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EXECUTIVE SUMMARY

In the effort to improve essential components of the Basic Education Program (BEP), the
General Assembly has adopted legislation directing the BEP Review Committee' to
perform a comprehensive review of the funding formula, identifying needed revisions,
additions, or deletions. This year, through a series of full-day meetings, the committee
has performed a comprehensive review of the following areas:

total instructional salary disparity,

differences in benefits,

inflation indicators,

funding for at-risk students,

funding for English language learners (ELL),
unit component costs,

the existing mechanism for funding equalization.

Each year, on or before November 1, this committee will submit a report to the Governor,
the State Board of Education, and the Select Oversight Committee on Education,
identifying funding formula needs. This first edition of the report summarizes the
findings of the committee, presents the immediate and extended priorities identified by
the committee, and includes needed technical corrections.

Salary Disparity

1. The Governor’s Salary Equity Plan has decreased salary disparity across the state.
In calculating disparity, health insurance should be included in order to provide a
more comprehensive picture of total compensation.

Immediate Priorities

1. Funding for at-risk students should be substantially increased within the BEP, as a
separate classroom component (funded at a ratio of 75 percent state and 25
percent local).

2. Funding for English language learners (ELL) should be substantially increased
within the BEP, as a separate classroom component (funded at a ratio of 75
percent state and 25 percent local).

3. BEP Technical Corrections - The most current values for FICA should be
incorporated into the BEP for duty-free lunch and substitute teachers.

' Public Chapter 670, House Bill 3510, 2004 Legislative Session



Extended Priorities

1. The state should move toward adoption of a fiscal capacity index based upon a
136 system-level model, transitioning from the current 95 county model; specific

recommendations will be included in the committee’s report on November 1,
2005.

2. Unit cost components should more appropriately reflect the basic requirements of
quality educational programs in Tennessee. These areas include:

Pre-Kindergarten for At-Risk Children

Professional Development

School Nurses

Teacher Classroom Materials and Supplies

Technology Coordinators

System-wide Administrative and Instructional Technology
Positions Outside the BEP

Transportation

Capital Outlay

B e A0 o

The BEP Review Committee strongly endorses the complete findings and
recommendations of this first annual report.



RECOMMENDATIONS

SALARY DISPARITY

Salary Disparity Recommendation #1:

The baseline for district compensation, upon which salary disparity is calculated,
should include statewide weighted average salaries for each cell, applied to the
local salary schedule. In addition, the baseline for district compensation should
include weighted average local health insurance benefits.

Both weighted averages should be research-based measures, substantially
demonstrating “schedule strength” and “insurance package strength”, independent

of local variations in training and experience.

Salary Disparity Recommendation #2:

Annually, the baseline measures of district compensation, including salary and
health benefits, should be analyzed using local salary schedules and health
benefits information submitted to the department of education.

In the event that such data is not available in time to meet legislative deadlines, a
separate report on disparity will be submitted to the Governor, State Board of

Education, and Select Oversight Committee on Education.

IMMEDIATE PRIORITIES

AT-RISK STUDENTS

At-Risk Recommendation #1.:

The Basic Education Program formula should provide additional funding for
100% of at-risk students, grades K-12.

At Risk Recommendation #2:

The component for at-risk students should be funded as a separate classroom
component (funded at the ratio of 75 percent state and 25 percent local), providing
increased flexibility in responding to the needs of at-risk students.



IMMEDIATE PRIORITIES (continued)

At-Risk Recommendation #3.

The funding for 100% of at-risk students should be phased in over a period not to
exceed five years, using either percentage increments of total at-risk students or
increments of grade-levels served.

At-Risk Recommendation #4.

The funding for at-risk students should be based upon a reduction of five students
from traditional classroom ratios, across all grade levels, as defined within the
BEP.

ENGLISH LANGUAGE LEARNERS

ELL Recommendation #1.:

The component for ELL students should be funded as a separate classroom
component (funded at the ratio of 75 percent state and 25 percent local), providing
flexibility in strategies employed and grade levels served.

ELL Recommendation #2:

The funding ratio reduction for ELL students should be based upon 1 teacher for
every 20 students, and 1 translator for every 200 students.

BEP TECHNICAL CORRECTIONS - FICA

Unit Components Cost Recommendation #1:

The most current value of FICA should be incorporated into all duty free lunch
positions generated by the BEP.

Unit Components Costs Recommendation #2:

The most current value of FICA should be incorporated into all substitute teacher
positions generated by the BEP.



EXTENDED PRIORITIES

FISCAL CAPACITY INDEX

Fiscal Capacity Index Recommendation:

The BEP Review Committee endorsed the concept of a 136 system-level
prototype. The committee voted to recommend, in its November 1, 2005 report,
that Tennessee convert from a 95 county to a 136 system-level equalization
model.

Future discussion will focus on issues related to local tax base and additional
questions determined by the BEP Review Committee. An additional year will
allow time for the committee to develop potential phase-in options and gain a
better understanding of factors driving formula change. This review will facilitate
the necessary conditions for BEP implementation.

BEP UNIT COMPONENT COSTS

Pre-kindergarten for At-risk Children. A new component should be added to
the BEP to support high quality pre-kindergarten programs for at-risk students.
Tennessee currently funds 2,500 at-risk children and federally funded Head Start
serves approximately 16,000 children. The existing level of service leaves an
additional 20,500 at-risk four-year olds unserved.

Professional Development. A new component for professional development
should be formally incorporated into the BEP, funded at a 1% rate of instructional
salaries. Georgia, for example, funds professional development at a rate of 1 /2 %.

School Nurses. The formula component for school nurses should be based upon
a ratio of at least 1 nurse for every 1500 students. Such a level of funding would
still exceed the recommended ratio of 750, determined by the National
Association of School Nurses. The component is currently funded at a ratio of 1
school nurse per 3000 students. Additionally, the BEP spending mandate for
school nurses should be removed from Tennessee code.

Teacher Classroom Materials and Supplies. The materials and supply
allocation for classroom teachers should be based upon a rate of no less than $300
per teacher. This funding level would be one hundred dollars above the existing
$200 allocation. In order to ensure an appropriate delineation between shared-
pool and direct teacher resources, TCA 49-3-359(a) should be updated to reflect
an increase of $100 directly to classroom teachers.



EXTENDED PRIORITIES (continued)

Technology Coordinators. Technology Coordinators should be funded based
upon a ratio of at least 1 coordinator per 2500 students, compared to the current
ratio of 1 coordinator per 6400 students.

Technology. Funding for technology should be substantially improved to support
system-wide administrative and instructional technology. The recurring allocation
of $20 million has not been improved since inception of the BEP.

Positions Outside the BEP. The BEP should provide funding to account for a
proportion of additional positions outside the formula. This funding should be
based upon a reduction in class sizes at grade levels K-6. Additional study is
needed.

Transportation. A review of funding components for transportation should be
included in the committee’s next annual report.

Capital OQutlay. A review of the funding components for capital outlay should be
included in the committee’s next annual report.



INTRODUCTION

In accordance with Public Chapter 670 of the 2004 legislative session, Tennessee Code
Annotated 49-1-302(a)(4) was amended to include a reauthorization of the Basic
Education Program (BEP) review committee.

In addition to maintaining the committee’s core constituency of members, the following
stakeholders were added to inform the committee’s future work:

e chairs of the standing education committees for the senate and house of
representatives,
e director of the office of legislative budget analysis;
at least one member from each of the following stakeholders:
o teachers,
school boards,
directors of schools,
county governments,
municipal governments,
finance directors (urban, rural, and suburban systems).

O O O O O°

According to legislation, this committee is charged with the regular review of BEP
components, including the preparation of an annual report on or before November 1 of
each year. This first edition of the report is submitted to the Governor, State Board of
Education, and Select Oversight Committee on Education.

As directed in the legislation, this report “shall include recommendations on needed
revisions, additions, and deletions to the formula, as well as an analysis of instructional
salary disparity among local education agencies”.

This reauthorized committee must convene at least four times annually; its work as
directed by the legislation shall include, but not be limited to, “the consideration of total
instructional salary disparity among local education agencies, differences in benefits and
other compensation among local education agencies, inflation, and instructional salaries
in the southeast and other regions”.

Section 9 of Public Chapter 670, House Bill 3510 also specifically directs the BEP
review committee “to give special consideration to costs of enhanced services to address
the needs of at-risk children, the cost of educating English language learners, and the
development and implementation of a system level fiscal capacity model.”

The enclosed report fulfills all of the required components as directed by Public Chapter
670, House Bill 3510.
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WORK OF THE COMMITTEE

In accordance with Public Chapter 670, the BEP Review Committee has engaged in a
series of meetings to ensure a high standard of deliberation regarding formula
improvements. This report represents the foundation for continued dialogue throughout
the current and future legislative sessions.

In addition to fulfilling the requirements of legislation, the committee has identified
several priorities as critical to reflecting the true cost of delivering quality educational
programs for all Tennessee students. Thoughtful discussion has centered on the following
initiatives as a foundation for moving towards greater support for high quality teaching
and learning.

1. A comprehensive review of total instructional salary disparity, including analysis
of local education agencies (LEAs), review of inflation indicators, differences in
benefits and other compensation, and salaries in states in the southeast and other
regions.

2. A recommendation of funding improvements for at-risk students and English
language learners:

a. Expanding the proportion of K-12 at-risk students funded through the
formula.
b. Reducing class size ratios for ELL teachers and translators.

3. A recommendation of unit cost improvements, reflecting component areas under
funded within the BEP.

Pre-Kindergarten for At-Risk Children

Professional Development

School Nurses

Teacher Classroom Materials and Supplies

Technology Coordinators

System-wide Administrative and Instructional Technology
Positions Outside the BEP

Transportation

Capital Outlay

FER e A0 o

4. An updated review of the fiscal capacity index, including analysis of the existing
95 county model and newly proposed 136 system-level prototype.

11
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1. TOTAL INSTRUCTIONAL SALARY DISPARITY

Background

In October 2002, the Tennessee State Supreme Court ruled that teacher salaries,
“fail(ed) to comply with the State’s constitutional obligation to formulate and
maintain a system of public education that affords substantially equal educational
opportunity to all students”. The court concluded that teacher instructional salaries
should be incorporated as a key BEP funding component, subject to an “annual
review or cost determination”.

In November 2003, the Governor’s Task Force on Teacher Pay provided strategic and
basic conclusions regarding a comprehensive approach to addressing teacher pay
equity. These conclusions identified “early detection” as the mechanism to provide a
“clear step-by-step picture of disparity concerns for school systems”; and called for a
process of annual review “as the way to recommend cost adjustments to the BEP
salary component”.

BEP Review Committee Discussion (Total instructional salary disparity):

The committee reviewed several measures for calculating disparity, using analysis
performed by the department of education and office of the comptroller. Discussion
revealed agreement on the need to assess disparity independent of local variation
caused by training and experience. There was also consensus on the need to include
local variations in health benefits as a component of the compensation baseline.

The committee agreed on the use of a weighted average salary, based on the statewide
percentage of teachers in each salary schedule cell for each system. This weighted
average included experience for all levels and degree attainment. A weighted average
local measure of health insurance paid was then combined with the weighted salary
average for each district, resulting in a baseline of total compensation (salary and
health insurance), upon which disparity could be measured.

12



In addition to intra-state disparities, the committee reviewed Tennessee’s relative
rank in comparison to the Southeastern average and the average of contiguous states.

Findings (Total Instructional Salary Disparity)

a. Comparative Salaries

The average salary for Tennessee instructional positions (2003-04) was $40,657,
according to the Southern Regional Education Board®. Over the past academic year,
this represented a 2.5% increase, outpacing a 2.2% southern regional average
increase. As a total percentage of SREB states, Tennessee’s average was 97.3% of the
aggregate regional profile, and 99.7% in comparison to contiguous states.

A ten year analysis of Tennessee’s average salary, reveals a 33.2% increase compared
to an SREB total increase of 36.3%.

It is important to note that such salary comparisons do not address cost-of-living
variations among states or within states. Employee benefits, variations in degree
attainment and level of experience are also not accounted for in such regional
analyses.

The BEP adjusts for inflation based on the Consumption Price Deflator for
Government Purchases. This inflation index, originally published by the U.S.
Department of Commerce Bureau of Economic Analysis (BEA), estimates the
increase in costs for state and local governments nationwide, and includes indices for
compensation of state and local government employees, consumption of fixed capital,
and purchases of intermediate goods and services.

b. A Decrease in Statewide Salary Disparity

An analysis of instructional salary disparity reveals the Governor’s equity plan has
decreased disparity, making salary schedules more competitive across Tennessee.
(Appendix B)’. A more comprehensive analysis of the statewide effects, including
health benefits, will become available as systems finalize their schedules for the
current 2004-05 academic year.

Furthermore, the inclusion of health insurance in addition to weighted salary averages
reveals additional reductions in disparity, using multiple district measures of
comparison (Appendix C.2)*. Analysis, using quartile rank order, reveals a continuing
trend towards disparity reduction. When such analysis is performed comparing the
maximum and minimum districts, the addition of health insurance results in a slight
disparity increase from 35.3 to 37.3 percent. A reliance on two single salary points—

* Gaines, G.F. (July 2004) Focus on Teacher Pay and Incentives: Recent legislative actions and update on
salary averages. SREB

* Appendix B provides exhibit representations of statewide total instructional salary disparity reduction.

* Appendix C provides a comparative profile of weighted salary averages, including health benefits.
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the maximum and minimum—provides an incomplete picture of overall statewide
trends towards reduction in disparity.

c. Statewide District Ranks

The addition of health insurance to weighted salary averages reveals a shift in the
relative rank order of districts across the state (Appendix C).

In general, there is wide variation in which districts improve or decline in rank order;
however, districts on the lowest end of the salary scale tend to experience a reduction
in disparity through the addition of health insurance benefits.

The lowest quartile districts (bottom 34 districts) experience an average increase in
rank of +14.5 with the inclusion of health insurance benefits. Such figures are even
more pronounced in an analysis of the relative change among the 20 lowest ranked
districts.

2. AT - RISK STUDENTS

Background

State and federal accountability measures have refocused the efforts of schools and
districts to meet the needs of all learners, including economically disadvantaged
students’. The existing BEP formula targets funding for only 1/3 of at-risk
enrollment, grades K — 3. In order to support Tennessee’s goals for achievement, the
BEP Review Committee recognizes the need to expand such targeted resources
towards all at-risk students. Daily, over 41 percent of Tennessee students receive free
and reduced priced meals.

BEP Review Committee Discussion (At-Risk Students):

The committee considered various scenarios for expanding the number of at-risk
students served by the formula. Such scenarios included increasing the proportion of
students served by grade levels and increasing the percentage of students served in
grades K-12. The committee reviewed fiscal projections under the existing
instructional component (65/35 state/local ratio) and as a separate classroom
component (75/25 state/local ratio).

The committee agreed that establishing at-risk as a separate classroom component
would provide local systems the flexibility to customize resources. Funding
projections were based on a 5 student reduction from the traditional classroom ratio.
The committee questioned if this reduction alone appropriately reflected the

> In the current BEP, ‘at-risk’ is measured by eligibility for Free and Reduced Priced Meals (FRPM)
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necessary resources to improve preparation of at-risk students. However, there was
the consensus that such ratio reductions, combined with the local flexibility to target
resources, would provide an important first step towards meeting more appropriately
the needs of at-risk students.

The committee also reviewed alternative measures of defining at-risk, noting that
most states rely on free and reduced priced meals. This topic will serve as an area for

further investigation as the committee moves forward.

Findings (At Risk Students)

a. Serving the needs of at-risk students.

In an assessment of resources required to educate at-risk students, the committee
agreed that the goal should be funding for all at-risk students in grades K-12, phased
in over a period not to exceed five years.

b. Changing the classification of at-risk funding to a classroom component (funded
at the ratio of 75 percent state and 25 percent local).

In order to provide maximum flexibility, the committee agreed that changing the at-
risk component of the BEP from an instructional salary component to a classroom
component allows districts to target more appropriately resources, based on localized
needs.

c. Reducing the funding ratio proportion

At-risk students present unique challenges to Tennessee educators. Student needs can
be addressed in a variety of ways including early intervention, after school programs,
and expanded opportunities for parent involvement. However, the committee agreed
that a reduction of five students in conjunction with its re-categorization as a separate
classroom component would begin the process of more appropriately targeting the
needs of at-risk students.

3.  ENGLISH LANGUAGE LEARNERS

Background

The addition of English Language Learners as a separate component of the BEP was
the first major modification to the formula since its inception. The existing
component generates positions at a ratio of 1 teacher for every 50 students, and
provides 1 translator for every 500 students. Such measures do not reflect an
appropriate classroom standard for instructional quality.

15



Tennessee continues to experience dramatic growth in the number of ELL students
served through public schools. Recent data show that the number of ELL students has
grown more than 300% since the 1999- 2000 school year®. Currently’, over 19,350
ELL students generate positions within the BEP formula, affecting 83% of all
Tennessee districts in all regions of the state.

BEP Review Committee Discussion (English Language Learners).

The committee examined the fiscal impact of reducing teacher and translator ratios
throughout various increments. The committee also agreed that establishing ELL as a
separate classroom component would provide local systems the flexibility to direct
funding to target the needs of ELL populations.

Findings (English Language Learners)

Analysis was performed for student-teacher ratios of 1/40 and student-translator ratios
of 1/400. Projections were also run at 1/30 (teacher), 1/300 (translator) ratios and 1/20
(teacher), 1/200 (translator) ratios. The committee also noted that successful ELL
programs require flexibility in strategies to meet diverse school, parent, and student
needs.

In order to provide maximum flexibility, the committee agreed that changing the ELL
component of the BEP from instructional salary to a classroom component allows
districts to target resources more appropriately.

BEP TECHNICAL CORRECTIONS

Background

The BEP includes components to fund duty free lunch teachers and substitute
teachers.

Findings (Technical Corrections)

The components do not include funding for FICA for duty free lunch teachers and
substitute teachers.

% Source: U.S. Department of Education’s Survey of the States” Limited English Proficient and Available
Educational Programs and Services, 1991-1992 through 2000-2001.
"FY 05 Fiscal Year
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5. BEP UNIT COMPONENT COSTS

Background

Previous work of the BEP review committee (2000-01) included a comprehensive review
of existing components, including a series of recommendations. In addition to the
immediate priorities of at-risk students and English language learners, the following areas
were examined using updated unit component costs.

Pre-Kindergarten for At-Risk Children

Professional Development

School Nurses

Teacher Classroom Materials and Supplies

Technology Coordinators

System-wide Administrative and Instructional Technology
Positions Outside the BEP

Transportation

Capital Outlay

BEP Review Committee Discussion (Unit Component Costs):

A separate sub-committee examined cost estimates associated with each educational
priority, reporting major findings to the larger committee. This analysis revealed
numerous under funded or omitted BEP components.

Existing unit costs are based on past expenditures; however, BEP calculations for the
current fiscal year reveal these costs are starting to “bottom out”. This phenomenon
occurs as districts fail to use funds generated within specified BEP categories,
particularly for materials and supplies. However, it is important to note that the BEP does
not mandate spending in an overwhelming majority of formula categories, but rather
generates education revenue for districts to allocate, based on local needs.

If the past practice of establishing unit costs had been applied this year, a $38 million loss
would have resulted for school systems. Instead, the Department of Education has
devised a procedure to allocate unit costs based on the larger of two funding scenarios:
(1) a three year average, indexed for inflation® or (2) the previous year’s expenditure,
indexed for inflation. The larger of these two values is then applied to the BEP for each
district.

¥ See Appendix D.
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The BEP Review Committee voted unanimously to continue the revised method for
calculating unit costs for FY06. This will provide time to identify alternative independent
sources of data in the determination of inflation indicators.

Findings (Unit Component Costs)

A review of unit component costs revealed numerous and substantial areas where the
BEP significantly omits or underfunds essential components required for the basic
administration of traditional education programs. The findings are embedded in the
recommendations which appear in an earlier section of this report.

6.

FISCAL CAPACITY INDEX

Background

Since the inception of the BEP, the fiscal capacity index, produced by the staff of the
Tennessee Advisory Committee on Intergovernmental Relations (TACIR), has served
as the primary equalization mechanism of the BEP. TCA 49-3-356 specifies that
“from the local portion of [BEP funding], there shall be a distribution of funds for
equalization purposes pursuant to a formula adopted by the state board, as approved
by the commissioners of education and finance and administration. It is the intent of
the general assembly to provide funding on a fair and equitable basis by recognizing
the differences in the ability of local jurisdictions to raise local revenues.”

Recent improvements in sources of data have provided TACIR with the opportunity
to propose changes to existing variables in the current model. The availability of such
data will allow the existing method of equalization to fulfill more appropriately the
intent of legislation, presenting an improved profile of the “differences in the ability
of local jurisdictions to raise local revenues”.

Additionally, current implementation of the fiscal capacity index is based on a 95
county model, which limits its capacity to capture equitably tax revenue across all
136 systems at the system level. In response to this challenge and other factors,
TACIR developed a system-level prototype for committee discussion, based on all
136 systems.

BEP Review Committee Discussion (Fiscal Capacity Index):

A comprehensive overview of the fiscal capacity prototype was presented to the
committee, highlighting major data source improvements used to develop a system-
level model. Such improvements include the replacement of per capita personal
income (PCPI) with median household income. PCPI tends to understate fiscal
capacity in areas that include people who live in group quarters, such as prisons and
colleges, and overstate fiscal capacity in areas with high income outliers. The new

18



prototype also includes a component for state-shared local tax revenue and a variable
for state-shared tax revenue per pupil.

A complete overview of the prototype is available on the web via
http://www.state.tn.us/tacir/Fiscal%20Capacity/prototype.htm

Committee discussion also examined incorporating specific recommendations into the
95 county model, including:

e Elimination of tax equivalent payments based on outdated data;

e Replacing per capita personal income with median household income. PCPI
tends to understate fiscal capacity in areas with large group quarters and
overstate fiscal capacity in relatively small counties with high income outliers;

e Considering whether service responsibility is too broad, examining whether it
should be dropped or replaced by a variable that more accurately measures
service burden not captured by the BEP.

e Including a measure of state-shared revenue used to fund school systems in
order to improve model integrity.

Findings (Fiscal Capacity Index)

The committee concluded that the implementation of the system-level prototype,
which includes all of the funds available to schools, would improve the fairness of the
fiscal capacity index used in the BEP. Implementation would also result in a change
in the responsibility of individual systems to contribute their share of funding to the
BEP. The committee also acknowledged that implementation of the streamlined sales
tax legislation (July 2005) will affect revenues available to local systems in ways that
have not yet been fully analyzed; this challenge will occur whether or not any
changes are made to the fiscal capacity index.

The committee endorsed the concept of a system-level prototype, and agreed that the
November 1, 2005 report will include a recommended plan for Tennessee to
transition from a 95 county to a 136 system-level equalization model. Over the next
year, the committee will examine factors driving change within the new prototype. It
is important to note that such factors will impact the formula, whether or not the 136-
system level prototype is adopted. Future research and discussion will focus on, but
not be limited to, the following factors (Appendix E):

1. Voluntary tax sharing agreements between and among cities and counties;
2. Differences in tax capacity related to the local option sales tax cap of 2.75%;

3. Treatment of the local tax base subject to Central Business Improvement District
and Tourism Development Zone status;
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4. Treatment of the tax base subject to the 15 year annexation hold harmless
provision; and

5. Additional questions as determined by the BEP Review Committee.
The committee will also provide potential phase-in options related to the 136 system-

level prototype, including a potential hold-harmless provision for districts negatively
impacted by the transition.

7. ADDITIONAL WORK AND DISCUSSION OF THE COMMITTEE

Special Education:

Previously, the General Assembly directed the Board to develop a policy on caseload and
class size for special education. A Board task force determined that, at a minimum,
special education classes should be no larger than general education classes. Future
discussion will closely examine the feasibility of obtaining such caseload and class size
data, and serve as a basis for future discussion.

Cost Differential Factor (CDF):

The existing cost differential factor, as incorporated into the BEP, was designed to reflect
the increased wages paid by certain counties, due to local marketplace and metropolitan
differences. More comprehensive research regarding the CDF will be performed by the
BEP review committee in the upcoming year.

Fee Waivers:

TCA 49-2-114 requires LEASs to “establish, pursuant to rules promulgated by the State
Board, a process by which to waive all school fees for students who receive free or
reduced priced lunches. The existing mechanism for fee waiver distribution within the
BEP has no correlation to the number of students on free and reduced priced meals.
Consequently, systems are not provided with sufficient resources to meet the fiscal
demands as directed in Tennessee code. The committee will consider a more appropriate
mechanism for incorporating fee waivers into the BEP.

Future Funding Needs:
In July 2003, the Office of Education Accountability published a comprehensive review’

of the BEP, identifying formula challenges which limit Tennessee’s capacity to support
improved educational outcomes. The committee reviewed the findings in that report.

? Comptroller of the Treasury. (July 2003). Funding Public Schools: is the BEP Adequate? Nashville, TN:
Office of Education Accountability. http:/www.comptroller.state.tn.us/orea/reports/bepadequacy.pdf

20



In addition, the committee reviewed recommendations on future funding needs from the
following three groups: The Coalition for Tennessee’s Future'’, the Urban Caucus, and
Tennessee Organization of School Superintendents. The upcoming year will be used to
comprehensively review finding implications from each educational constituency group.

1 Calculation of the Cost of an Adequate Education in Tennessee in 2001-02 Using the Professional

Judgement Approach and The Successful School District Approach, prepared by Augenblick, Palaich and
Associates, Inc.
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Chapter Mo. 670] PUBLIC ACTS, 2004 1

CHAPTER NO. 670
HOUSE BILL NO. 3510

By Representatives McMillan, Winningham, Maddox, Fitzhugh, Shepard, Pinion,
McDaniel, Harmon, Borchert, Shaw, Buck, Tidwell, Litz, Yokley, Walker, Bone, Head,
Hensley, Hood, Towns, Coleman and Mr. Speaker Naifeh

Substituted for: Senate Bill No. 3397
By Senators Crutchfield, Graves, Kurita, Norris, Burks, Herron
AN ACT to amend Tennessee Code Annotated, Title 45, relative to instructional salaries.
BE IT ENACTED BY THE GEMERAL ASSEMBLY OF THE STATE OF TENMESSEE:

SECTICON 1. Tennessee Code Annolated, Section 49-3-356, is amended by inserting
the words and punctuation *, sixty-five percent (85%) in the instructional positicns component”
between the words “classroom components” and the words "and fifty percent”.

SECTION 2. Tennesses Code Annotated, Section 49-3-366, is amended by deleting the
section in its entirety and subsfituting instead the following:

Section 49-3-366

(a) Motwithstanding any other law to the contrary, effective with the 2004-
2005 fiscal year, the dollar value of the BEP insfructicnal positions component
shall be thirty-four thousand dollars (334,000) per instructional position. In
subzequent fizcal years, the dollar value of the instructional positions component
in the BEP shall be st in accordance with the provisions of Section 49-3-351.

(b} Mo local education agency shall receive from the BEFP in fiscal yvear
2004-2005 and in subseguent fiscal years a lesser amount of state funds for
instructional salaries, benefits, insurance, and unit costs adjusted for any
mandatory increases in these categories and adjusted for any changes in
average daily membership, than it received for such purposes in the 2003-2004
fiscal year.

(c) The commissioner shall provide to each local education agency, as
appropriate, a state funding plan fo transition from prior appropriations pursuant
to Section 11, ltems 4{a) and 4{b) of Chapter 356 of the Public Acts of 2003, to
funding under the BEP for the instructional positions component In developing
such plan, the commissioner shall consider the applicable local salary schedules
for instructional posifions, the fiscal capacity of the local education agency and
the local effort in raising revenue. The department shall provide each local
education agency notice of its obligations and anticipated revenues under such
transition plan.

SECTION 3. Tennesses Code Annoctated, Section 49-1-302{a}(4) iz amended by
deleting the following language and punctuation:
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The board shall establish a review committee for the Tennessee basic education
program. The committee shall include the commissioners of education and finance and
administration, or their designees. Others may be appointed by the board as determined
by the board.

SECTIOM 4. Tennessee Code Annotated, Section 49-1-302{a)(4), as amended by
Section 3, is further amended by designating the amended subdivision as (a)4)(A) and by
adding the following language as a new subdivision (a){4){B):

(B) The board shall establish a review commitiee for the Tennessee basic
education program. The commitiee shall include the executive director of the state board
of education, the commissioner of education, the commissioner of finance and
administration, the comptroller of the treasury, the direcior of the Tennessee Advisory
Commisgsion on Intergovernmental Relations, the chairs of the standing commitiees on
education of the senate and house of representatives, and the director of the office of
legislative budget analysis, or their designees. The board shall appeint at least one
member from each of the following groups: teachers, school boards, directors of
schools, county governments, municipal govermments which operate local education
agencies, finance directors of urban school systems, finance directors of suburban
school systems, and finance directors of rural school systems. The BEP review
commitiee shall meet at least four times a year and shall regulady review the BEP
components, as well as idenltify needed revisions, additions, or deletions to the formula.
The commitiee shall annually review the BEP instructional positions component, taking
into consideration factors including, but not limited to, total instructional salary disparity
among local education agencies, differences in benefits and other compensation among
local education agencies, inflation, and instructional salaries in states in the southeast
and other regions. The committee shall prepare an annual report on the BEP and shall
provide such report, on or before Movember 1 of each year, to the governor, the state
board of education, and the select oversight committee on education. This report shall
include recommendations on needed revisions, additions, and deleficns to the formula
as well as an analysis of instructional salary disparity among lecal education agencies.

SECTIOMN 5. Tennessee Code Annotated, Section £9-3-354(b), is amended by adding
the following language at the end of the subsection:

BEF funds earned in the instructional positions component must be spent for
instructicnal positions.

SECTION 6. Tennessee Code Annotated, Seclion 49-3-306{(a), is amended by
designating the existing language as subdivision {a){1) and by adding the following language fo
be designated as subdivision (a)(2):

(a)

{2y In addition to the siate salary schedule developed by the
commissioner for fiscal year 2004-2005 pursuant to subdivision (a)(1), the
commissioner shall develop a local salary schedule for each local education
agency for fiscal year 2004-2005. Motwithstanding the provisions of thiz section
or any other law to the contrary, such local salary schedule shall provide that the
local education agency adopt a local salary supplement for fizcal year 2004-2005
that is lower than the supplement paid in fiscal year 2003-2004, so long as any
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such reducticn by a local education agency in the local salary supplement is not
larger in amount than any increase in the state minimum salary for that local
education agency for fizcal year 2004-2005 resulting from appropriations made
pursuani to this act. Any reduction by a local educafion agency of the local
salary supplement for fizcal year 2004-2005 shall be subject to existing collective
bargaining agreements to which such local education agency is a party. In the
event such agreement bars a reduction in local salary supplements and the local
education agency is unable to reach an agreement permitting such reduction, the
commissioner shall reduce the state minimum salary for that local education
agency in an appropriate amount for fiscal year 2004-2005. MNothing in this
subsection shall be construed fo diminish or in any way serve to reduce any
general state salary schedule increase that may be provided outside the
parameters of this act. Nothing in this subdivision (a)2) shall be construed to
prohibit or modify the mandatory nature of negotiations of salary for fiscal year
2004-2005 where such supplements or improvements in salary are implemented
subsequent o the commissioner's re-calibration or possible reduction of some
local zalary supplements as they existed on the 2003-2004 local salary
schedules.

SECTION 7. Tennessee Code Annotated, Subsection 49-3-306(b), is amended by
adding the following language at the end of the subsection:

The provisions of the foregoing sentence shall not prohibit a reduction in local
salary supplements purzuant to subsection (a}2).

SECTION B. Tennessee Code Annotated, Subsection 42-3-306(e), is amended by
adding the following language at the end of the subsection:

For fiscal year 2004-2005, such schedule shall include, as a minimum, the
schedule recommended by the commissioner for salary equalization purposes under
subsection {a)(2).

SECTION 2. In reviewing the basic education program for fiscal year 20032008, the
BEF review committes is reqguested to give special consideration fo costs of enhanced zervices
to address the needs of at-risk children, the cost of educating English language leamers
{including teachers, translators and related professions) and the development and
implementation of a system-level fizcal capacity model.

SECTION 10. If any provision of this act or the application thereof to any perzon or
circumstance is held invalid, such invalidity shall not affect other provisions or applications of the
act which can be given effect without the invalid provision or application, and to that end the
provizions of this act are declared to be severable.

SECTION 11. This act shall take effect upon becoming law, the public welfare reguiring
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PASSED: April 29, 2004

?‘ JOHN 5, WILDER
EPEAKER OF THE SEHATE

APPROVED this 14™ dayof  May 2004

-

PHIL BREDESEN. GUVERKNOR
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Appendix D: Inflation Indices

Inflation Indices

Currently, BEP unit costs are inflated each year based on the Consumption Price Deflator for
Government Purchases, as reported by the University of Tennessee Center for Business and
Economic Research. This inflation index includes Compensation, Non-Compensation, and
Combined categories and each is applied to the appropriate unit cost. The index, originally
published by the U.S. Department of Commerce Bureau of Economic Analysis (BEA), estimates
the increase in costs for state and local governments nationwide, and includes indices for
compensation of state and local government employees, consumption of fixed capital, and
purchases of intermediate goods and services.

The U.S. Chained Consumer Price Index (CPl), published by the U.S. Department of Labor
Bureau of Labor Statistics (BLS) is an alternative inflation index. It estimates the increase in costs
for a market basket of goods and services purchased by a typical household. The CPl is based on
prices in metropolitan areas that include about 87% of the U.S. population. The major components
of the CPI are:
FOOD AND BEVERAGES (breakfast cereal, milk, coffee, chicken, wine, full service meals and
snacks);
HOUSING (rent of primary residence, owners' equivalent rent, fuel oil, bedroom furniture);
APPAREL (men's shirts and sweaters, women's dresses, jewelry);
TRANSPORTATION (new vehicles, airline fares, gasoline, motor vehicle insurance);
MEDICAL CARE (prescription drugs and medical supplies, physicians' services, eyeglasses
and eye care, hospital services);
RECREATION (televisions, cable television, pets and pet products, sports equipment,
admissions);
EDUCATION AND COMMUNICATION (college tuition, postage, telephone services, computer
software and accessories);
OTHER GOODS AND SERVICES (tobacco and smoking products, haircuts and other
personal services, funeral expenses).
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Appendix E: Impact of Streamlined Sales Tax

August 23, 2004

Commissioner Loren Chumley
Tennessee Department of Revenue
Andrew Jackson Building, Room 1200
Nashville, TN 37242-1099

Dear Commissioner Chumley:

As you know, Tennessee Municipal League President Bob Kirk, Dyersburg Alderman, appointed
a study committee to examine Tennessee’s streamlined sales tax legislation. President Kirk
named me as Committee Chair and named Kingsport Mayor Jeanette Blazier Committee Vice
Chair. The committee held its first meeting in Nashville on August 12.

The first meeting of the study committee featured a comprehensive review of the history of the
Streamlined Sales Tax Project, including major US Supreme Court rulings, the multi-state effort
to develop a framework for simplicity and uniformity in sales and use taxation, and a detailed
review of Tennessee’s conforming legislation. Particular attention was given to provisions of
Tennessee’s legislation that are likely to have local government revenue impacts.

The study committee understands the goals of the Streamlined Sales Tax Project and appreciates
the widespread concern about the long-term viability of the sales tax in Tennessee. The
committee also understands the benefits of active participation in the Project and having a “seat at
the table.” However, the fact that Tennessee’s conforming legislation is slated to take effect July
1, 2005, is a matter of grave concern to local governments throughout the state.

If Tennessee’s legislation takes effect, and if Congress were to enact legislation granting states
the power to compel out-of-state vendors to collect and remit state and local sales taxes or if the
US Supreme Court overturns its 1967 National Bellas Hess and its 1992 Quill ruling, it is a
strong possibility that the benefits of conforming to the Streamlined Sales Tax agreement might
far outweigh the costs. However, neither Congress nor the US Supreme Court has acted and the
prospects for such action in the reasonably near future are in question. Without federal legislative
or judicial action, it might still be the case that benefits outweigh costs, but it appears that no
robust analysis has been conducted to ensure that this is the case.

The committee recognized that some elements of Tennessee’s legislation may decrease local
revenue, some may increase revenues, and some may shift local revenue among Tennessee’s
local governments. However, the committee felt strongly that a much better understanding of
costs and benefits should be achieved before any change takes effect. Based on the committee’s
initial assessment of Tennessee’s legislation, there is a high potential for large and sudden net
reductions and shifts in state shared tax revenue and local option sales tax revenue.

Clearly, a change as monumental as the one in question should come only after a thorough impact
analysis has been performed and after the Governor, legislators, and local government officials
have reviewed and debated the merits of the change.

In its first official action, the TML streamlined sales tax study committee voted unanimously to
request that the Tennessee Department of Revenue perform a detailed and methodologically
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Appendix E: Impact of Streamlined Sales Tax

sound impact analysis associated with PC 357 of 2003 and PC 959 of 2004. The committee’s
request is outlined below.

1.

The study committee requests that the Department of Revenue assess for each
municipality the shared sales tax impact associated with changes to the taxation of:

w e e

Ll o =

BB

Cable television services (converted to privilege tax).

Satellite television services (converted to privilege tax).

Tangible personal property purchased by common carriers for use out-of-state (converted
to privilege tax).

Interstate telecommunications services sold to business (current state rate reduced).
Manufacturers purchases of water (converted to privilege tax).

Manufacturers purchases of energy fuels (converted to privilege tax).

Electricity and liquefied gas sold to farmers and nurserymen (made exempt from state
taxation).

Aviation fuel (converted to privilege tax).

Non-exempt sales of dyed diesel fuel for off-road use (converted to privilege tax).
Machinery used to remanufacture industrial machinery (exemption threshold removed).
Farm machinery (exemption threshold removed).

Animal grooming and bathing services (15% exemption repealed, bathing made taxable,
grooming made exempt).

Membership dues (exemption threshold removed).

Caskets, burial vaults and urns (exemption threshold removed).

The study committee requests that the Department of Revenue assess for each
municipality and each county the local sales tax impact associated with changes to the
taxation of:

Cable television services (pulled out of local tax base and converted to shared tax).
Tangible personal property purchased by common carriers for use out-of-state (special
local rate repealed and converted to shared tax).

Interstate telecommunications services sold to business (made subject to prevailing local
option sales tax rates).

Interstate telecommunications services sold to non-business (made subject to prevailing
local option sales tax rates).

Intrastate telecommunications services (made subject to prevailing local option sales tax
rates).

Manufacturers purchase of water (special local rate repealed and converted to shared
tax).

2.25% option for out-of-state vendors (repealed).

Materials owned by nonprofit colleges or universities when used by a contractor in
performance of a contract with the university (pulled out of local tax base with no
replacement revenue).

Single article sales (other than motor vehicles, aircraft, watercraft, modular homes,
manufactured homes, and mobile homes) (certain single articles will be made fully
subject to local option sales taxes).

Machinery used to remanufacture industrial machinery (made totally exempt from local
option sales taxes).

Farm machinery (made totally exempt from local option sales taxes).
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Appendix E: Impact of Streamlined Sales Tax

l.  Animal grooming and bathing services (grooming made totally exempt, bathing made
fully taxable).

m. Membership dues (made fully taxable under local option sales tax).

n. Caskets, burial vaults and urns (made fully taxable under local option sales tax).

3. The study committee requests that the Department of Revenue assess for each
municipality and each county the local tax impact associated with the change from
origin-based sourcing to destination-based sourcing.

I realize that you and your department face numerous demands and limited resources. If you
believe it will be impossible to fulfill this request in a timely fashion, then, in-lieu-of the impact
analyses outlined above, I request the data necessary for TML to conduct the analysis. To
conduct the analyses described above, data will be needed by jurisdiction and by SIC code (or
other industry classification or designation). I understand that in certain limited circumstances,
particularly when very small towns are involved, the release of jurisdiction and industry specific
data could pose taxpayer confidentiality issues. However, | am confident that these issues can be
resolved without much difficulty.

I look forward to working with you on this most critical matter.

Sincerely,

Tommy Bragg

TML Streamlined Sales Tax Study Committee Chair
Murfreesboro Mayor

cc:  Governor Phil Bredesen
Deputy Governor Dave Cooley
Governor’s Senior Advisor for Legislation & Policy Anna Windrow
Finance & Administration Commissioner Dave Goetz
Senate Finance Committee Chair Douglas Henry
House Finance Committee Chair Tommy Head
Comptroller John Morgan
Treasurer Dale Sims
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Appendix F: System-level Fiscal Capacity
For Funding Education in Tennessee
September, 2004

New Model versus Current Model—Highlights

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

= Retains regression-based modified representative tax system
approach

= Retains and enhances pupil and taxpayer equity measures
+ Tax base variables include state-shared tax revenue available to fund school
systems
+ Per Capita Income replaced by

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

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

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

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

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

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

= Service Burden (public school students divided by population) no
longer needed—covered by more comprehensive BEP Formula
(separately funds academic, vocational and special education plus
additional funds for English language learners and at-risk students)

A complete description of the fiscal capacity prototype can be found at the following
website: http://www.state.tn.us/tacir/Fiscal%20Capacity/prototype.htm




Appendix F (continued)

New Model versus Current Model
Comparison of Variables

Variables Current Model New Model

Does not include state-shared
Local Revenue tax revenue except in City
General Fund Transfers

Includes state-shared tax revenues
used to fund school systems

Property per County area County area & school systems
Pupil
Sales per Pupil County area County area & school systems
State-shared
_ Includes state-shared tax revenues
Tax Revenue Does not include .
: available to fund school systems
per Pupil

+ County-area Median

County-area Per Capita Household Income

Ability to Pay Income
+ System Child Poverty Rate
Business-related” property
Resident Tax County-area residential & | assessment divided by total
Burden/Tax farm assessment divided by | assessment
Exportability total assessment + County-area ratio

+  System ratio

Public School Students (ADM) Not included because BEP has

Service Burden L . .
divided by Population become more comprehensive

*
Commercial, industrial, utility and personal property.

A complete description of the fiscal capacity prototype can be found at the following
website: http://www.state.tn.us/tacir/Fiscal%20Capacity/prototype.htm




