the problem they sought to solve did not go away.

4. If not incorporated correctly into the formula, the results could be counter to expectations, reducing state aid to
districts with low median-household incomes.

If using income as a measure of wealth, you need to do it the right way

How income is incorporated as a measure of a school
district’s wealth is just as important as whether it is
included at all. Simply adding income to property
values can result in unintended consequences, such
as funding decreases for low-income districts and
funding increases for high-income districts. To
ensure that an income factor benefits low-income
districts, it needs to be used as a multiplier to
property values. If a district’s income is turned into
a ratio of the district’s income to the state average,
a high-income district would have a ratio greater
than 1.0, and a lower-income district would have

a ratio less than 1.0. When this income factor is
multiplied by the district’s property wealth per pupil
to determine that district’s local funding capacity,

it then would raise the relative fiscal capacity for a
high-income district but decrease the fiscal capacity
of a low-income district. In the case of a district with
median-household income below the state average,
the impact would be to lower the fiscal capacity
measure and increase the share of total funding
provided by the state.

* Using low-income students as part of the fiscal capacity measure is essentially an income-based measure.
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To illustrate how a multiplicative income factor might work, consider how two different districts would fare using income
as both an additive factor and as a multiplicative factor.

»  District No. I has an average property value per pupil that is equal to the state’s average, so it would be assigned
a property wealth factor of 1.0. The district’s per pupil income is 10% above the state average, so its income factor
would be 1.10

»  District No. 2 also has an average property value per pupil that is equal to the state’s average, so it, too, would
be assigned a property wealth factor of 1.0. This district’s per pupil income is 10% below the state average, so its
income factor would be 0.90.

Under this example, if the state simply used property values as its measure of a district’s fiscal capacity in its formula,

then both districts would be viewed as having perfectly average fiscal capacity and would receive the same amount of state
funding. But under a system where property wealth and income wealth factors were both given a weight of 50% and simply
added together, it would look like this:

Table 1: Income as an Additive: Districts with Equal Property Wealth

Property Value per

Adjusted District Fiscal

Income factor Capacity

Pupil

District No. 1 (10X50%) = 050 (110X50%) =055

District No. 2 (10x50%) = 050 + (0.90x 50%) = 045 = 095

Table 1 shows that under a system where a district’s property values are added to an income factor, District No. 1 has an
adjusted district wealth (or fiscal capacity) that is 5% above the state average, and District No. 2 is 5% below the state
average. However, if the state were to use a multiplicative income factor, then each district’s fiscal capacity calculation
would be as follows:

Table 2: Using Income as a Multiplier — Districts with Equal Property Wealth

Property Value per Adjusted District Fiscal
Pupil Capacity
District No. 1 10 X 110 = 110
District No.2 10 X 090 = 090

Income factor

Under a system where a district’s property values are multiplied by an income factor, District No. 1 has an adjusted district
fiscal capacity that is 10% above the state average, and District No. 2 is 10% below the state average. Table 2 shows that
the higher-income district would receive less state aid because it would be defined as being even wealthier using the
multiplicative factor (its new fiscal capacity number would be 1.10 vs. 1.05), and the lower income district would receive
more state aid because the multiplicative factor would show it to be even poorer (its new fiscal capacity number would be
0.90 vs. 0.95).

States that use sales tax base

Only two states—Tennessee and Virginia—currently use a district’s sales tax base as a measure of their fiscal capacity. Both
of these states provide for local-option sales taxes that can be used to fund schools. While this system may work in other
states with a local-option sales tax, it would make much less sense in a state where a local-option sales tax is not an option
for districts.
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What can states do?

If states are considering improving the way they share funding costs with local
districts, there are a few steps that they can take:

1.

Know what measures of wealth are available in your state: In a state without
an income tax, it would make little sense to attempt to measure a district’s
wealth by the average income. But even in states that have an income tax it
may be difficult to collect income data by district. The availability of wealth
data will vary greatly by state.

Ensure that any change results in the intended consequences: As shown
earlier in this paper, adding income data as a wealth measure can result in
decreases in state funding for low-income school districts. Before making
any change, your state should run the numbers to make sure that the new
wealth measure directs additional funding to low-income districts.

Look at other ways to achieve your goal: The goal of reconsidering or
carefully selecting wealth measures in funding formulas is to ensure that
state funding is directed toward those districts that cannot afford to fund
public education. An additional goal is to help reduce the tax burden on
those individuals who have low incomes but live in a home with a high
property value. These goals might be better met through other tax/budget
policies. For instance:

¢ To help redirect funds to low-wealth districts, states can increase their
funding for at-risk students or they can create special funding programs
outside of the state’s primary funding formula.

e To offset property tax costs for taxpayers with high property values and
low incomes, the state can make use of circuit breaker property tax
credits, property valuation caps, or property tax exemptions aimed at
homestead property.

ECS Resources

The Progress of Education Reform:
Understanding State School Funding

When policymakers don't understand
the basics of their state’s funding
system, it is difficult for them to
determine what changes are needed

to encourage innovation. This issue

of The Progress of Education Reform
sets out to ease some of the confusion
by helping readers better understand
these complex systems, with the hope
that this knowledge will be used to help
support education reform in the states.
http://www.ecs.orgclearinghouse|01/02/86/10286.pdf

Education Commission of the States (ECS)

ECS has a collection of information

on current state funding formulas, as
well as a number of reports that outline
best practices. For school finance more
broadly, also see:
http://www.ecs.org/htmlfissue.asp2issueid=48

Other Recommended
Resources

Lincoln Institute of Land Policy

The institute has a collection of reports
and databases on state and local tax and
policies.

http://www.lincolninst.edu)

National Conference of State Legislatures (NCSL)
NCSL collects information on state level

taxation and spending policies.
http://www.ncsl.org|


http://www.ecs.org/per
http://www.ecs.org/clearinghouse/01/02/86/10286.pdf
http://www.ecs.org/clearinghouse/01/02/86/10286.pdf
http://www.ecs.org/html/issue.asp?issueid=48&subIssueID=43
http://www.ecs.org/html/issue.asp?issueid=48
http://www.lincolninst.edu
http://www.ncsl.org/issues-research.aspx?tabs=951,61,161

Www.ecs.org/per

Endnotes

1

Allan Odden, “Alternative Measures of School District Wealth,” Journal of Education
Finance, Vol. 2, Winter, 1977, 356-379.

Rankings & Estimates: Rankings of the States 2012 and Estimates of School Statistics
2013 (Washington, D.C.: National Education Association, 2012, 94).

Sections of this paper originally appeared in a paper by Michael Griffith, Lawrence

0. Picus, Allan Odden and Anabel Aportela, Policies That Address the Needs of High
Property-Wealth School Districts with Low-Income Households, Lawrence O. Picus &
Associates, July, 2013.

Daphne Kenyon, The Property Tax — School Funding Dilemma, Lincoln Institute of
Land Policy, Cambridge, Massachusetts, 2007, 4.

Michael Brennan and Orlando Delogu, "The Argument For: Retaining Income as One of
Two Factors in Maine’s School Aid Funding Formula," Maine Policy Review, Volume 9,
Issue 1, 2000, 78.

Ibid Odden, 356-379.

This issue of The Progress of Education Reform was made possible by
agrant from the GE Foundation. For more information on this topic,
contact the author, Mike Griffith, who serves as the senior school finance
analyst for the Education Commission of the States. He can be reached at
mgriffith@ecs.org.

GE Foundation

©2013 by the Education Commission
of the States (ECS). Allrights reserved.

ECS encourages it readers to
share our information with others.
Toreprint or excerpt some of

our material, please contact ECS
at 3032993600 or e-mail
EC@eRE.01g.

The Education Commission of the
States is a nationwide nonprofit
organization formed in 1965 to
help govemors, state legislators,
state education officials, and others
to develop policies to improve the
quality of education. ECS is the only
nationwide, nonpartisan interstate
compact devoted to education at
all levels.

WVAW.EC5.01g

Past issuies of

The Progress of
Education Reform
are available
on our website at;

WV £C5.01g per.

Equipping
Education Leaders,
Advancing Ideas



http://www.ecs.org/per
mailto:ecs@ecs.org
http://www.ecs.org
http://www.ecs.org/per
mailto:mgriffith@ecs.org

