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Executive Summary

Executive Summary

The First Report of the National Charter School Finance Study examines the laws,
regulations and state practices governing charter school finance during the 1998-99 school
year in 23 states and two cities. These states and cities had operative charter schools during
1997-98, and thus had at |east one year of experience in implementing laws and developing
financial practices. In addition to describing finance laws and practices, our report includes
an estimation of the actual dollar amounts that states allocate to charter schools based on
the types of students enrolled, and numerous other factors central to charter school
funding.> Our report also assesses comparability of charter school funding to other public
schools with similar students and education programs.

Structure of Funding. Charter school funding policies vary from state to state, but they
share many of the same components.

= At the heart of charter school funding systemsis per-pupil base funding. In some cases,
thisfunding is based on a state average per-pupil expenditure (e.g., Minnesota); in others it
is based on district average revenue or expenditures (e.g., Massachusetts); and in till
others, the amount is negotiated between charter schools and the chartering agency (e.g.,
Colorado). (See Table 2.)

=  Per-pupil base funding is only one component of an eclectic financing system
involving numerous state and federal revenue sources, and frequently, negotiations
between charter schools and school districts.

»  Per-pupil funding includes some funding for facilitiesin Arizona, the District of
Columbia, Florida, Massachusetts, Milwaukee, Minnesota and Rhode Island, but charter
schoolsin many states receive no specific financial assistance for facilities. Authorizing

! Subsequent reports of the National Charter School Finance Study will examine the actual amounts of
funding received by charter schools and schools districtsin six states and probe the financial effects charter
schools and school districts have on each other.
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school districts generaly provide facilitiesin Georgia, Hawaii, Kansas, New Mexico and
Wisconsin. (See Table 23.)

» A few states (e.g., Georgia, Hawaii, Kansas and Wisconsin) leave charter school
funding decisions to the school districts that charter them. Generally based on the district’s
standard budget and facilities allocation formulas, districts provide funding for the specific
needs of charter schoolsincluding higher costs associated with particular programs, grade
levels or student populations.

= Negotiations between school districts and charter schools play amajor role in funding
in Alaska, California, Colorado and Illinois. However, negotiation also plays arole in most
other states, usually in cases where school districts provide legally mandated services such
as transportation or specia education assessment.

= Locationisacritical financial issue for charter schools. Charter school funding varies
with the financial characteristics of the school district in which it is physically located, or
the school districts in which charter school students reside. Connecticut, Minnesota and a
majority of schoolsin Arizona are exceptions. (See Tables8 and 9.)

» Most or all per-pupil funding flows with students from school districts to charter
schoolsin amost all states. Whether charter schools are funded through state
appropriations, or payments directly from school districts, makes little difference in regard
to school district revenue transferred to charter schools.

= About half of the statesin our study fund elementary students in charter schools at the
same level as high school students, even though high school students probably cost more to
serve. This policy encourages the development of elementary charter schools. (See Table
4.)

» Specia education remains a contentious funding issue. Six states base funding for
special education on average school district special education spending or revenue, rather
than the specific needs of students enrolled in the charter school. This system discourages
charter schools from serving high-cost special education students; charter schools serving
only low-cost special education students reap awindfall. Other states link specia
education funding to the actual cost of special education students, either through a pupil
weighting formula or negotiations. Like school districts, charter schools still need to draw
on genera operating revenue to fund some special education. (See Table5.)

= A majority of states provide additional funding to charter schools for at-risk students
either directly, or through school district negotiations. (See Table 6.) Funding varies
widely, ranging from $220 per at-risk pupil in some states, up to nearly $900 in one state.
(See Table 7.) Seven states base funding for at-risk students on school district averages,
rather than the specific at-risk population in the charter school. This system discourages
charter schools from serving at-risk students. Several states grant preference to charter
school applicants seeking to serve at-risk children. While this preference increases the
enrollment of at-risk children in charter schools, it does not ensure adequate funding.



Executive Summary

» Charter schools are eligible for federal and state categorical program funding to help
meet the needs of high-cost students (e.g., Title | or special education), or to promote
specific educational programs (e.g., technology literacy or Goals 2000). (See Table 1.)
Excluding programs for special education students, at-risk students and transportation,
only four states provided “other categorical funding” exceeding $50 per pupil. (See Table
13.) A few states average categorical program funding into base per-pupil funding even if
charter schools do not provide qualifying programs.

» Federal planning and implementation grants provide several hundred dollars per pupil
during a charter school’ sfirst two or three years of operation. (See Table 15.) Nine states
provide additional start-up support for charter school programs through either grants or
revolving loans. (See Table 14.)

» Transportation isavery complicated funding issue. Most states either provide funding
comparable to school districts or mandate that school districts provide service at no cost.
(See Tables 11 and 12.) Four states provide transportation funding for charter schools, but
allow the funding to be used for other purposes.

» |nCadliforniaand Texas, charter school funding is based on daily attendance, as
opposed to enrollment. This policy discourages the creation of charter schools serving low-
income and other at-risk students. School districts located in low-income areas suffer the
same financia deficit.

Amount and Range of Funding for Charter Schools. Our study created three
hypothetical charter schoolsin each state to demonstrate the range of funding within a state
and standardize comparisons across states. The charter school finance laws, regulations
and administrative practices in each state were applied to each of the three hypothetical
charter schools to illustrate base funding, student weightings, school/district size
adjustments, the role of negotiations, special education funding, at-risk funding,
transportation funding and federal funding. The appendix contains the detailed breakdown
of revenue for each state for the three hypothetical charter schools.

Basic Elementary School—an elementary school with no at-risk or special needs
students located in a school district with state average spending, wealth and taxing
characteristics.

— Half of the 23 states and two cities would receive at least $4,600 per pupil from all
revenue sources.

— Total funding would fall below $4,000 per pupil in five states.

— Total funding per pupil would exceed $6,000 in eight states and the District of
Columbia.

Middle Cost K-12 Charter School—a K-12 charter school with student demographics
(special education, free-lunch eligibility and bilingual students) resembling the state
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average for public schools. This charter school is aso located in a school district with
state average spending, wealth, and taxing characteristics.

— Half of the 23 states and two cities would receive at least $5,500 per pupil from all
revenue sources.

— Total funding would fall below $5,000 per pupil in four states.

— Total funding per pupil would exceed $7,500 in five states and the District of
Columbia.

At-Risk Upper Grade School—an upper grade school with a high concentration of at-
risk students. Generally, the state average concentration of special education, low-
income and bilingual students is doubled. The at-risk hypothetical is assumed to be
located in a central city.

— At-risk charter schools would generate less than $500 in extra funding per pupil—
compared to amiddle cost charter school—in seven states.

— At-risk charter schools would generate more than $1,000 in extra funding per
pupil—compared to a middle cost charter school—in seven states.

Comparability of Charter School and School District Funding. A number of factors
support claims that charter schools obtain less funding than school districts: Charter
schools sometimes receive less than 100 percent of operating revenue. Charter schools
usually do not receive funding to finance facilities and debt equivalent to districts. Charter
schools may pay administrative feesto school districts or chartering authorities without
receiving offsetting services. In some states, charter schools focused predominantly on
special needs and at-risk students may be substantially underfunded.

Several offsetting factors, however, benefit charter schools when judging funding
comparability. Charter schools may receive “in-kind” services directly from school
districts (e.g., oversight, transportation, specia education services, personnel services, or
facilities) that are not reflected in superficial revenue calculations. School districts may
fund preschool programs, private school services, community outreach, adult education,
vocational education and other activities that are justifiably withheld from charter schools.
Charter schools can aso configure their grade level structure, waiting lists and enrollment
to generate optimal class size, staffing and funding. In some states, charter schools with
few special needs students get funding equivalent to school district special education
funding.

As summarized in Table 26, our study finds that:

» Funding comparability issues focus primarily on start-up charter schools. Conversion
of pre-existing schools to charter school status, amodel that predominates in Georgia,
Hawaii, Kansas and Wisconsin, and is common in California, usually resultsin funding
comparability.
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* |ngenerd, charter schools and school districts have comparable base funding (excludes
special education and compensatory education, transportation and funding for programs
that charter schools normally would not be expected to provide—such as servicesto
private schools, adult education, community outreach, etc.). In Minnesota and Connecticut,
charter schools funding is comparable to the state average school district. In Michigan,
base funding comparability exists only up to $6,000 per pupil, which is approximately the
state average expenditure per pupil.

» Comparisons of school districts and charter schools need to take into account the value
of the direct services that charter schools receive from school districts—especially in
Alaska, Colorado and Illinois—where negotiations between charter school and district play
asignificant role in funding.

» Arizonaisthe only state where charter schools consistently generate more per-pupil
base funding than the school district in which they are located, primarily because charter
schools are funded like very small school districts.

»  |n 1998-99, 14 states provided no significant funding for charter school facilities.
Arizona provides more charter school facilities funding per pupil than the state provides
for an average school district. The District of Columbia provides comparable facilities
funding. Florida, Massachusetts and Minnesota aso provide significant, though not
necessarily comparable, funding for faculties.

= A charter school’ s student population usually is the deciding factor in determining
whether or not the school receives funding similar to school districts:

— 12 states provide the same funding for e ementary schools as high schools, even
though high school students are more costly to educate.

— 11 states provide funding advantages to charter schools with low special education
populations.

— Nine states provide funding advantages to charter schools with few low-income or
at-risk children.

» Transportation funding comparability existsin all but four states, but the high costs of
transporting students from dispersed locations to charter schools remains a significant
problem.

Accountability and Other Financial 1ssues. While financial accountability and other
issues do not directly affect funding levelsin the 23 states and two citiesin our study,
together they influence charter school operations, and determine the information that
policymakers and the public need for financial evaluation.

= About half of the states provide some accel erated funding for charter schoolsto help
address cash flow difficulties. Advance funding could be part of the charter agreement in
most of the other states. (See Table 16.)



Venturesome Capital: State Charter School Finance Systems

» Collecting financia dataover timein auniform format allows policymakers and
researchers to consider issues such as how charter schools differ from other public schools
and whether charter schools are fairly funded. Only 14 states require uniform financial
reporting for individual charter schools. Eight states blend charter school data with district
data, and four states had no uniform financial reporting. (See Table 17.)

= |f other states follow the path of Michigan, schools operated by private management
contractors may be exempted from important aspects of uniform financial reporting that
are normally required of public schools.

= Except in Milwaukee, all charter schools are subject to an independent financial audit
either on its own or as an entity of a school district. The lack of uniformity and detail in
independent financial audits, however, serioudy limits their usefulness for many aspects of
financial accountability. (See Table 18.)

» Charter schools may acquire debt in all states except Hawaii, Kansas, New Mexico and
Wisconsin—states where school districts charter schools and generally provide facilities.
(SeeTable 19.)

» Thedisposition of assets of closed charter schools represents an issue not clearly
addressed in many charter school laws. Four states do not allow charter schools to own
assets. In nine states, assets revert to the school district or to the state. In the remaining
states, assets disposition is |eft to the charter school’ s governing board. In most states,
management companies will probably be allowed to keep assets that had been used to
operate the closed charter school. (See Table 21.)

= Charter schools must participate in the state teacher retirement system in 12 states, and
participation exceeds 75 percent in al remaining states except Arizona, the District of
Columbia, Florida, Michigan and North Carolina. (See Tables 24 and 25.)
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CHAPTER 1
| ntroduction

Charter school legidation seeks to grant greater fiscal and educational autonomy to schools
in exchange for greater accountability for student achievement. Charter school concepts
also include empowering teachers or parents within schools, decentralizing and
redemocratizing local education, reinvigorating community structures and creating
competitive institutions that will bring market forces to bear on other public schools.

The survival and health of the charter school movement, however, may be determined
more by questions about financing than by issues of autonomy or student achievement.
More charter schools have failed for financial reasons than academic ones. Funding partly
determines who wants charters, who gets charters and what charter schools do. Inadequate
resources wound charter schools in the competition to succeed, but if charter schools are
funded too well compared to other public schools, competition with other public schools
can also be viewed as unfair. If the market model becomes the dominant paradigm for
charter schools, then charter schools and school districts need to follow the same rules
(Arsen, Plank and Sykes, 1999).

Most research reveals that the charter school community believes that financing represents
the greatest obstacle to their success. Each year, the report of the National Study of Charter
Schools (RPP, 1997, 1998, 1999,2000), commissioned by the U.S. Department of
Education, has found that three of the top four significant barriers charter schools reported
facing all relate to finances: lack of start-up funds, inadequate operating funds, and
inadequate facilities. A Hudson Institute study (Finn, et al., 1996) found, “[R]esource woes
are the greatest single barrier to establishment of a large number of flourishing charter
schools—and the one that state policymakers could do the most about.”

To address problems with charter school financing, policymakers need to understand how
their decisions affect charter schools' financial stability and educational quality. Among
the questions of concern are (1) whether charter schools receive resources for their
educational programs that are at |east comparabl e to those resources that other public
schools receive for similar programs; and (2) whether charter schools have spending
patterns that differ from those of traditional public schools. The development of a
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broader understanding of these issues is among the goals of the National Charter School
Finance Study.

Our report, which isthe first component of this study, summarizes and analyzes charter
school finance laws, regulations and practices in 23 states, the District of Columbia and
Milwaukee. The research generally focuses on charter school finance systemsin place
during the 1998-99 school year. The analysis includes a determination of the range of per-
pupil funding that charter schools should expect to receive in each state. While our report
examines the financial practices adopted by state funding agencies needed to implement
state finance laws and regulations, it does not address the implementation practices of
school districts. Issues regarding school district fidelity to state law, or unilateral actions
taken by school districts, are not addressed in this first report. Subsequent reports of our
study will collect and analyze revenue datafor charter schools and school districts in most
states and expenditure data in Arizona, Colorado, Florida, Massachusetts, Michigan and
Texas. Intensive financial analysis and qualitative case study work in selected charter
schools and school districts will also be conducted for these six states. These subsequent
reports of our national study will address important implementation issues regarding,
among other things, the extent to which school districts share revenue with charter schools
as required by state law.

Much of the previous research on charter school funding is based on opinions from
surveys. The actua relationship between charter school funding and school district funding
is systematically studied in our report. The technical provisions relating to the financing of
charter schools and the oversight of their financial activities are still not clearly understood
even by some charter school operators and state officials. Understanding the technical
relationship between charter school and school district finance is an essential preliminary
step toward understanding how state and local policies affect the provision of services by
charter schools and the effect that charter schools have on school districts.

Although the systems established to finance charter schools vary from state to state, they
share many of the same components. At the heart of these is the base amount of funding
for each student enrolled. In some cases, amounts are based on a state average per-pupil
expenditure (e.g., Minnesota), in others a district average (e.g., Massachusetts); and in still
others the amount is negotiated between charter schools and the authorizing school district
(e.g., Colorado). Many states also provide charter schools with additional funding for
special education and low-income or at-risk students on the same basis as other public
schools. Charter schools are eligible for federal and state categorical program funding to
help meet the needs of high-cost students (e.g., students eligible for services under Title |
or special education laws) or to promote specific educational programs (e.g., technology
literacy or Goals 2000). Finally, the amount and type of fiscal autonomy and financial
reporting given to charter schools vary from state to state, as do procedures to monitor
financial management and stability.

Our report identifies potential financial incentives in state charter school finance systems.
Subsequent reports of the National Charter School Finance Study will examine the impact
of these incentives. An assessment of the impact of financial incentives on the adequacy
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and distribution of resources—as well as educational programs—constitutes an important
component of any school finance study. Federal start-up grants, for example, encourage the
development of charter schools by providing additional resources. Program requirements
attached to federal funding also advance the goals of federal legislation by mandating
procedures such as admission to charter schools only by lottery. One could argue that
financial incentives would have more impact on market-oriented charter schools than on
other public schools. Prospective charter schools are free to develop unique missions and
specialized curriculain response to financial incentives. The growing influence of for-
profit management companies magnifies the need to pay close attention to financial
incentives because that is what market forces are all about. However, the importance of
financia incentives should not be overstated. Parents, teachers and community groups
create charter schools for specific educational purposes—not to maximize funding.
Chartering authorities in many states also give preference to charter schools serving at-risk
children, even when no financial incentive exists to serve high-cost children.

Chapter 2 of our report reviews previous research on charter school finance. Chapter 3
describes methodol ogy, including the procedures used to create the hypothetical charter
schools that provide the basis for funding comparisons in our report. The overview of
charter school funding in Chapter 4 includes sections on base per-pupil funding and
funding linked to student characteristics or geographic location. Other chapters address
start-up funding, facilities funding and transportation funding. Finally, Chapter 9 briefly
examines the comparability of charter school and school district funding.

Our report also includes a breakdown of the actual dollar amounts that states could provide
to charter schools based on the types of students enrolled and on the financial
characteristics of host school districts and other factors that influence charter school
funding levels in most states. Appearing in the appendix, these state-by-state anal yses
constitute the backbone of our study. In order to provide context, and to address issuesin
state policy regarding flexibility and accountability, our report also examines a number of
other special topics related to charter school finance on a state-by-state basis. 1ssues such
as oversight, financial reporting, asset ownership and debt are pertinent to understanding
the fiscal environment in which charter schools operate.

Companies are less likely than independent charter schools to enter the charter school
business for altruistic reasons. Management fees are linked to revenue and usualy to the
surplus (the difference between revenues and expenditures) so, companies have an
incentive to maximize revenues and reduce costs.
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CHAPTER 2
Resear ch on Charter School Finance

No rigorous analysis of state charter school funding systems currently exists. As one study
notes, “the disparate formulas utilized state by state in financing public schools make
studying the finances surrounding charter school initiatives extremely chalenging” (Rofes,
1998, p. 4). Existing research can be classified into three broad categories: (1) actual data
anaysis; (2) reviews of laws and policies; and, (3) genera research on charter schools that
touches on finance questions as a collateral issue.

Together these studies reviewed in this chapter paint a confusing picture. Charter holders
report having trouble with financial matters or underfunding compared to other public
schools, but the studies that examine comparable data reveal a more complex picture. The
literature highlights more questions about finance than it answers. In addition, charter
school finance legislation is amoving target; by now, state and federal legislation already
may have addressed some of the concerns unearthed by early charter school finance
research.

Financial Data Analysis
The most comprehensive of the few existing statewide studies of charter school finance
have been conducted in Michigan (Arsen, 1999; Prince, 1997, 1999a, 1999b;
PSC/MAXIMUS, 1999; Horn and Miron, 1999). Other statewide research has been
completed in Massachusetts (KPM G-Peat Marwick, 1998) and Colorado (Berk,
Augenblick and Myers, 1998). These studies compared charter schools to public school
districts. WestEd' s (1998) evaluation of charter schoolsin Los Angeles focused primarily
on comparing three independent charter schools to 10 dependent charter schools.

Prince (1997, 1999a) examined operating fund spending patternsin Michigan’s charter
schools and compared the patterns to public school districts using data from the state
uniform financial reporting forms.? When a subset of local districts with similar enrollment

2 Michigan officially refersto its charter schools as “public school academies.” For consistency, the generic
term “charter school” is used throughout this report.

11
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and similar foundation allowances was used for purposes of comparison, charter schools
spent more money per pupil than comparable districts.® Prince found that charter schools
spent more on administration and less on special needs students. Charter schools with K-12
enrollment, in particular, spent more on basic education than regular school districts, which
spent more of their money on special education and transportation. Prince noted that only
40 charter schools were studied and many of these were in their first year of operation, so
the results were not definitive.

In amore recent paper on Michigan, Prince (1999b) found that while small elementary
school districts spent $38 per pupil on business office expenses, charter schools averaged
$435 to $628 per pupil. However, much of this difference is explained by the inclusion of
facility leases in the business office category. In Michigan, there are a number of entities
that can authorize charter schools. These entities collect an administrative fee of upto 3
percent of revenue, which is classified as a school administrative expense for charter
schools.* School districts spent $300 per pupil more on transportation than charter schools.
According to Prince, charter school class sizes were about the same asin other Michigan
elementary schools. Over time, spending on operations and maintenance in charter schools
increased. This finding, Prince noted, is counterintuitive. On the other hand, administration
expenses in charter schools declined over time, as did spending on instruction. “Firm-
managed” > schools do not have to provide contributions to the teacher retirement system,
and Prince believes that this accounts for some of the lower spending on instruction. “Mom
and pop” charter schools spent less on administration and business office expenses than
firm-managed schools, an “efficiency” Prince found surprising.

Two comprehensive evaluations of charter schools commissioned by the Michigan
Department of Education also contain financial information. The PSC/MAXIMUS (1999)
evaluation examined 58 charter schoolsin the Detroit metropolitan area operating in 1997-
98. A Western Michigan University (WMU) study by Horn and Miron (1999) covered a
comparable number of charter schoolsin the rest of the state.

PSC/MAXIMUS found that the proportion of funding for both administration (25 percent
of spending compared to 11 percent in surrounding school districts) and operations and
maintenance were higher in charter schools compared to traditional public schools. Older
charter schools carried larger end-of-year fund balances than new schools. Schools
operated by “management chains” aso had larger fund balances. Schools open for at least
three years averaged a 13 percent fund balance, and the chain schools averaged 17 percent.
Chain schools used only 35 percent of the budget for instruction compared to 51 percent in

% The foundation allowance is the funding guaranteed by the state that is comprised of a combination of local
and state revenues.

* Some analysts argue that the administrative fees of state chartering authorities should not be accounted for
as administration costs of charter schools. A similar accounting issue arises in some states over
administrative fees assessed by school districts that authorize charter schools.

> Nonprofit charter school boards often contract with private management firms. Researchers use a wide
variety of terms to describe these schools, e.g., firm-run schools, business-run schools, education
management organizations (EMOs), and chain schools.

12
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other charter schools and 54 percent in surrounding public school districts.® Administration
consumed 32 percent of the chain school budget compared to 11 percent in surrounding
public schools. Michigan provides no facilities assistance, and 89 percent of charter
schools said they |eased their facilities. Charter schools averaged only $34 in federal aid
per pupil compared to $661 in surrounding districts. While the authors attributed this gap
to lack of administrative staff and experience, other datain the report show that charter
schools provided almost no targeted federal programs for special education and at-risk
students. Another factor contributing to the gap may be areluctance to participate in the
bureaucratic and oversight processes entailed in federal programs.

In addition to the lack of facilities funding, charter schools received a maximum of $5,962
per pupil in operating funds, which is less than most Detroit-area school districts spent.
However, PSC/MAXIMUS identified several cost advantages enjoyed by charter schools,
including the ability to control enrollment in order to optimize staffing and facilities usage,
the lower costsinherent in operation of elementary charter schools; the money saved by
not providing transportation; the use of inexperienced teachers (85 percent with no more
than three years of experience) and almost no special education programs. The WMU
study identified similar cost advantages.

Although the WMU study provided less information than the PSC/MAXIMUS on charter
school finance, it focused on the importance of loans. Because the state’ s fiscal year starts
on Oct.1, aimost all charter schools need loans to finance the first month of the school
year. Management companies are in a stronger position to survive the annual cash crunch.
WMU concluded that operating income from the state seemed to be sufficient, and some
charter school directors reported that schools could be operated with a $1,000 per student
profit. Most charter schools were low-cost elementary schools, and teacher salaries
averaged less than starting salaries in surrounding school districts.

In areport reacting primarily to the WMU and PSC/MAXIMUS studies, Wolfram (1999)
argued that Michigan charter schools have similar expenditure patterns to equally situated
regular public schools. Further, Wolfram pointed out that Michigan charter schools served
more minority and at-risk children compared to state averages.” Wolfram's calculations
showed no statistical correlation between charter school status and such factors as per-
pupil expenditures for basic instruction, current operations, or the total general fund. In
effect, charter schools spend at the same level as school districts. According to Wolfram,
other studies erred due to incorrect use of financial reporting data collected by the state and

® This conclusion may be compromised by problems with the way management companies report financial
datato the state. Charter school facility costs and payments to private contractors for instructional support are
misleadingly classified as business and administration expenditures (Wolfram, 1999).

” According to the National Charter School Study (RPP, 1999), 34 percent of Michigan charter school
students qualified for federal free-lunch programs compared to the 29 percent state average. About 5 percent
of charter school students qualified for special education services compared to about 11 percent statewide.
Some argue that charter schools should be compared to surrounding school districts. Since Michigan charter
schools tend to be located near urban areas, charter school populations probably reflect student characteristics
in surrounding school districts.

13



Venturesome Capital: How States Pay for Charter Schools

reported in Bulletin 1014.2 Wolfram's study reiterates Prince’s (1999b) point that charter
school facilities, leases and payments to private contractors for instructional support are
misleadingly classified as business and administration expenditures. Wolfram suggests that
it ispossible for schoolsto report their payments to contractors using categories consi stent
with school district reporting, but that thisis not happening. Wolfram also challenges the
classification of the mandatory 3 percent payment to chartering authorities as an
administrative expense for charter schools.

In Massachusetts, charter schools are financed through “tuition” or payments attached to
students from their district of residence. The KPMG-Peat Marwick (1998) study, financed
by the state legislature, reviewed charter school tuition payments, but in addressing the
intricate issues of the Massachusetts system, this study has broader implications for charter
school finance. KPM G-Peat Marwick found that the tuition calcul ation includes about two-
thirds of school district capital expenditures. KPMG-Peat Marwick also found that charter
schools served fewer high-cost special education students. Y et the tuition calculation
system provided funds as if charter schools served the same high-cost special education
population as the sending school districts. Nevertheless, the study argued that simplicity
was an advantage in the current tuition calculation. The report also observed that charter
schools were not required to submit financial datato the state in the same uniform
accounting format as school districts, which complicated the analysis.

In a paper prepared for the Colorado Association of School Executives, Berk, Augenblick
and Myers (1998) studied three charter schools and the districts that chartered them. The
impact of a charter school on a school district depended on district enrollment, the number
of private school students transferring to charter schools, whether the charter school used
an existing facility, and the number of schoolsin the district from which the charter school
drew pupils. The authors estimated that it could require as much as a 30 percent reduction
in the revenue provided to a charter school for adistrict to fully recoup losses, with the
amount depending primarily on school district size and charter school size. Another
important finding: It costs more per pupil to run asmall charter school than to run a school
district. To improve efficiency, charter schools opt to purchase services from either school
districts or private entities. The Colorado study recommended that school districts receive
funds asif their charter schools were school districtsin order to get funding in line with
funding that small school districtsin the state receive. With added funding, the charter
schools would be in abetter position to buy back services from the host school district.

WestEd' s (1998) evaluation of 13 Los Angeles charter schools considered finance issues,
especialy for the three independent charter schools that operate an outside the district
structure. The independent charter schools were better funded primarily because they
qualified for revenues targeted at high concentrations of economically disadvantaged and
special needs students. The study found that independent charter schools used their budget
flexibility to implement changes quickly. One limitation of this study is that it compared
independent charter schools to dependent charter schools, not to regular public schools.

8 Information on Form B, the financial report school districts and charter schools file with the state, is
available at http://www.state.mi.us’'mde/forms/. Bulletin 1014, which summarizes information from Form B
isposted at http://www.state.mi.us/mde/reportsB1014/index.html
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Because the financia practices of regular public schools were not examined, some
practices described as innovations in charter school finance may actually be common
practices in some other public schools. For example, the food service programs in two
independent charter schools were privately contracted at virtually no cost (about $19 per
student per year at each school), and the contractor provided an array of benefits (e.g., low
contractor food prices, a nutritionist, auditing for compliance with federal school lunch
funding). Savings were used for capital improvement. However, food service programsin
most school districts are financially self-supporting, provide the same servicesas a
contractor and often yield “profits” to finance capital improvements.® Furthermore, school
districts regularly contract with private companies for food service.

Analysis of Finance Policy
An Education Commission of the States policy brief (Bierlein and Fulton, 1996) illustrates
the general thinking on the subject of charter school finance in early 1996 when only 240
charter schools were operating and 22 states had charter school laws. The brief drew a
distinction between state and local funding and described charter schools as not having full
access to local funds. Lack of facilities funding was described as the most significant cost
issue facing charter schools. The brief asserted that charter schools are frequently ineligible
for state and federal categorical funding. Without describing how special education
funding flows to charter schools, the authors described the potential problem of high-cost
special education students “ breaking the budget.” The brief identified funding-related
paperwork as especially burdensome in small charter schools. School district financial
issues such as school district fixed costs that are not reduced when students move to
charter schools and the cost to the district of monitoring charter schools were also
addressed.

The Center for Education Reform (CER) maintains one of the most widely used
compilations of charter school laws. The center prefers finance systems that give charter
schools the maximum freedom from regulation and access to funding, and it rates the laws
accordingly. The center examines whether charter holders are allowed to earn profit, how
transportation services are provided, and the extent to which charters receive facilities
assistance. The section on teachers contains information on retirement, and the student
section examines whether the law contains specific provisions regarding service to children
at risk. While providing aframework for overview and cross-state comparison, the CER
anaysisislimited by its focus on laws rather than on regulations, practices, procedures and
other detailsthat givelife to the laws.

The California Charter School Finance Manual (Premack, 1999) provides an insightful
examination of California school finance and how charter schoolsfit into it. The manual is
intended as an aid to charter applicants and holders. The discussion of issuesinvolved in
negotiating fiscal matters with sponsoring school districts has broad applicability to any
charter schools that must negotiate with school districts. The information on conversion
schools' financing, which involves budget allocation formulas, staffing rules and district
level changes, is especially useful.

° Protheroe, (1997) found that the net cost of food service to school districts was $13 per pupil per year or 0.2
percent of expenditures.
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In work for the Charter Friends National Network Hassel (1999) prepared a comprehensive
study of charter school facilities financing. According to the study, most states do not
provide financing for charter school facilities. This problem is compounded by the low
supply of suitable facilities. Charter schools generally do not benefit from the low-cost
financing and favorable tax status enjoyed by school districts. In addition to suggesting
equitable capital funding, Hassel offers a number of examples and suggestions on how to
gain access to low-cost financing.

Research with Collateral Information on Charter School Financing
Severa studies of charter schools that do not primarily focus on finance nevertheless
contain important observations about finance issues. A series of studies by the Hudson
Institute concludes, “most charters do not receive their share of public education funds’
(Finn, Manno and Bierlein, 1996, p. 6). Finance issues are described as often being “the
greatest concern facing charter schools, particularly at the outset.” In addition, the authors
write that “the great majority of charter schools truly must make do with less money than
conventional public schools, while being expected to produce superior results.” They argue
that state finance systems often do not provide funding early enough in the school year for
charter schools, which lack the credit or cash reserves possessed by school districts. They
also point out that school finance structures may not be flexible enough to deal with issues
pertaining to certain idiosyncratic charter schools, e.g., how to determine “attendance” in a
distance learning facility.

Similar to the findings of the Hudson Institute study, the Little Hoover Commission (1996)
in Californiafound that schools faced uncertainty regarding funding. *In many instances,
the complexity of education funding drags charter schools back into the red tape and
bureaucracy that the concept is designed to avoid.” The report also found that charter
schools experience significant cash flow problems.

Some research into the use of management contractors is beginning to emerge. These
companies have become amgjor part of the charter school movement. A study released by
the Charter School Friends National Network (Hassel and Lin, 1999), aimed at improving
contractual relationships between nonprofit charter school boards and management
contractors, finds evidence that some charter school boards are dissatisfied with some
aspects of the contract and support received from their service providers. A review of 20
contracts with 8 private firms and 2 nonprofit providers revea ed that no contractor charged
asimplefixed fee. Some contracts simply allowed management companies to keep the
surplus. Other contractors charged a percentage of revenues or expenditures, usualy in the
7 percent to 12 percent range. A few contracts had incentive bonuses of 2.5 percent to 3.5
percent for improving student achievement or meeting other performance standards. The
Charter School Friends study points out that under the surplus method, management
companies earn money by cutting costs. Private grants and contributions may simply go to
the company’ s bottom line.

A report by the Massachusetts inspector general (Cerasoli, 1999) examined the business
operations of 24 charter schools opened in 1997-98. Some trustees (including 29 trustees
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employed as teachers or administrators) had financial interests that required them to restrict
their actions as trustees in order to comply with state conflict of interest laws. The report
concluded that the lack of uniformity in financial statements reduced their usefulness as a
monitoring tool. More than half of the charter schools lacked written procurement
procedures, and only two required advertised competitive bids, a practice described as
inconsistent with the intent of the charter school movement to promote competition. The
Massachusetts report raised several issues regarding management contractors. Some
contracts had unclear management fees, and other privately managed schools paid
contractors more than called for in the contract. Four of 11 management contracts
contained no performance provisions regarding student academic achievement. Five
contracts restricted public use of educational curricula. The report found that loan
agreements between charter schools and their management contractors could render the
schools excessively dependent on their management contractors while reducing schools
contracting leverage. The inspector general noted that both charter schools and the state
board of education were undertaking corrective actions to address many of the report’s
concerns.

A field study of the impact of charter schools on school districts by Eric Rofes (1998) used
an interview methodology to examine perceptions of the financial impact of charter
schoolsin 25 districts. Rofes found that 14 of the districts did not feel anoticeable
financial loss as the result of charter schools. Eleven districts reported financial impacts,
and five of these said the impact was substantial. The impact of displaced funds may be
ameliorated by arising tide of students; districts with enrollment growth appear to be less
likely to feel they were affected. Rofes also found that small districts were more likely to
feel affected than larger ones. Another important finding from the interviews was that
many school leaders had insufficient understanding of the school finance system to
determine the impact charter schools had on their budgets. In Minnesota, the Center for
Applied Research and Educationa Improvement (CAREI, 1996) also found that large
districts felt aminimal impact as aresult of charter schools.

In a study of impediments facing Illinois charter schools, Beckwith, Bradley and Price
(1998) found that 72 percent of the applications denied by local school boards were at |east
partially based on financial grounds. Thisincludes 9 of the 11 proposals appealed to the
state board of education. Facilities were less of a problem, being afactor in only 40 percent
of the denias, ranking behind education program and governance issues. Problems
centered on budgets submitted with the application, not school district financial issues. The
study also indicated that charter schools are dependent on private sector contributions. For
charter schools operating in 1997-98, grants, fees, fundraising and donations accounted for
19 percent to 60 percent of operating budgets.

In asimilar study of early implementation in Massachusetts, Millot and Lake (1997) found
that next to facilities, finances were the biggest obstacle reported by charter schools.
University- and business-run charter schools had resources to deal with the up-front costs
of opening a charter school, but charter schools operated by community service
organizations and grassroots groups had to seek outside sources. The authors attributed the
failure of the legidature to provide start-up funding to severa different views on
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chartering: (1) some advocates intended to expose public education to the discipline of the
marketplace; (2) other advocates envisioned a system made up of only the most capable
institutions; (3) opponents wanted to diminish the chance of success; and (4) others simply
failed to consider the cash requirements of start-up.

Part of another paper on Massachusetts charter schools, by Anthony, Scarpati and
Bukowick (1996), described charter school financing as “eclectic” because it involved
tuition from local sending districts, state start-up monies, federal Goals 2000 funding and
private donations. The paper highlighted the financial impact school districts faced when
losing students to charter schools or paying for students moving from private schoolsto
charter schools. It describes the Massachusetts provision of temporary compensation for
school districts after they lose students to charter schools.

An evaluation of the Wisconsin charter school program (Wisconsin Legidative Audit
Bureau, 1998) found that charter schools were equitably funded when compared to host
districts. Wisconsin has dependent charter schools chartered by local districts, although a
newer law, affecting only Milwaukee, provides for independently chartered schoolsin that
city. Complete budget and expenditure information was not available for most charter
schools because school districts’ budgeting and cost accounting systems typically do not
reflect total costsincurred by individual schools. However, available information indicates
general education charter schools spent an average of $4,458 per enrolled pupil during the
1997-98 school year, compared to $4,918 per pupil for all schoolsin their districts. Charter
schools serving students at risk of failing or dropping out spent $5,966 per pupil, which
reflects the higher cost associated with educating children who require greater attention
and special servicesin order to be successful in school.

A study of voucher and charter schools’ potential financial impact on the Milwaukee
public schools (Moore, 1998) identified the complexities of the revenue shifts. The
revenue outflow to charter schools is mitigated, in part, because charter school students are
counted as enrollees in the regular public school system for state aid purposes. Thus, the
per-pupil wealth of the district does not increase as charter school students leave,
preventing a further loss of funds.

Special education has been a concern of a number of researchers (e.g., Finn et a. 1996),
mainly echoing charter operators' fears that a high-cost student could undermine a small
charter school’ s financial position. A recent study of the special education practices of
Massachusetts charter schools employing for-profit management contractors has important
finance implications (Zollers and Ramanathan, 1998).*° The study found a number of
practices designed to discourage enrollment of students with expensive individual
education programs. Companies profit because Massachusetts all ocates special education
revenues as part of the base funding that follows each student to a charter school, rather
than following specia education students.

19 This article generated a series of responses, replies and rejoinders. In particular, see Zigmond (1999) for a
defense of the quality of special education service in one for-profit school and the response by Ramanathan
and Zollers (2000).
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A small part of the recent Arizona State University (Mulholland, 1999) evaluation of
Arizona charter schools focused on funding and facilities. The need for facilities led
charter schools to forge strong ties both with local governments and with community
groups. In some areas, charter schools were able to make good use of public libraries, for
example. Some “ stakeholders’ surveyed as part of the study complained about a 1996
Arizonalaw that allowed charter school operators to retain ownership of property
purchased with public funds. Some also expressed fear that the exemption from state
facilities standards, which was intended to offer flexibility, might instead |ead to unsafe
schools or to schools not accessible to disabled students.

Thefirst mgjor evaluation of the Texas charter school system (Texas Education Agency,
1998) also contained some information related to financing. The percentage of low-income
students was almost twice the state average in charter schools than in traditional schools.
Charter schools, however, enrolled special education students at one-third the rate of
school districts and limited-English proficient students at one-half the rate. Texas does not
require certified teachers for its charter schools, and more than half were not certified to
teach. The report concludes that so far, charter schools spend a smaller proportion of
expenditures on instruction and instructional -related services than school districts and
more on administration.

Finaly, the analysis of charter schools by a UCLA team headed by Amy Stuart Wells
(1998) examined 17 schoolsin 10 California districts.'* The researchers concluded that
private resources were usually necessary for the operation of a charter school. The study
also found that schools operating independent of their home district were most in need of
outside support. One of the key fundraising techniques was to ask potential donorsto serve
on the schools' governing bodies (to which members are generally appointed, not elected).
Private support of charter schools appeared to be uneven, with greater financing available
to schools that serve predominantly middle class or white students. Parents contributions,
either financial ones or volunteering their time, also emerged as important in operating the
schools. Some of the charter schools had “ contracts” with parents that mandated
involvement in the school, which raised questions concerning the accessibility of charter
schoolsto al parents and children regardless of their wherewithal in either time or money.
The UCLA charter school study found that school boards are more likely to hold charter
schools accountable for their fiscal responsibilities than for their academic ones.

Charter Schools and Federal Funding
Federal involvement in charter schools has grown substantially in the last several years,
which has raised a number of issues. Three General Accounting Office (GAO) reports
pertain to charter school finance issues.

In Charter Schools: 1ssues Affecting Accessto Federal Funds (U.S. GAO, 1997), the GAO
noted that Title | funds for low-income children and special education funds are allocated
to schools that meet established federal, state and local demographic criteria. Although
charter schools treated as school districts avoid having to meet additional criteria used to

" For acritique of the UCLA study see Premack (1998). None of the financial issues raised in our review of
the UCLA study are directly addressed in Premack’s review.
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distribute funds within school districts, these charter schools were no more likely to have
received Title | and special education funding than were the charter schools that are treated
as components of existing school districts.*? Barriersincluded alack of enrollment and
student eligibility datato submit to states before funding allocation decisions are made,
and the time and costs involved in applying for such funds given the amount of funds
available. A similar GAO report Charter Schools. Federal Funding Available but Barriers
Exist (U.S. GAO 1998a) found that most charter school operators believed that Title| and
federal specia education funds are fairly allocated, but that there are some barriersto
obtaining funds. Recommendations included more state and district planning to help
ensure that federal program resources are directed to eligible students enrolled in charter
schools.

In athird report, released in 1998, Charter Schools: Recent Experiencesin Accessing
Federal Funds (U.S. GAO 1998b), the GAO found that slightly more than half of the
schools surveyed received fiscal year 1996 start-up grants ranging from $7,000 to more
than $84,000. The average grant was $36,000. About two-fifths of the charter schools the
GAO surveyed received Title | funds, and dlightly more than half of the schools received
either direct federal specia education funds or federally funded special education services.

12 Federal funding is insufficient to provide Title | programs for all eligible children in most school districts.
Districts develop plansto ration funding. Typically, funding goes to schools with the highest concentration of
poor children. Under most plans, elementary schools are more likely to receive funds than high schools.
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CHAPTER 3

M ethodology

Like many other studies, our report analyzes and summarizes charter school finance
provisionsin state charter school laws and regulations. It also takes the next step by
examining the procedures and “ practices” developed by state finance officias that help
determine the amount of funding and when that funding gets to the schools. Our report,
however, does not systematically address the implementation practices of school districts.
No two charter schools ever receive exactly the same funding. Consequently, this review
breaks down the actual dollar amounts that states could give to charter schools based on
the types of students enrolled and other features of the charter school funding formulas.
This chapter describes the terminology employed as well as the protocol used to: (1)
calculate state and local per-pupil allocations to charter schools and (2) allocate state and
federa categorical funding to charter schools.

Terminology
This study uses the term “charter school” throughout, even though some states use
different names for charter schools, e.g., in Michigan they are called public school
academies. “ School district” describes public school districts as both geographic areas and
administrative units. Our report does not use the term LEA (local education agency) to
describe school districts as administrative or governance units for severa reasons. Many
states treat charter schools as LEAS. It is aso confusing to distinguish between school
districts as geographic areas where charter schools are located and school districts as
LEAS, where they have administrative authority over charter schools. School districts
authorize and oversee charter schools in some states, but the same charter schools
sometimes qualify for state categorical funding asif they were LEAS. In other states,
school districts generally have no administrative connection to charter schools, but they
may be the administrative unit for a specific service such as transportation or special
education assessment.

This study frequently compares charter schools to “host school districts” which our study

defines as the school district in which the charter school is physically located. The
relationship between a host school district and charter school ranges from chartering
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authority to simply the geographic area in which the charter school is physically located.
Among the charter school states in this study, only state-authorized schoolsin Arizona are
totally independent of any school district characteristic or service. For example, the very
independent charter schoolsin Michigan still receive funding in accordance with the
school district in which the charter school facility is physically located. In Massachusetts,
funding is based on characteristics of those school districts “sending” children to charter
schools. Although not aways the case, the school district in which the charter school is
located usually sends the most students.

Hypothetical Charter Schools
While occasionally examining actual charter school funding data, most attention focuses
on the allocation of revenues to three hypothetical charter schoolsin each state.*® The
hypothetical constructs help facilitate comparisons to traditional public schools within a
state, as well as standardizing comparisons across states. The state-by-state anaysis
appears in the appendix, and it constitutes the basis for much of the analysisin Chapter 4.

= Basic Elementary Charter School—an elementary school with no at-risk students
located in a school district with state average spending, wealth and taxing characteristics.
When charter school funding is directly linked to characteristics of the local public school
district, spending differences generated by disparities in property wealth and tax effort are
also reflected in charter school revenues. In such cases, calculations for charter schools
located in alow-spending school district and a high-spending school district are
incorporated into the analysis and the calculations are presented in a footnote or the state
narratives.

» MiddleCost K-12 Charter School—a K-12 charter school with student demographics
(special education, free-lunch eligibility, and bilingual students) resembling the state
average for public schools. This charter school is aso located in a school district with state
average spending, wealth and taxing characteristics. This model should characterize the
average public school, but probably not the actual average charter school. In most states,
the demographic and location characteristics of the average charter school rarely match the
average public school. Nevertheless, funding for the hypothetical middle cost charter
school can be fairly compared to state average funding for traditional public schools after
making a number of other assumptions carefully detailed in other parts of this chapter.

» At-Risk Upper Grade Charter School—an upper grade school with ahigh
concentration of at-risk students. Generally, the state average concentration of special
education, low-income and bilingual students is doubled. Unlike the other two hypothetical
models, which are located in school districts with state average wealth and taxing
characteristics, the at-risk hypothetical is assumed to be located in a central city. Generaly,
an at-risk school in a central city represents the high range of charter school funding. In
some states, however, big cities get less funding than other school districts, and the

%3 | n subsequent reports, the National Charter School Finance Study will collect and analyze revenue datain
all states with charter schools operating in 1997-98. Detailed expenditure data will be collected in Arizona,
Colorado, Florida, Massachusetts, Michigan and Texas.
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hypothetical at-risk charter school can end up receiving less funding than the middle cost
charter school.

These three constructs provide arange of cost structures and student types generally
sufficient to illustrate how charter school funding works, even though any specific charter
school would seldom fit exactly into one of these categories.

The charter school finance laws, regulations, provisions and administrative practicesin
each state are applied to each of the three hypothetical charter schools. Generally, these
calculations are intended to be illustrative and not based on actual data from specific
charter schools or school districts. However, there may be instances where the practices of
specific charter schools or school districts have been used as models in the cal culations,
particularly when dealing with problems presented by the provision of in-kind services
resulting from local negotiations between school districts and charter schools.

Components of Revenue
Revenues from severa possible sources are studied in each state.

Base funding. Coming through the state or local school districts, this revenue sourceis
commonly referred to as per-pupil funding. In some states, the base funding is a minimum
amount, and the other revenue sources identified below are added to it. In other states, the
base funding received by charter schools incorporates some or al of the following
revenues obtained individually by school districts. In either case, the individual sources of
revenue are identified as well as possible.

Revenues derived from student weightings. Usually based on student characteristics
such as special education disabilities or free-lunch digibility, additional weight allows
some students to generate more state aid. For example, a student qualifying for free lunch
may generate 10 percent more base funding than an average student. The revenues
generated by student weightings are similar to categorical program revenues but generally
do not require that the funding flow to specific programs for the individual students
generating the revenue.

Student counts. Asin public school districts, the details of enrollment and attendance
calculations play arole in determining aggregate funding. These issues include time of
year when membership is calculated and whether average daily attendance is afunding
factor.

Effect of geographic location and school or district size. State aid formulas for
traditional public schools sometimes contain adjustments for cost-of-living differentials,
the high cost of rural districts, the high cost of urban districts, the high cost of small
districts and numerous other factors. Usually, a charter school inherits the extrafunding
from the school district in which it islocated through its per-pupil funding allocation.
Sometimes a characteristic of the charter school itself, e.g., small size, generates the extra
funding. In Arizona, for example, small charter schools located in urban areas benefit from
the same extra funding that small rural school districts receive.
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Effect of school district financial characteristics. In many states, the local funding of
traditional public schools partly depends on local property tax wealth or the willingness of
school district residents to tax themselves at higher rates. In some states, the revenues
generated by this ability or willingness to support traditional public education are passed
on to charter schools. In other states, however, charter schools are funded based on a state
average (e.g., Connecticut) or are denied accessto all of the revenues generated by high
district wealth (e.g., Michigan).

Role of negotiations and the in-kind provision of services by school districts. In states
where charter schools are more dependent on school districts and where funding is aresult
of negotiations with the school district, it is particularly difficult to estimate the amount of
funding that charter schools can expect to receive. In these instances two approaches were
used. Sometimes the actual practices of selected charter schools in particular school
districts (e.g., an at-risk urban charter high school or a basic elementary charter school in
an average school district) were used as the basis for calculations. In afew states, where
charter schools are very dependent on school districts (e.g., Kansas, Georgia or
Wisconsin), it is not possible to untangle charter school costs or revenues from school
district costs and revenues. In these instances, the revenues generated for the district by
students enrolled in the hypothetical charter schools are described.

Special education funding. Calculations include such easily identifiable revenue as
weightings in the general state aid formula applying to charter schools, state categorica aid
and federal funds. In addition, our analysis usually incorporates: (1) specia education costs
in school districts general operating funds passed on to charter schools and (2) mandated
or negotiated in-kind provision of special education services by school districts for charter
schools. State and federal funding for special education seldom covers all—or even most—
special education costs. Consequently, special education spending from local operating
revenue amounts to special education funding for charter schools. In afew states, due to
the absence of special education cost data, highly simplified estimates of the cost of
providing specia education are employed.

Transportation funding. These issues resemble the special education issues. In concept,
all transportation revenues available to charter schools are identified, whether charter
schools provide transportation on their own or through a school district. Transportation
revenue includes such easily identifiable revenue as weightings in the genera state aid
formula applying to charter schools, and state categorical aid. In addition, this analysis
usually incorporates: (1) transportation costs in school district general operating funds
passed on to charter schools in the basic per-pupil funding and (2) mandated or negotiated
school district provision of transportation for charter schools. In some states, it is necessary
to place avalue of in-kind transportation services. In the absence of better information, the
state average cost per pupil enrolled (not transported) is used as a rough estimate of the
value.

Other state categorical funding. Calculations are generally based on the state average for
major programs for which charter schools are likely to qualify other then special education
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and transportation. Some charter schools may be more aggressive in providing programs
qualifying for state categorical funding, and there is significant evidence that charter
schools for at-risk children have been successful in obtaining competitively awarded
funding. Other charter schools may have difficulty working through school districts for
their share of categorical funds, or may find it not worth the effort to seek money from
small categorical programs.

Federal Funding
In addition to federal start-up funding considered separately in Chapter 5, charter schools
are eigible for most federal funding including programs for compensatory education,
education reform, special education and bilingual education. The calculations in our report
assume that charter schools get their fair share of federal funds either from a school district
or by qualifying on their own as if they were their own school district. The GAO reports
discussed at the end of Chapter 2 indicate that, for the most part, charter schools are
receiving federal funds for which they are eligible but that some barriers still remain. One
problem has been that in many instances, charter schools are unable to qualify for Title |
and special education funding during their first year of operation. Legislation enacted in
1998 and regulations issued by the U.S. Department of Education the following year are
expected to rectify this problem.

The federal aid calculations for the three hypothetical charter schools are described in
Table 1. The per-pupil amounts apply to total enrollment, not just the students generating
the aid. Title | qualifying students, for example, can generate over $500 each, and special
education students also each get several hundred dollars. It is assumed that Title | includes
only the appropriation designated for pass-through to school districts. Special education
aid corresponds to 75 percent of the basic state grant (the other 25 percent remains under
the control of state plans). Infant and toddler specia education, preschool special
education, Medicaid and vocational rehabilitation funding are not included because few
charter schools are likely to enroll students served by these federal programs. “Other”
federal funding includes only the following programs. comprehensive school reform, class
size reduction, education improvement, Eisenhower professional development, Goals 2000
and the technology literacy challenge fund. Funding will vary based on a number of factors
including student population characteristics.

The majority of the federal aid follows pupils with specific characteristics and requires
schools to offer specific programs or provide qualifying services. Consequently, the three
hypothetical charter schools, constructed to illustrate how state charter school funding
works generate different federal funding.

» All schools get the same amount of “other” aid.

» Basic elementary charter schools only get “other” federa aid.

» Middle cost charter schools are assumed to get the average federa aid for Titlel,
bilingual, specia education.

= At-risk upper grade charter schools are assumed to get double the average aid for
Title |, bilingual and special education.
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Charter schools for at-risk students sometimes receive federal funding through competitive
federal grants, which is not reflected in the tables.

TABLE 1
Average 1998-99 Federal Aid Per Pupil (Programs Applicableto Charter Schools)
Special
Titlel Grants  Education

to School State Grant ~ Bilingual/ Other Total

Districts (75%) Immigrant Federal Federal
Alaska $125 $51 $9 $91 $276
Arizona 127 36 11 49 224
Cdlifornia 134 38 14 52 239
Colorado 98 40 7 48 193
Connecticut 123 59 4 58 244
Delaware 151 53 2 100 307
Disgtrict of Columbia 268 33 21 134 456
Florida 137 54 7 58 256
Georgia 135 39 1 52 228
Hawaii 96 32 6 57 192
Illinois 161 52 6 64 283
Kansas 113 46 3 54 216
Louisiana 238 45 3 74 360
M assachusetts 147 65 5 64 280
Michigan 195 46 1 68 309
Minnesota 102 47 2 53 204
New Jersey 123 63 4 60 250
New Mexico 172 54 20 64 310
North Carolina 106 47 0 51 204
Pennsylvania 175 46 1 65 288
Rhode Island 152 63 10 84 308
South Carolina 139 53 0 59 251
Texas 155 45 6 57 263
Wisconsin 147 51 1 63 263
Source: Federal Funds Information Service

Revenues and Expenditures Excluded from State Profiles
The following items are generally excluded from the state profilesin the appendix for both
charter schools and school districts:

Food service. In school districts, food service generally accounts for approximately 4
percent of total spending, but food service programs are generally self-funded by state and
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federal assistance combined with meal charges. The programs are self-sufficient even
without free- and reduced-price lunch and breakfast programs (which essentially provide
assistance for meal charges). Food service programs are accounted for by arestricted,
segregated, revolving enterprise or proprietary fund. The funds are easy to identify and
separate from educational expenditures. This study found no state that automatically
passed along to any charter schools food service funding or funding based on food service
costs. Charter schools charge students for meals just as school districts do, but like other
state and federal categorical programs, the administrative burden of state and federal
categorical funding is a problem for small charter schools.

Many charter schools contract with school districts or private providers able to provide
self-funding food service programs. Food service could be afocal point of cooperation
between charter schools and school districts. Chicago, for example, recommends that its
charter schools choose school district food service, which is provided at no charge. Many
charter schools provide no food service program whatsoever, and many other charter
schools pay for food service programs from general operating revenue. Other work of the
National Charter School Finance Study will explore the frequency and cost of this practice.

Federal and state vocational education funding. Charter high schools providing
vocational education are eligible for significant amounts of state and federal vocational
education assistance. Because a specialized charter is generally required, this funding
source is not fully explored in this study.

Federal start-up funding. The hypothetical charter schools are assumed to be fully
operational schools that are not dependent on state or federal start-up funding. Our report
addresses federal start-up fundsin Chapter 5. Sometimes, the individual state narratives
address start-up funding, although only afew states now provide such funding. The
individual state reports also address issues related to start-up such as revolving loan funds
for cash flow assistance and the timing of state and local payments to charter schools.
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CHAPTER 4
Overview of Charter School Funding

The casual observer probably assumes that providing charter schools with state and local
funding should be relatively simple. One determines the funding children receivein
traditional public schools and transfers this amount on a per-pupil basis to charter schools.
However, wide variations across states exist in how students are counted and how their
educational needs are determined. Revenue for school districtsis also distributed
differently in every state. These differences have a major impact on the amount of funding
charter schools receive compared both to school districts and to other charter schools. In
addition to adescription of the basic funding structure, this chapter examines three factors
that determine charter school revenue variations within and across states:

» Pupil Characteristics. Asaresult of disability, poverty, limited-English proficiency or
other factors, some children face greater educational challenges. School finance systems
generally take thisinto account and assign additional funds to students with greater need.
More resources may be allocated to children in specific grade levels— such as the early
grades or at the high school level. Another important difference across states is whether
funding is based on student enrollment or attendance. One common method of making
adjustments for pupil characteristics uses aweighting system correlated with the cost of
educating a particular kind of student. If a basic student has a weight of 1.0 and a special
education student has aweight of 2.4, the special education student would receive 2.4
times the funding of the basic student. In some states, students generate flat grants, where
the amount of the grant for each need or disability is the same across all districts and
charter schools.

» Geography. Most states provide funding for charter schools based on the revenue
generated in either the school district the charter school islocated in or the school district a
charter school student is coming from (sometimes called the sending district or the district
of residence). Charter schools inherit some or all of the funding differences among school
districts within a state. There are two genera sources of interdistrict variation based on
geography. Thefirst is based on differencesin local wealth or tax effort. The second is

29



Venturesome Capital: State Charter School Finance Systems

based on efforts by states to provide more resources to school districts that face financial
challenges such as urban density, rural sparsity, size, or cost of living.

» Categorical Funding and Mandated and In-Kind Services. States supply some
funding to school districts with the expectation that it will be used for specific purposes. In
addition to funds based on student characteristics such as specia education and low-
income students, such categorical programs typically include transportation, textbooks,
libraries, professional development, technology programs and a variety of competitive
grants. States provide this categorical funding for charter schoolsin various ways. Many
states treat charter schools asif they were school districts, while afew states automatically
include some categorical funding in the base per-pupil alocation. State law or the charter
agreement may also require school districts to provide specific services (e.g.,
transportation) to charter schools. State mandates for charter schools range from requiring
charter schools to serve a particular type of student (e.g., at-risk students) to requiring
participation in public retirement systems. In states where school districts negotiate
funding with charter schools, the provision of school district services varies charter by
charter.

After outlining the basics of charter school financing, the remainder of this overview
describes each of these issues in detail, starting with funding based on student
characteristics.

Charter School Funding Structure
One of the basic precepts of charter school finance is that resources should follow children
from school districts to charter schools. But understanding how students generate funds,
how resources are expended on students, how resources are defined and even how students
are counted is essential in order to evaluate how money follows children to charter schools.
If states fund charter schoolsin more than one way, it isimportant to know some of the
details of each system. Should we care whether school districts or the state pays for charter
schools? Our study suggests that this question is not very important despite all of the
attention paid to it. Funding flows from school districts to charter schools in different
ways, but the effect on district and charter school finances varies little across the different
methods. Funding issues surrounding the movement of private school studentsinto
publicly funded charter schools raise similar issues that are equally misunderstood.

Basis of Per-Pupil Funding

A magjority of states provide funding to charter schools either by calculating revenue
according to the same formula as school districts, or by calculating a school district per-
pupil expenditure, which is then shifted to the charter school. Under both the revenue- and
expenditure-based approaches, charter schools inherit funding generated by the wealth, tax
effort and geographic characteristics of the school districts in which the charter school is
located or in which its students reside. Under the revenue-based funding approach,
however, charter schools get some funding based on the grade level, special needs or |ow-
income characteristics of students actually enrolled in the school. Under the expenditure
approach, charter schools receive funding based primarily on the student characteristics of
the school district, usually with the expectation that each charter school will enroll a
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student population similar to the district’s. If the charter school population is dissimilar,
charter schools receive either generous or insufficient funding.

TABLE 2

Basis of Per-pupil Funding

Revenue of District Spending of District | State Average | District Budget
Formula

Alaska,* Arizona,? Delaware, District of | Connecticut, | Connecticut,’
California, Colorado, | Columbia, lllinois, Minnesota Georgia, Hawaii,
Florida, Michigan, New | Louisiana, Kansas,
Jersey,” New Mexico,® | Massachusetts, M assachusetts,*
North Carolina, Texas | Milwaukee, Wisconsin

Pennsylvania, Rhode

ISland,” South

Carolina

*In Alaska, charter schools negotiate with school districts over indirect costs, which can range from 0 to 22 percent. Charter schools
in Colorado are guaranteed 80 percent of school districts' per-pupil operating revenue, but the guarantee increases to 95 percent in
2000-2001. The range of funding varies considerably, with more than athird of charter schools receiving more than 100 percent
funding.

2 District-authorized schools; state-authorized schools treated as independent school districts.

% In lllinois, negotiated funding ranges between 75 percent and 125 percent of per-capita tuition.

4 Horace Mann charter schools in Massachusetts and district-sponsored charter schoolsin Connecticut.

5 New Mexico charter schools are guaranteed state revenue. Local revenue is subject to district allocation.

5 Charter schools receive 95 percent of spending in Rhode Island and 90 percent of revenue in New Jersey.

Expenditure-based states usually refine the calculation of per-pupil expenditure through
regulatory and administrative procedures to promote funding fairness. Pennsylvania
subtracts specia education expenditures and adds them back based on the actual
enrollment of special needs students in charter schools. Other expenditure items usually
excluded from base funding cal cul ations include transportation, community service, adult
education, most programs with other school districts and private schools, school lunch and
federal programs.

In a number of states, school districts have some control over the amount of funding that
charter schools receive, or the funding is subject to negotiations between school districts
and charter schools. School district discretion could lead to the underfunding of charter
schools—a persistent complaint of charter school operators. However, such funding
arrangements also give school districts flexibility in providing funding for the specific
needs of charter schoolsincluding higher costs associated with particular programs or
student populations. In states where school districts negotiate base funding with charter
schools—most notably Alaska, Colorado and Illinois—the provision of school district
services varies charter by charter, making it difficult to use basic revenue totals to compare
charter schools. For example, a charter school that received $4,000 per pupil from a school
district may be no better funded than one that received $3,000 from a school district, if in
the latter case the district was responsible for providing transportation, professional
development and special education.
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Only two states base funding on state averages. Minnesota uses a revenue-based model,
where charter schools build funding driven by a student-weighting system around the state
average foundation level. Connecticut sets base funding at an even $6,500 (by coincidence,
approximately equal to the state average general fund expenditure per pupil) including
local option taxes.

Severa states leave charter school funding decisions to the school districts that charter
them. Sometimes, state law guarantees charter schools the same funding they would
receive as regular district schools through the district’s budget allocation formula. Since
many district-authorized charter schools serve at-risk children or offer specialized
programs, negotiations between school districts and charter schools are often abig part of
the funding process.

Dual Funding Systems
Of the 23 states examined in this study, seven fund charter schoolsin more than one way.

= Connecticut. The formulafor state-authorized charter schools provides about $6,500
per pupil. District-authorized charter schools are funded uniquely according to
arrangements specified in the charter.

» Massachusetts. Commonwealth schools receive a preset “tuition” based on average
school district spending that follows pupils from their district of residence. Chartered by
school districts, Horace Mann schools receive funding on the same basis as any other
school in the district or as otherwise specified in the charter. Horace Mann charter schools
may appeal school district funding decisions to the state board of education.

»  Wisconsin. Milwaukee is covered under a separate state law that allows universities,
technical colleges and the city of Milwaukee to grant charters. Funding in Milwaukeeis
based on per-pupil “average shared cost,” which is determined by taking the total operating
cost, subtracting state and federal restricted program funding and adding district debt
retirement costs. In the rest of Wisconsin, school districts grant charters and fund charter
schools on the same basis as the funding of any other school, or as otherwise specified in
the charter.

= Arizona, Louisiana, Michigan and Texas aso provide for district-authorized charter
schools funded under arrangements agreed to in the charter. In Arizona, school districts
authorize autonomous charter schools located outside of the district boundaries similar to
the autonomous charter schools authorized by the state.

To simplify the exposition of findings, this study ignores district-authorized charter
schoolsin Michigan and Texas where the number of such schools remains small. Horace
Mann charter schools and district-authorized charter schools in Connecticut and Louisiana
are treated separately from state-authorized charter schools.
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Path of Funding

Whether a charter school receives its funding from school districts or from the state has
been the focus of much of the research on charter school finance. The second report of the
National Charter School Study (RPP, 1998), for example, contains only one table (Exhibit
2-10) on charter school finance. Thistable differentiates funding “directly from the state
treasury” from funding that is first directed to school districts and then to charter schools.
The table only describes which government(s) sends the check to charter schools. For
example, Massachusetts is described as a state-funded system. However, school districtsin
Massachusetts include charter school studentsin the district pupil count, and pay charter
schools “tuition” —an amount approximately equal to the district’ s per-pupil expenditure.
The school district payment flows to charter schools through the state deduction of the full
tuition—not just the average state aid per pupil—from its state aid payment to the school
district.

The Massachusetts example illustrates that whether funds flow directly from school
districts or indirectly through a system of state aid additions and subtractions has no effect
on charter school revenue or school district loss of revenue. The path of funding isan
important issue primarily as aresult of misunderstandings that in turn lead to misleading
conclusions.

The most common misunderstanding about the flow of fundsis that when the state pays
charter schools directly the funding comes from “new money,” not from revenue following
students as they transfer from school districts to charter schools. A related
misunderstanding is that school districts lose only the average state aid per pupil when the
state pays charter schools directly, and not any local property tax revenue. The district is
mistakenly viewed as better off in a“state-funded” system because it loses no local
revenue. This misconception implies that direct payments from school districtsto charter
schools are composed of both general state aid and local property tax revenue. In most
states, however, funding moves with students in the same amount from school district to
charter school whether or not the state directly pays charter schools.**

Another common mistake is the belief that school districts pay charter schools for students
who had never been enrolled in adistrict school—i.e., those students transferring from
private and home schools. This misconception is common in states where charter school
students are included in the school district pupil count such as Massachusetts or in states
like California, Colorado and Florida where school districts authorize charter schools. In
fact, new public school students generate new state aid for school districts, equivalent to
the entire foundation level, which is then paid to charter schools, leaving host school
districts financially unaffected. Presuming a fixed amount of K-12 education aid for all
school districtsin a state, al districts lose state aid on a per-pupil basis as aresult of
students moving from private schools to either school districts or charter schools.*®

1 This generalization does not apply to the District of Columbia and some school districts in Connecticut. In
1998-99, a separate appropriation from Congress supported a majority of District of Columbia charter school
funding. A system of state aid minimums protects most Connecticut schools from losing state aid for any
reason.

> The only exceptions to this generalization among the states examined in this report are the District of
Columbia and Hawaii, where there is only one school district in the state, and North Carolina and Delaware,
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For states with foundation funding (all except Delaware, the District of Columbia, Hawalii
and North Carolina), charter schools' base per-pupil funding flows from school districts to
charter schoolsin one of two different ways:

Method 1: Charter school students are counted in the enrollment of the school district
for state aid purposes, and

» Thedistrict pays the full amount of charter school base per-pupil funding to charter
schools, or

» The state subtracts the full amount of charter school base per-pupil funding from
state aid payments to the school district, and then pays charter schools, or

» The state subtracts the average state aid per pupil from state aid payments to the
school district, and sends the subtracted amount to charter schools. School districts pay
charter schools the average local revenue per pupil. The two payments together equal
the full amount of per-pupil funding.

Method 2: Charter school students are no longer counted in the enrollment of school
districts. State aid to school districtsis reduced, generaly by the full amount of the
foundation allowance.’® The state then provides the full amount of charter school base
per-pupil funding to charter schools, usually on the same basis as it guarantees a
foundation level of spending for school districts.

Under either method, transition aid for school districts (e.g., Massachusetts) or state aid
minimums or guarantees (e.g., Connecticut) may temporarily stem the outflow of funds
from school districts. The impact of the two methods on school districts and charter
schools ultimately turns out to be quite similar. A closer look at how funding works for
students transferring from school districts to charter schools under Method 1 and students
transferring from private schools to charter schools under Method 2 will illustrate this
point.

In California, Colorado, Florida, Massachusetts, and several other states, charter school
students are still counted as pupils of their school districts for purposes of calculating state
aid (Method 1), and then all charter school base per-pupil funding moves with the students
to charter schools. In California, Colorado, Florida and afew other states, the school
district directly pays charter schools. In New Jersey and Rhode Island, charter schools
receive separate aid payments from the state (representing average state aid per pupil) and

states without foundation funding formulas. In North Carolina, school districts pay charter schools the
average local revenue while states pay the average state aid for the school district in which the charter school
islocated.

18 Under Method 2, school districts surrender only the foundation allowance. Local revenues in excess of
those included in the foundation allowance, such as local option taxes and most debt retirement levies,
remain with the school district. Very wealthy districts that receive no state aid do not lose any revenue to
charter schools.
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school districts (representing average local revenue per pupil). In al of these states, private
school and home school children choosing to attend charter schools are first counted as
school district students. New state aid pays 100 percent of the foundation allowance for
these new students. This new revenue helps pay for funding transfers to charter schools.'’

In states like Arizona, Michigan, Minnesota and Texas, students moving to charter schools
are no longer counted in school districts for state aid purposes (Method 2). As aresult, the
district loses state aid equal to the foundation level, which is approximately the full amount
of state and local per-pupil funding

An understanding of foundation funding formulasis the key to comprehending both why
states recapture from school districts all or most of the funds paid to charter schools under
Method 2, and why charter school students coming from private schools do not impose
significant new costs on school districts in states employing Method 1. Under foundation
funding programs, the state guarantees a foundation amount for each student. The amount
is composed of local tax revenue and state aid, with the relative proportions of each
varying according to the per-pupil tax base. Local property tax revenueisfirst determined
by applying arequired tax rate to the tax base. Student enrollment is not a factor in local
revenue calculation. Local revenue does not vary with enrollment. The state then provides
enough aid to ensure that each student generates funding equal to the foundation level or
allowance. Because the local tax contribution does not depend on enrollment, new students
are always 100 percent state funded, and enrollment decreases always result in 100 percent
state savings.’®

An equivalent, alternative explanation may help some readers. The addition of a child to
the district membership roll means that the district has less wealth per student. Because
state equalization formulas give more funding to school districts with less wealth per pupil
(in order to bring them up to the foundation amount), there will be adlight increase in state
aid for al studentsin the district. To the extent that the state has a fixed amount of
foundation funding for all students and schools districts, however, additional students
could lead to alowering of the state foundation level for all studentsin the state. In effect,
al districts in the state are absorbing the added expense through reduced state aid.*®

Under Method 2, private school and home school students choosing to enroll in charter
schools are funded 100 percent by the state because they never generated state aid in a
school district. Assuming afixed amount of state funding, however, the statewide
foundation level must be reduced, and all students and school districts surrender state aid.

¥ State aid is sometimes based on enrollment from the previous year asin 1linois and Massachusetts. Thus,
for one year, there would be no new state aid for students coming from private schools. For this reason,

M assachusetts pays the entire tuition of charter school students coming from private schools for one year. In
I1linois, the school district absorbs the one-year 1oss of revenue.

18 Some very wealthy school districts may receive no state foundation aid, so changesin enrollment do not
generate revenue gains or losses. Other conclusions reached in this section may not apply to wealthy school
districts receiving no state foundation aid.

9 Florida adjusts its foundation level four times ayear based on changes in total state enrollment. Rapid
enrollment gainsin Miami during the school year, for example, are financed by reducing the foundation level
and state aid for all studentsin the state.
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Similarly, when a student leaves adistrict for a charter school in Minnesota or another
state using Method 2, that child no longer countsin the school district’s enrollment.
Because student enrollment does not affect total local revenue, the departure of a child
means that the school district has more wealth per remaining student. Since state
equalization formulas give less funding to school districts with greater wealth per pupil, a
child’s exit to a charter school causes adlight reduction in state aid for al remaining
students. In the end, an amount equal to the foundation level or amount leaves with that
student.

Funding Based on Student Characteristics
Taxpayers, educators and legislators all care deeply about disadvantaged and special needs
students. These students cost more to educate. High school students also generally cost
more. In an efficient charter school funding system, the resources needed for high-cost
students should flow with them to charter schools. Simple fairness prescribes that charter
schools with high-cost students should get better funding than charter schools with low-
cost students. Simple fairness also dictates that funding for high-cost students in school
districts should not be diverted from them to charter schools through an ill-conceived
funding strategy. Charter schools and school districts are unlikely to compete on alevel
playing field unless funding directly or indirectly matches the special needs of individual
students.

Student Counts

Even before looking at how the characteristics of students generate funding, one must first
consider how students are counted. The most common way to count the number of students
for funding purposes is either the average daily membership (ADM) over time or the
enrollment or head count on a particular day. As of 1994, 34 states used membership in
one form or another (Gold, et al.1995). The second most common practice for counting
students is average daily attendance (ADA). As of 1994, seven states used this method.
Another seven states based their school funding on staff counts rather than on pupil
counts.?® The techniques used by states in counting charter school students, shown in the
table below, match the methods used for funding school districts. Only two states use daily
attendance figures rather than enrollment.

2 Delaware is one of the these states, but because the state formula uses pupil enrollment to determine staff
counts, it isincluded in Table 3 as an ADM/enrollment state.

36



Overview of Charter School Funding

TABLE 3
Basis of Student Count for Charter School Funding

Enrollment/ADM Attendance/ADA

Alaska, Arizona, Connecticut, Colorado, Delaware, | California, Texas
District of Columbia, Florida, Georgia, Hawaii,
lllinois,* Kansas, Louisiana, M assachusetts,
Michigan, Milwaukee, Minnesota, New Jersey, New
Mexico, North Carolina, Pennsylvania, Rhode
Island, South Carolina, Wisconsin

School district funding in llinoisis based on ADA.

ADA funding raises important equity issues because poor and at-risk students generally
have higher rates of absenteeism than other students. Charter schools with disadvantaged
children are likely to generate fewer dollars than average schools. In Californiaand Texas,
the ADA equity problem is offset to some degree by extrafunding for at-risk students. In
Texas, for example, compensatory education students generate 20 percent extra funding
compared to regular students. Assume in a particular school that compensatory students
attend school 80 percent of the time and that regular students have a 95 percent attendance
average. Thiswould mean that the funding per compensatory pupil (1.2 x .80 or 96
percent) is just one percentage point greater than the funding generated for regular pupils
(95 percent). While the at-risk funding hel ps negate the ADA problem, it leaves no money
for the extra educational needs of at-risk students. The penalty imposed on at-risk charter
schools by basing funding on attendance is not a problem unique to charter schools. All
school districts serving disadvantaged children in these states face the same problem.
[linois funds school districts based on ADA but funds charter schools based on
membership, thus mitigating the negative effects of ADA funding on charter schools for
at-risk children.”*

Grade Level Funding Adjustments

A number of states use weightsin their funding formulato reflect the higher costs of
education at some grade levels. A higher weight for primary students could reflect an
emphasis on early education and class size reduction. More commonly, states give high
school students more weight because they require a greater range of specialized courses
and facilities including science labs.

2 |n effect, charter schools receive funding based only on the overall attendance rate of the school district. In
Texas and California, charter school funding also varies with the charter schools’ own attendance figures.
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TABLE 4

Grade Level Funding Adjustmentsfor Charter Schools

Subject to Negotiation | VariesBy Grade L evel No Grade L evel

Adjustment

Colorado,* Georgia, Arizona, California,? Alaska, Connecticut,

Hawaii,* Illinois, Delaware, District of Louisiana, Pennsylvania,

Kansas,* Wisconsin® Columbia, Florida, Massachusetts, Michigan,
Minnesota, New Jersey, New | Milwaukee, North Carolina,
Mexico, South Carolina Rhode Island, Texas

! Funding formula for school districts does not use grade level weights.

2 The state class size reduction program, which provides extra funding for grades K-2.

Grade level weightings for school districts do not necessarily mean that charter schools
receive commensurate funding on a per-pupil basis. For example, Massachusetts supplies
school districts with more funds for high school students, but charter school students
generate only the school district average funding regardless of grades actually served. In
effect, charter high school students generate less funding than studentsin traditional high
schools. Conversely, students in charter elementary schools generate more funding than do
studentsin traditional elementary schools. In fact, the 10 states that do not use grade level
weights probably overfund charter elementary schools and underfund charter high schools.
Some states, such as California, Illinois and Massachusetts, have separate elementary and
secondary school districts as well as K-12 districts. This arrangement obviates the need for
grade level adjustmentsin elementary and high school districts.

A charter school funding system based on negotiation also offers an opportunity for
appropriate grade level adjustments. In Illinois, where charter schools receive 75 percent to
125 percent of school district spending, charter high schoolsin K-12 districts could be
funded above the 100 percent level, while elementary schools might be funded at less than
100 percent. This practice does not occur in Chicago, however, where most charter schools
are located. Similar negotiated arrangements could be reached in Colorado.

Special Education

One of the most sensitive topics in school finance is special education funding. Systemic
reforms of specia education finance have been made or considered in almost every statein
the past decade (Parrish and Wolman, 1998). Underlying this turmoil is the need for school
districts to pay for a significant share of special education costs from general operating
funds. In effect, districts could be viewed as diverting base funding from general education
students in order to meet their underfunded special education mandates. Charter school
special education funding needs to be analyzed in this framework.

State special education funding systems for charter schools vary aong a continuum in the
extent to which funding matches the specific educational needs of special education
students actually enrolled in charter schools. At one end of the continuum, states match
funding to the specific disabilities of the children in charter schools through:
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= Actual costs;
» Pupil weights based on student disability;
= Categorical funding based on student disability.

Minnesota bases funding on the actual cost of services provided and on the concentration
of specia education studentsin a school. Special education studentsin Hawaii, Kansas and
Wisconsin charter schools get services and funding on the same basis as other district
schools. In these states, funding is also based on actual costs, but targeted state funding
pays for only a portion of actual special education costs. The rest of the funding comes
from general operating revenues consisting of local revenues and genera state aid.

Most of the other states at this end of the continuum use funding systems driven by student
weights seeking to match funding with particular categories of special needs including
Arizona, Delaware, Florida, South Carolina, Washington, D.C., and Texas. Californiaand
New Jersey attach specific dollar amounts to different categories of special education
students. The weights or targeted categorical aids are based on a projection of the cost of
the particular child, as opposed to the actual expense. Charter schools and school districts
that provide more efficient or less costly services get the same revenue as schools that are
either less efficient or spare less expense. As aresult, weighting systems create incentives
to contain costs. In a system based on actual costs, however, special education revenue
declines as spending declines.

TABLE5

Special Education Funding

Based on Disabilities of Based on Matches School District’s
StudentsEnrolled In Charter Negotiations with Special Education

School School District Spending or Revenue
Arizona, ! Delaware, District of | California, Colorado, | Alaska,* Arizona,*
Columbia, Florida, Georgia, > Connecticut, lllinois® | Louisiana, Massachusetts,
Hawaii, ? Kansas, Michigan, Milwaukee, Pennsylvania,*
New Jersey, New Mexico, > North Carolina,* Rhode
Minnesota,® South Carolina, Island

Texas, Wisconsin®

* All school districts and charter schoolsin Arizona receive aweight of 0.158, worth about $375, for every pupil enrolled, whether
or not they have a disability. No other funding is available for low-cost disabilities such as speech and learning disabilities, but
students with middle- and high-cost disabilities generate substantial funding through a weighting system.

20n same basis as any school in the district as opposed to receiving direct funding from the state formula.
SDistrict of residence pays actual cost if charter school provides service.

4 Special education students generate funding, but not based on a specific disability.

®Based on actual cost.

States in the middle of this continuum leave specia education funding to negotiations or
other arrangements between charter schools and school districts. In Illinois and
Connecticut, school districts are responsible for either providing or funding the additional
special education services needed by children, but they are also responsible for assessment.
By controlling assessment, these districts in these states have an assurance of how the costs
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will be determined. If charter schools provide services in these two states, school districts
provide funding based on actual costs and therefore the disabilities of specific students.
Overdl, Illinois school districts pay charter schools 75 percent to 125 percent of average
costs. Much of the funding differential is based on whether a charter school provides
special education services on its own or relies on the school district. Similarly, Colorado
school districts negotiate with charter schools over afunding level that ranges from 80
percent to 120 percent of district spending.?? Charter schools often get less than 100
percent funding if they attract fewer special education students, or if the school district
provides specia education services at no cost. Fieldwork and more research are necessary
to determine the degree to which special education funding matches specific pupil needsin
these states.

The other end of the continuum includes states such as Louisiana, M assachusetts,
Pennsylvania, North Carolina and Rhode Island. Special education funding is based not
only on host school district special education costs or revenue, but also on the
characteristics of the host district’s special education population, as opposed to specia
education students actually enrolled in the charter school.”® These systems should work
perfectly if charter school special education populations exactly mirror host school district
special education populations. But as the number of special education students and the
severity of their disabilities deviate from school district averages, the potential emerges for
overfunding (for charter schools with low special needs populations) and underfunding (for
charter schools serving high numbers of special education students).

North Carolina and Pennsylvania base revenue for every special education student on the
average expenditure (Pennsylvania) or revenue (North Carolina) per specia education
pupil in the student’ s district of residence. Thus, every special education student in a
charter school gets district-average funding regardless of the cost of services or the severity
of the disability. Thisfunding strategy provides charter schools with a strong financial
incentive to enroll specia education students, but to enroll those with the least costly
disabilities. The finance systemsin Louisiana, Massachusetts, Milwaukee and Rhode
Island create an even stronger financia incentive to avoid specia education altogether.
these states, charter school funding is based on the host school districts’ total operating
costs (including specia education) divided by district enrollment (including special
education). No matter how many special education students a charter school serves, it
receives specia education funding as part of its per-pupil allotment asif it were serving a
special needs population exactly matching the school district average.

24|n

%2 Colorado mandates that charter schools receive at least 80 percent of the school district average per-pupil
operating funds, but about one-third receive more than the district average (the ones that get capital outlay
funding), and at least one charter school is receiving 120 percent funding.

% Massachusetts however, specifically excludes school district special education for preschool, hospital
services and tuition.

% Thisis not to say that all charter schools will respond primarily to financial incentives. The funding
systemsin these states are generous enough to allow special education programs. School profilesin
Massachusetts, for instance, show that a number of charter schools are providing specia education for a
considerable number of students. However, the number of costly students served by charter schoolsis, on
average, not in proportion to the size of the special education population in sending districts (KPM G-Peat
Marwick, 1998).
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Regardless of the charter school issues, controversies swirl over special education finance
largely because of ever-increasing costs that arguably come at the expense of regular
education spending. According to one longitudinal study, the share of district budgets
devoted to special education during the past 25 years has increased from 4 percent to 17
percent (Rothstein, 1992; 1997). In New Y ork state, between 1979 and 1992 the share of
the budget devoted to special education increased from 5 percent to more than 11 percent,
and the increase in regular teaching expenditures was about half that of the increasein
special education expenditures (Lankford and Wykoff, 1999).

Against this backdrop, the issue of charter school specia education finance needsto be
considered carefully. Parents of students with disabilities have started a number of charter
schools. In several states, charter schools report serving a higher percentage of studentsin
special education than the state average. Nationwide, however, charter schools serve fewer
handicapped children than do all public schools (RPP, 1997, 1998, 1999). In severa states,
however, charter schools report serving a higher percentage of studentsin special
education than the state averages. Charter schools in Massachusetts with for-profit
managers have also been charged with systematically “counseling out” students with the
most costly disabilities (Zollers and Ramanthan, 1998). Studiesin Michigan (Horn and
Miron, 1999, and PCS/MAXIMUS, 1999) indicate a dramatic difference between charter
schools and host districts in spending on added needs students.

The most commonly expressed concern within the charter school community is that a high-
cost special education student could outstrip a charter school’ s financial ability to meet that
student’ s educational needs (Bierlein and Fulton, 1996). Part of the problem is size. Small
charter schools are unable to spread the high costs of a severely handicapped child among
all students without having an impact on the education offerings for other students. The
funding system may also be part of the problem. States that provide significant extra
funding for high-cost children help to protect charter schools from this financia burden.
States relying only on an average funding concept (i.e., charter schools get the average
expenditure per pupil regardless of the number of special needs students and the cost of
their disabilities) fail to protect charter schools from the financial burden of high-cost
children. Some states use other strategies. Pennsylvania has a separate contingency fund
for ultra-high-cost special education students to which all of it its public schools have
recourse. Massachusetts specifically excludes charter schools from paying for high-cost
private and residential placements. Many charter schoolsin Colorado pay the school
district the average cost of district specia education and in return get district special
education services including protection against high-cost special education students. In a
sense, this system “insures’ charter schools from high special education costs.

Charter schools also argue that they provide specia education both more efficiently in
regular education settings and with less harm to students. Categorizing students for funding
purposes, it is argued, constitutes a*“labeling” of students that may result in low
expectations and low self esteem or lead to increased regulatory requirements (Finn et al.
1996). Some parents choosing charter schools seek to escape or remove specia education
labels, or come to the charter school for an aternative to services provided in the previous
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school. The obvious merits of these arguments need to be weighed against possible abuses.
Offering no specific special education program, or one specifically limited to inclusion in
regular classroom settings, may deter students with disabilities from enrolling in charter
schools and may diminish needed services to charter school students with special needs.

Charter schools also maintain that federal and state special education funding is
insufficient to provide a panoply of special education services. School districts, however,
face exactly the same problem. In most states, if not all, specia education expenditures
exceed state and federal funding specifically designated for specia education. General
operating revenues make up for the resulting revenue gap. In Wisconsin, for example, state
categorical aid funds about 40 percent of specia education costs. In California, the state
funds about 50 percent. Some analysts view the use of general operating revenue for
special education as atransfer from regular education programs to special education, but
there is nothing inherently wrong or inequitable about funding special education from
general revenues. It means only that federal and state special education revenue streams
fail to fund all special education costs.

Low-income and At-risk Students

Most states provide more funding for the higher costs of educating at-risk students. While
states define at-risk status in various ways, poverty is generally the major determinant.
Most commonly, enrollment in free- and reduced-price lunch programsis used to
determine at-risk status. Some states use qualification for federal programs such as Aid to
Families with Dependent Children to define poverty.

Some argue that charter schools “cream” the easiest students to educate. To prevent
creaming based on income, Louisiana mandates that charter schools have a proportion of
at-risk students that is at least 85 percent of the proportion of at-risk students within the
district asawhole. Colorado, Illinois and Texas give preferences in granting chartersto
those seeking to serve at-risk populations, and Texas has developed alarge number of
charter schools for at-risk children. However, little of the discussion about the selectivity
issue centers on funding. Additional funding attached to at-risk youth may create powerful
incentives for potential charter holdersto create programs serving these children. Without
extrafunding, charter schools have less incentive to serve high-cost students. A great dedl
of variation exists in the degree to which charter schools receive extra state and local funds
specifically for the education of at-risk youth, as shown in Table 6.
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TABLEG6

State Funding for At-risk or L ow-income Students

Yes

Negotiated or Allocated
by School district

No

Alaska, Arizona, California,
Delaware, Florida, lllinois,*
Michigan, Milwaukee,
Minnesota, New Jersey,

Colorado,® Georgia,
Hawaii, Illinois,?
Kansas,® New Mexico,
South Carolina,

Connecticut, District of
Columbia, Louisiana,*

M assachusetts,® North
Carolina, ° Pennsylvania, °

Texas Wisconsin Rhode Il and®

1Yes, for Chicago charter schools.

2 Charter schools can negotiate for more than 100 percent of average district funding.

3 At-risk students are weighted in state aid formula generating funds for the school district.
* No, for schools chartered by school digtricts; yes for afew state-authorized schools.

5 Charter schools receive school district average for at-risk or low-income students as part of base funding.

In Colorado, Georgia, Illinois, New Mexico and other states that leave funding decisions
up to negotiations between school districts and charter schools, more dollars may follow an
at-risk child, but this extra funding is not guaranteed. States such as Hawaii, Kansas and
Wisconsin may provide extrafunding for at-risk students through the normal school

district budget allocation procedure. Most of the other states that provide more funding for
at-risk or low-income students use a weighting system. In Texas, at-risk students receive
an extraweighting of 20 percent. In Michigan, the additional weight is 11 percent. Other
states fund low-income students as a categorical program. New Jersey, for example,
provides $436 per at-risk student. Minnesota provides at-risk funding that is partially based
on a concentration factor. As the proportion of at-risk students increasesin a school, the
per-pupil funding grows larger. Table 7 contains information on the amount of funding that
follows an at-risk student to a charter school in a number of different states. It also contains
a column “amount per member” which describes at-risk funding per member (not per at-
risk student) in schools with an at-risk population equal to the state average.

Funding the higher costs of educating at-risk youth raises many of the same concerns as
the funding of special education. States failing to provide extrafunds for specia needs and
high-cost students create financial incentives for charter holders to avoid high-cost
students. The lottery-driven, open admissions process required of charter schoolsin most
states mitigates the impact of these incentives. Conversely, charter schools serving at-risk
students face substantial economic obstacles.
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TABLE7
At-risk and L ow-income Funding for Charter Schools, Selected States
Weighting Amount Per At- Amount Per
Factor risk Pupil M ember

Californiat? na $200 $40
Colorado® na 500 142
lllinois® na 767 613
Kansas 0.080 300 100
Michigan 0.115 685 206
Minnesota’® na 490 133
New Mexico’ 0.080 na 185
South Carolina 0.260 450 181
Texas’ 0.200 867 416
Wisconsin® na 250 12

Source: Based on middle cost K-12 charter school profiled in the appendix.

' Compensatory education.

2 Californiaand Texas base funding on ADA, which offsets at-risk funding by the extent to which at-risk students have

lower attendance rates.

% State average; actual amount varies,

4 Supplemental general state aid in Chicago. No other districts with charter schools currently qualify for supplemental

general state aid.

® Based on school district index.

® At-risk and low-income pre-K to grade 5 programs.

Funding Based on Geography
In most states, charter school revenues vary based on the specific district in which the
school islocated. In states where charter schools serve students across school district lines,
funding is generally based on the students' district of residence. Minnesota and
Connecticut are exceptionsto this rule, with most charter schools receiving funding from
the state funding formula regardless of their locations. Michigan charter school funding
matches the school district’s foundation allowance up to a maximum of about $6,000.

The desirable linkage between charter school and school district funding helps charter
schools benefit from state efforts to adjust school district funding for isolation, small size
and cost of living. If charter school funding were not linked to school district funding, then
charter school operators would be encouraged to search for locations with afinancial
advantage over other public schools. On the other hand, tax effort and wealth inequities
among school districts are also passed on to charter schools. Under this equally onerous
incentive system, families in the most disadvantaged school districts may be the least
likely to find a charter school alternative if charter schools are congregated in better-
financed school districts.
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Wealth and Tax Effort

Some school districts are wealthier than others, which usually trandlates into higher
spending. State equalization formulas attempt to level the playing field among school
districts, but some wealth advantage almost always remains. In addition to variationsin
levels of wealth, some school districts devote more of the community’ s resources to
education through higher local taxes. Increased tax effort could increase the funding of a
poorer school district relative to more affluent districts. State funding formulas often
encourage local tax effort by supplying incentives and matches geared to reward high tax
effort. The states where charter school funding is linked to school district wealth and tax
effort are highlighted in Table 8.

TABLES

Charter School Funding Based on Host School District Wealth or Tax Effort

Yes No

Alaska, Delaware, Florida, Georgia, lllinois, Kansas, | Arizona, California,* Colorado,
Louisiana, Massachusetts, Michigan,® Milwaukee, Connecticut,” District of

New Jersey, North Carolina, Pennsylvania, Rhode Columbia,®> Hawaii,> Minnesota,
Island, South Carolina, Texas, Wisconsin New Mexico

! School district funding in Californiais not based on weslth or atax effort.

2 Some charter schools may get levy override funds if agreed to in the charter.
% Per-pupil funding capped at about $6,000.

4 State-authorized schools only.

®Not applicable because only one school district exists.

The District of Columbia and Hawaii, as single school districts, naturally do not have
geographic variation in local wealth and tax effort. Minnesota gives all charter schools the
same base aid per pupil, but total funding varies considerably due to a weighting system
based on student characteristics. In Connecticut, state-authorized charter schools receive a
flat $6,500, approximately equal to the state average. For Connecticut and Minnesota this
centralized state funding raises an incentive issue. Charter schoolsin the two states are
better funded than local school districts when the schools are located in low-spending
districts. This situation may create incentives for charter school operatorsto locate in
school districts that receive less funding to obtain a competitive advantage. In Connecticut,
Michigan and Minnesota, charter schools located in high-spending school districts suffer a
resource deficit compared to the local school districts.

In the other states, the incentive system is reversed. Charter schools located in, or enrolling
students from, poorer school districts with lower tax effort receive fewer dollars. Charter
schools have an incentive to shop from district to district, looking for those with the
highest revenue or spending levels. On the other hand, the impact of the location incentive
ismitigated if familiesin high-spending school districts are satisfied with their public
education and therefore less likely to seek charter school alternatives.
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Geographic State Aid Adjustments

Many states adjust the general state aid formulafor school districts that are, in a sense,
geographically challenged. Charter schools generally benefit from these adjustments as
well. Table 9 identifies states that make some of these adjustments.

TABLE9

Funding Adjusted for Small School/District Size or Cost of Living

Yes No

Alaska, Arizona, Colorado, California, Connecticut, Delaware, District of

Florida, Kansas, Louisiana, Columbia, Georgia, Hawaii, Illinois, Michigan,
Massachusetts, New Mexico, | Milwaukee, Minnesota, New Jersey, North Carolina,
Texas Pennsylvania, Rhode Island, South Carolina, Wisconsin

A number of states provide extrafunding for small school districts to compensate for
diseconomies of small scale. In Louisiana, this“economy of scale” funding helps offset the
inefficiency created by small schools and small school districts. Small school district size
isalso afactor in Colorado, Kansas, New Mexico and Texas. Some states recognize the
high cost of urban education. Colorado gives alittle more money both to very small and to
very large school districts. Illinois and Minnesota indirectly help urban districts by
providing more funding to school districts with high concentrations of low-income
students. Colorado, Florida and Texas provide more money to school districts where the
cost of living is high. Massachusetts has a small adjustment for inter-area wage
differentias.

Arizonaisthe only state that provides incentives to create small charter schools by
alocating state aid to charter schools as if they were small school districts. These
provisions apply to state-authorized charter schools only. A small charter school of fewer
than 100 students in Phoenix gets 20 percent more per-pupil funding than an elementary
school of 600 students. This provides one possible reason for the large number of small
schools and multi-campus schoolsin Arizona.”> Many charter operators centralize
administration and in effect create mini school districts containing several small schools.
District-authorized charter schools operating outside the district’s boundaries get funding
based on district size rather than on charter school enrollment.

Intrastate Variation in Charter School Revenue

One way to highlight the effect of geographic differences on funding isto compare how a
hypothetical charter school would generate revenue in high- and low-spending school
districts within a state. The hypothetical charter school in Table 10 enrolls 100 students
(except Alaska and Arizona—see tables in the appendix) none of whom are low-income or
special needs students. Given data constraints, it was not practical to pick high- and low-
revenue school districts on precisely the same criteria consistently across states. In most
instances, the low-revenue school district is at approximately the 10th percentile of
funding, and the high revenue school district is at approximately the 90th percentile.

% An inspection of charter school names in the Common Core Data (CCD) of the U.S. Department of
Education reveals at least 25 multi-campus charter schoolsin Arizonafor school year 1997-98.
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TABLE 10
Estimated Revenuefor a Basic Elementary Charter School Located in High-, Average-
and L ow-revenue School Districts
High- L ow-

Revenue Average Revenue

District District District Difference
Alaska $11,800 $6,719 $5,500 $6,300
Arizona 4,450 4,450 4,450 0
Cdlifornia 5,200 4,350 4,250 950
Colorado 4,800 3,750 3,480 1,320
Connecticut 6,900 6,900 6,900 0
Delaware 9,550 8,900 8,800 750
Florida 4,040 3,840 3,540 500
Georgia 4,050 3,870 3,350 700
Illinois 5,300 4,900 3,600 1,700
Kansas 5,700 4,500 4,100 1,600
Louisiana 5,200 4,800 4,000 1,200
Massachusetts 8,750 7,500 6,400 2,350
Michigan 6,000 5,900 5,200 800
Milwaukee 6,100 6,100 6,100 0
Minnesota 4,700 4,700 4,700 0
New Jersey 9,250 7,150 6,350 2,900
New Mexico 5,800 3,500 3,200 2,600
North Carolina 5,200 4,530 3,900 1,300
Pennsylvania 8,000 6,200 5,600 2,400
Rhode Island 7,250 6,750 6,650 600
South Carolina 6,000 4,864 4,000 2,000
Texas 5,100 4,200 3,800 1,300
Wisconsin 7,600 6,400 6,300 1,300
Note: In Kansas, Florida, Massachusetts and Michigan, the range of funding is based only on school districtsin which charter
schools are located. All amounts include facilities funding. There are large variations in funding in Alaska due to the presence
of many small rural schools. Data for lllinois apply only to K-12 digtricts. The range of spending between high- and low-
revenue districts captures spending in about 80 percent of school districts. See text for afuller explanation.

No geographic variation in revenue existsin four states and two cities. Hawaii and the
District of Columbia have only one school district. Charter school funding in Minnesota
and Connecticut (state-chartered schools) and Arizonais not linked to school district
revenues. The average difference between a high and low revenue school district is around
$1,700 per pupil in the states where such funding differences exist. In six states, the
difference is $2,000 or greater. These revenue differences may provide incentives for
charter schoolsto locate in areas with high- spending school districts. The highest
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spending school districts—the top 10 percent—are not even included in Table 10. On the
other hand, high revenue school districts may also experience higher costs due to rural or
urban location and cost-of-living differences.

Categorical, Mandated and In-kind Services
In addition to basic instructional services for regular students, school districts provide a
number of other supplemental educational and non-instructional services. In many states,
funding is contained in separate categorical budget lines, generally because states seek to
ensure that funding goes to particular programs. Functions most often funded in this
manner include student transportation, student health, after-school programs, professional
development of faculty, technology and instructional materials. In some states, school
districts are supposed to pass along funds for these functions to charter schools, while other
states directly fund charter schools for categorical programs. In some instances, school
districts provide the services directly to charter schools.

School districtsin some states are responsible for providing services to persons not
regularly enrolled in their schools, such as transportation and textbooks for private schools,
and adult education. Before analyzing charter school funding issues, it isimportant to
examine the educational goals of the charter. For example, should a charter school receive
adult education, special education or preschool funding if its mission (as expressed in the
charter) relates only to elementary education? This section of Chapter 4 provides an in-
depth look at how these issues play out in transportation funding. A brief overview of other
categorical funding concludes this section.

Transportation

Student transportation proves to be one of the more problematic finance issues for charter
schools. Transportation often proves a barrier to the exercise of choice, especially for poor
students. The transportation costs of charter schools obviously are higher than
transportation serving a system of neighborhood schools even if school districts provide
transportation for charter school students on regular bus routes. Legisatures should be
concerned about imposing high-cost charter school transportation on school districts
without also providing extra funding.

Transportation generally emerges as the single largest categorical funding item unless
special education isfunded as a categorical program. For example, using 1994 data, state
transportation funding in Connecticut averaged $36.4 million, covering approximately 30
percent of the transportation costs of school districts. All other state categorical programs,
including aid to parochial schools was less than $14 million (Martin and Brewer, 1995). A
major charter school issue centers on whether school districts or charter schools are
responsible for providing these services. Questions sometimes arise as to how funding for
transportation works for students traveling across school district lines to attend charter
schools. Poor children are more likely to depend on bus transportation for a variety of
reasons. Subtle issues of charter school selectivity become important when no
transportation, other than car pools, is available to charter school students. Severa states
have directly addressed the issue of transporting low-income children to charter schools. In
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some areas, mass transportation is available and charter schools provide funds for students

to useit.

TABLE 11

Responsibility for Transportation

School Districts Provide
Charter School
Transportation®

Charter SchoolsHave
Specific Transportation
Responsibilities

No Transportation
Required

Connecticut,? District of
Columbia,® Hawaii,

K ansas,® M assachusetts,
New Jersey, New Mexico, 3
Pennsylvania, Wisconsin®

Delaware,* Florida,®
Illinois, °North Carolina, °
South Carolina®

Alaska,® Arizona,
Cadlifornia, Colorado,
Georgia,® Louisiana,
Michigan, Milwaukee,
Minnesota, Rhode Island,

Texas

! Either mandated by state at request of a charter school, or funded by school district.

2 Charter schools can provide transportation, or they can request that the school district provideit.

% Same as any other school in the district.

4 At the request of the charter school, school district provides transportation.

® Must provide a transportation plan for low-income or at-risk students or in North Carolinaaplan for all students.
©When convenient or feasible.

The actual responsibility (if any) for providing transportation services or funding rests on
school districtsin 12 states.® Additionally, Georgia and Alaska require school districts to
provide charter school transportation “to the extent feasible.” In many other states, school
districts provide charter schools with transportation servicesin lieu of operating revenue.
In other states, charter schools buy transportation from school districts. Table 11 shows
which states mandate school districts to provide services directly to charter schools.

Although state law often does not require charter schools to provide transportation, many
do so anyway. Charter schools frequently contract with school districts, contract with
commercia providers or provide their own transportation. However, many charter schools
depend on parents to provide transportation, most commonly in states where school
districts do not have amandated role. Parental provision of transportation constitutes a cost
shift from charter schools to parents both in terms of time and money spent on carpooling.
The cost shift could be viewed as desirable since parent-provided transportation frees
money to spend elsewhere in the school. However, providing no transportation may deter
some parents from enrolling their children. Evidence shows that families from ethnic
minority groups are more likely to see transportation as a barrier to public school choice
(Bauch and Goldring, 1995). For this reason, states like Florida, I1linois and South
Carolinarequire a transportation plan for low-income students. Depending on the
stringency of regulatory oversight, the transportation plan approach constitutes a minimal
safeguard.

% | ncludes the nine listed in the first column plus Delaware, Alaska and Georgia.
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In states where school districts are required to provide transportation, the degree of service
varies. In most states, the school district transportation obligations are confined to the
school district in which the students and charter schools are located. In Washington, D.C.
(where charter school students are eligible for reduced fares on mass transportation) and
Hawaii, for example, “yellow-bus’ transportation across the entire school systemis
generally available only to specia education students for charter schools and other public
schools. Pennsylvania, on the other hand, requires school districts to transport charter
school students up to 10 miles over school district lines. The extra state funding for out-of-
district transportation usually does not match school district costs.?” Some school districts
have resisted paying for transportation services to charter schools for which they have no
legal authority. One charter school (with assistance from the state) was forced to sue the
Philadel phia school district over thisissue. Philadelphia contends that since it does not bus
elementary students to traditional public schools, the charter school transportation mandate
represented an unfair additional cost.

TABLE 12

State Funding of Transportation for Charter School Students

Get State Aid Even If State Aid and General No State

No Transportation Operating Revenue' Transportation
Provided Funding Available
Arizona, North Caroling,? | Alaska, California, Colorado, Michigan,? South

Rhode Iland,? Louisiana® | Connecticut, Delaware, District | Carolina
of Columbia, Florida, Georgia,
Hawaii, lllinois, Kansas,
Massachusetts, Minnesota, New
Jersey, New Mexico, Milwaukee,
Pennsylvania, Texas, Wisconsin

! state aid generated for school district or charter school, depending on who provides transportation.
2 Statetransportation aid incorporated into base per-pupil funding.
3School digtricts get no state transportation funding.

Transportation funding for school districts varies considerably across states as shown in
Table 12. Michigan and South Carolina provide school districts with no financial
assistance for transportation. Asin special education, states generally provide extra
funding for transportation but school districts also pay for transportation from general
operating funds. When school districts provide transportation to charter school students,
both state transportation aid and general operating revenues are generally necessary. In
some states, charter schools not providing any transportation still get a portion of what the
school district spends on transportation funding through the per-pupil funding formula.

Charter school transportation funding should be conceptualized as the total cost of
transportation, not just the state aid. In some states, school districts may be providing

% Charter school transportation is similar to the funding that districts provide for parochial school
transportation. See the appendix entry for Pennsylvania. Some school districts report that the extra state
funding for the transportation of charter school studentsis sufficient in their districts.
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double transportation aid, first when the school district provides transportation services,
and second, when local transportation expenditures are included in the per-pupil funding
formulafor charter schools. Massachusetts and Pennsylvania prevent duplication of aid by
clearly subtracting transportation costs from tuition calculations. However, in Connecticut
some of the general operating revenues typically used by school districts for transportation
areincluded in the base funding for charter schools, even though school districts are al'so
providing the service. ?® In New Jersey, charter schools receive only 90 percent of school
district spending (including transportation), but school districts provide transportation at no
cost.

In asimilar vein, anumber of states require that school district revenue typically used for
transportation go to charter schools while not mandating that charter schools provide
transportation. In these states, transportation is typically a service that school districts are
expected to pay for entirely out of their general state aid, such as Louisiana and Michigan.
Some states provide dedicated transportation funds to charter schools, but then do not
require them to use the funding for transportation, as in Arizona. Delaware has tightened
itslaw in thisregard, although it still provides transportation funds based on membership,
not on the number of students transported. This means that a school providing limited
transportation services (Delaware charter schools must provide transportation) would have
awindfall, and a school providing more comprehensive services might have to supplement
transportation out of its general operating revenues.

In Arizona, state-authorized charter schools get $174 per member (not pupils transported)
for transportation. District-authorized charter schools claim reimbursement for miles that
parents drive their children to school. The charter school gets $1.95 or $1.59 per mile
(depending on the ratio of pupilsto route miles), pays parents 10 cents to 25 centsamile
and is allowed to use the difference for other expenses of the school. Because there are so
many miles involved when parents drive their own kids to school, district-authorized
charter schools generate hundreds of dollars in extra revenue per pupil. For example, the
Arizona Joint Legislative Budget Committee has computed that one charter school gets
$12,080 per pupil for transportation. Another gets $5,668. The average cost of
transportation per member (not students transported) for district-authorized charter schools
for 1998-99 was $2,144. This unintended “loophole” arises from provisionsin the Arizona
transportation law intended for isolated school districts, which are allowed to pay parents
to bring their children to a bus route. The Arizona Legislature has had difficulty closing the
loophole because it is the way school districts are funded; but after 1999-2000, district-
authorized charter schools will get the same $174 per member for transportation that other
charter schools get.?® State-authorized charter schools have not benefited from lucrative
transportation funding, but district-authorized charter schools do not get the small district
weights in the genera state aid and facilities funding formula benefiting most state-
authorized charter schools.

% gtate-sponsored charter schoolsin Connecticut get approximately the state average general operating
revenues and therefore receive approximately the state average transportation funding paid from genera
operating revenues. Charter school students residing in the same district in which the charter school islocated
are also entitled to district-provided transportation.

2 Another suggestion for reforming the loophole is to reimburse charter schools for parent transportation at
the same level as the IRS mileage deduction, now about 32.5 cents amile.
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The discussion above does not describe the adequacy of funding for charter school
transportation, regardless of whether it is provided by the school or district. Due to
geographic dispersion, charter school students are probably more expensive to transport
than regular students. Magnet schools in public school districts also carry these higher
transportation costs, as do desegregation plans. If charter schools provide or contract for
transportation, the school absorbs the higher transportation cost. Allowing charter schools
achoice about providing transportation is partly an acknowledgment of the potential
impracticality of providing transportation through traditional means both for charter
schools and for school districts.

Other State Categorical Programs

Although a source of controversy and uncertainty, “other state categorical” programs
generally represent very small pools of money. Among all of the charter school states
studied, California distributed the most money through other state categorical programs,
averaging about $520 per pupil.*° On the other hand, all but four charter school states
distributed less than $50 per pupil in other state categorical aid aslisted in Table 13. The
table includes only those categorical programs for which charter schools should routinely
get funding. Funding for adult education, preschool and like programsis not included.
“Other” state categorical funding also excludes special education, low-income,
transportation, vocational education and food service funding.

TABLE 13
Other State Categorical Funding*
Morethan $50 L essthan $50 Integrated Into Per-
pupil Funding
Calculation
Cdifornia ($520), Alaska, Arizona, Colorado, District of Columbia,?
Florida ($200), Georgia | Connecticut, Delaware, Kansas, | Hawaii,> Massachusetts,
($160), Illinois ($180) Louisiana, Michigan, North Carolina,
Milwaukee, Minnesota, New Pennsylvania, Rhode
Jersey, New Mexico, South Island
Carolina, Texas, Wisconsin
1«Other” excludes special education, low-income, transportation, vocational education, adult education, preschool and food service
funding.
20nly one school district in state.

Categorical funding questions resemble those arising in federal funding for charter schools.
Can a charter school qualify for funding on its own, or doesit get a share of the local

school district’s allocation? Is there enough funding to justify the effort needed to get it

and the accountability that may go with the funding? Because the awarding of grantsis
discretionary, controversy engendered by the outsider status of charter schools may arise as
well. In Louisiana, for instance, a district-chartered school’ s competitive grant application

% | ncludes school improvement program, LEP, instructional materials, class size reduction, mentor teacher
state compensatory education and others. Excludes lottery funds, COLA and economic impact aid, funds for
which charter schools may also qualify.
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has to pass through the school district to be considered by the state. This has been a source
of concern, because some charter holders feel that school district officials will favor
applications from other public schoolsin the district.

Charter schoolsin some states capture a share of the host district’s categorical funding
whether or not they provide the specific programs generating that funding. North Carolina,
Pennsylvania, and Rhode Island all include state-funded categorical programsin the
calculation of per-pupil base funding. Other states disqualify charter schools from
receiving funding through certain categorical programs. Minnesota prohibits its charter
schools from applying for grants for which alocal levy isrequired, such asintegration,
community and adult education programs.**

Whether charter schools should be required to use categorical funding for the specific
program purposes of the funding stream raises both philosophical and financial questions.
The crux of the issue is the trade-off between flexibility for charter schools and the desire
of statesto see that particular educational priorities are addressed. Categorical dollars
generally come with strings, and schools using this funding usually are expected to meet
certain goals such asinstallation of new computer software or the provision of mentors for
new teachers. In many instances, categorical funding promotes the redirection of other
school funds to a specific program. Y et, the charter school concept is generally antithetical
to the rules and regulations that go with categorical funding. In addition, the reporting
requirements for grant applications might be onerous for small charter schools operating
with minimal administrative support.

% These programs amount to less than 2 percent of total state and local funding (Mueller et al., 1995). In
1999 the law was changed to give charter schools access to the state share.
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CHAPTER 5
Start-up Assistance

Many studies identify inadequate start-up funding as a barrier for charter school creation.
Some of the oldest charter schools obtained no start-up funding from state or federal
sources. The advent of federal planning and implementation funds alleviated some of the
concern over start-up funding. Despite substantial federal financial assistance, the most
recent national survey of charter schools (RPP, 2000) reports that the lack of start-up funds
remains the number one implementation difficulty of start-up charter schools, followed by
inadequate operating funds, lack of planning time and inadequate facilities.

Even in an otherwise well-conceived and fairly funded charter school finance system, the
absence of start-up funding for textbooks, computers and equipment quickly disadvantages
charter schools. On the other hand, it may be smart to require prospective charter schools
to acquire external support as evidence of their viability (Millot and Lake, 1997). Start-up
funding issues are probably more of an obstacle to one-of-a-kind charter schools started by
teachers, parents or community groups than for better-financed private management
companies. One reason for the growth of management companiesis the ability to finance
school start-up.

State Start-up Assistance
Some states provide start-up funding or assistance. During the first two years of operation,
Minnesota charter schools are eligible for aid to pay start-up costs and additional operating
costs in the amount of $500 per pupil, with a minimum of $50,000 per school. In Arizona,
the charter school stimulus fund provided assistance for both start-up costs and the
renovation of facilities. With the availability of federal start-up funding, however, the
legislature appropriated no funding for 1999-2000. Pennsylvaniarolls state funding into
the federal start-up grants for charter schools. Pennsylvania also awards additional funding
to charter schools as their enrollment grows. This strategy allows charter schools to start
small and grow at an efficient pace, avoiding the incentive to front-load enrollment in
order to receive maximum start-up grants. Rhode Island provides start-up assistance if no
federal money isavailable.
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TABLE 14

State Start-up Funding

Yes No

Arizona, California, Connecticut,* Illinois,* | Alaska, Colorado, Delaware, District of

Louisiana,* Massachusetts," Minnesota, Columbia, Florida, Georgia, Hawaii,

Pennsylvania, Rhode Island Kansas, Michigan, Milwaukee, New Jersey,
New Mexico, North Carolina, South
Carolina, Texas, Wisconsin

Some assistance with cash flow problems through loans and/or advance aid payments.

Other states established low- or no-interest lines of credit. In Louisiana, start-up funds
could be provided through arevolving loan fund. This fund, however, has been
unsuccessful in attracting applicants, in part, because it is privately managed, and charter
holders have to provide detailed background information and collateral for some types of
funding. In Illinois, the charter school law authorizes a $500,000 revolving loan fund, but
the fund is not yet in operation. On its own, the Chicago school district established a $2
million revolving loan fund administered through the Illinois Facility Fund, a nonprofit
community development loan institution. California also has a $5.5 million revolving loan
fund offering loans up to $50,000 per school. Another way that states have attempted to
deal with cash flow problemsis to advance the schedule of payments to first-year charter
schools, atopic addressed fully in Chapter 6.

Federal Start-up Grants
The Federa Public Charter School Program (ESEA Title X, Part C) provides federal
funding to assist with costs for opening and starting a charter school. Usually awarded
through a competitive process, individual charter school developers use the funding for the
planning, design and implementation of charter schools. Generally, a state education
agency (SEA) appliesto the federal government for the funds, which are awarded on a
competitive basis. Charter school developers then apply to the state for the sub-grant. If a
state application is rejected, or does not apply, charter schools apply directly to the federal
government. In Arizona, for example, new and prospective charter school operators apply
directly to the federal government even though Arizona has more charter schools than any
other state.®

¥ Under the original state legislation, Arizona created a“stimulus fund” earmarked for start-up and facility
costs. The upper limit for state start-up grants was up to $100,000, but the average grant size was $21,000.
The state legislature has not appropriated state start-up funds since 1997. In 1995, Arizona received athree-
year federal start-up grant. After theinitial grant period, the state chose not to reapply for this federal start-
up grant in response to a court case brought by the Bureau of Indian Affairs (BIA) against the state. The
BIA-funded schools challenged a state statute that authorizes the state to deduct federal start-up funding from
the basic state aid for BIA-funded schools. The state won the case. State-authorized charter schools now
apply directly to the federal government for start-up funds. Under some district contracts, however, the
district applies on behalf of the charter schools, whereas in other authorizing districtsindividual charter
schools apply separately.
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Federal start-up grants, which are awarded for a period of up to three years, are restricted
to certain kinds of expenditures. Qualifying expenditures include refinement of the desired
educational results and the methods for measuring those results; implementation costs;
informing the community about the charter school; and acquiring the necessary equipment,
materials, supplies and other operational needs that cannot be met from state and local
revenues. By helping to cover costs charter schools would have faced without federal
funding, the start-up funding also helps charter schools establish fund balances and relieves
pressure on the general operations budget.

Of the 24 states with charter schools open in 1997-98, 20 states obtained start-up grants.
The SEA determines eligibility requirements in order to make subgrants to authorized
public chartering agencies in partnership with local developers of charter schools. SEAS
also establish guidelines for distributing funds and annual reporting requirements.
Typicaly, reporting requirements consist of an annual progress report that includes budget
information and progression toward goals. Participating SEAs can keep up to 5 percent of
the total grant to account for administrative costs. In many states, the 5 percent holdback
provides the maor source funding for state charter school offices.

Three main types of allocation processes have emerged from the states. In some states,
Pennsylvania and North Carolina for example, funding is based on a per-pupil amount. *
In others, like Alaska and Georgia, equal-sized block grants go to each charter school.
States like California and M assachusetts determine the amount of the grant on an
individual basis. In California, where school districts authorize most charter schools,
districts may retain a portion of the grant to cover indirect costs for distributing the grant to
charter schools. In Connecticut and Massachusetts, the amount of the grant is based on a
formula and takes into account many factors including ethnicity and growth rate. In most
states, start-up funds are awarded on a competitive basis, but the District of Columbia and
afew states like Delaware have non-competitive programs where all qualified applicants
receive funds.

Federal start-up fundstypically cover aone year of planning grant followed by two years
of implementation. In all states, except Delaware, charter developers are eligible to receive
planning funds before formal approval of acharter. Illinois and Louisiana use both pre-
charter or stimulus grants and post-charter planning grants that entitle charter developers to
more planning funds once the charter has been approved. Implementation grants range
from $40,000 to $200,000. Charter schools must already be in operation to receive
implementation funds. Connecticut and Louisiana provide smaller implementation grants
for conversion schools.

% |n Pennsylvania, state funding is mixed with the federal grant program.
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TABLE 15
Federal Start-up Grants
Competitive Planning I mplementation
Grants Amount Amount
Alaska Yes $20,000 $125,000
Arizona' Yes | Atleast $34,000 Up to $156,000
California Yes $10,000 - $35,000 Up to $150,000
Colorado Yes At least $23,000 Up to $197,000
Connecticut
State-authorized Yes $50,000 $50,000; per-pupil grants
with the balance
District-authorized Yes $20,000 $20,000; per-pupil grants
with the balance
Delaware No $35,000 $100,000
District of Columbia No Up to $110,000 Up to $95,000
Florida Yes $10,000 $55,000
Georgia Yes Pre-charter: $5,000 $100,000 first year; $60,000
second year
Hawaii* Yes | Atleast $34,000 Up to $156,000
Illinois Yes Stimulus: $5,000-12,000 $50,000 - $100,000
Planning: $25,000-75,000
Kansas Yes $35,000 Phase 1: $25,000
Phase 2: $77,000 - $170,000
Louisiana
Start-up No Pre-charter: $5,000 $50,000 first year; $40,000
Post-charter: $20,000 second year
Conversion No Pre-charter: $5,000 $40,000 first year; $30,000
Post-charter: $15,000 second year
Massachusetts Yes $115,000 $103,000 - $186,000
Michigan Yes At least $40,000 Up to $100,000
Minnesota Yes At least $40,000 Up to $60,000
New Jersey Yes | Upto$50,000 Up to $75,000
New Mexico* Yes | Atleast $34,000 Up to $156,000
North Carolina No At least $34,000 Up to $156,000
Pennsylvania Yes $10,000 - $25,000 $800 per pupil
Rhode Island® Yes | Atleast $34,000 Up to $156,000
South Carolina Yes $15,000 - $40,000 Up to $15,000
Texas No $60,000 maximum $60,000 maximum
Wisconsin Yes $25,000 $96,000-200,000 (averaging
about $100,000)

Source: Telephone interviews with state departments of educetion and state charter school offices.

! Charter schools apply directly to U.S. Department of Education.
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In the states where charter school devel opers apply directly to the federal government,
start-up grant amounts are determined on an individual basis. Planning and implementation
grants are available, and grant competition is based on the strength of the application and
need. Four states did not receive federal grants for various reasons in 1998-99. Arizona
decided not to apply, in part, due to controversies over schools that were receiving other
forms of federal funding and therefore were being “double funded.” In Hawaii and Rhode
Island there were so few charter school developers that it made little economic sense for
the SEA to apply for the funds and as a result the devel opers applied directly to the federal
government. New Mexico’'s charter school law did not meet federal requirements.
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CHAPTER 6
Charter School Financial Structure and
Accountability

In addition to determining funding levels, charter school finance systems address a number
of other financial and accountability issues. These issues include requirements for audits,
participation in the uniform financial data reporting system, ownership of charter school
assets, responsibility for debt and bankruptcy, and the timing of revenue allocations to
charter schools. While none of these provisions affect the actual dollar amounts that flow
to charter schools, together they have an important impact on how charter schools operate
and the information that policymakers and the public need to evaluate these schools. Some
of these issues are of major importance to charter schools, particularly the timing of
revenue allocations. Others issues, such as ownership and disposition of assets purchased
with public funds, represent important long-term concerns for taxpayers.

Timing of Payments and Cash Flow Assistance
Anissue related to start-up, the timing of per-pupil payments has understandably been an
issue of concern to charter schools. Expenditures are larger at the beginning of the school
year for both charter schools and school districts. The inflow of revenue also varies over
the course of the year. Thus, straightening “out the kinks in the channels and cycles by
which cash flowsto charter schools’ is one of the fiscal recommendations of the Hudson
Institute report (Finn et a. 1996). School districts deal with their cash flow needs by
engaging in short-term borrowing and investing. Charter schools engage in the same
strategy if they qualify for aline of credit from a private institution or a state-sponsored
revolving loan fund. Not all charter schools, especially new ones, can get lines of credit.
Some alternatives exist. The Massachusetts Industrial Finance Agency, for example,
provides partial guarantees for cash flow loans for several charter schools. In any event, the
short-term interest rates for charter schools are greater than for public school districts.

The timing of charter school payments varies across states. States such as Massachusetts
and Rhode Island pay quarterly. Pennsylvania pays monthly. Minnesota uses biweekly
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installments. In New Jersey, separate aid payments from the state and school district arrive
at charter schools at different times.

TABLE 16

Provisionsfor Speeding Up Paymentsto Charter Schools

Yes No Discretion of District or in
Charter Agreement

Arizona, Connecticut, Alaska, California, Colorado, Georgia, Hawaii,

Delaware, District of Florida, Milwaukee Kansas, New Mexico,

Columbia,* Illinois, Wisconsin

Louisiana,® M assachusetts,
Minnesota, New Jersey,
North Carolina,* Rhode
Island, South Carolina, Texas

! New schools can get loans secured by first payment in October.
2In practice.
3Infirst year only.

4 Contingent on a facility being secured.

In severa states, charter school dollars arrive before the school year begins. In Texas, two
of the 13 installments arrive in the first month children attend school. North Carolina
schools receive funding beginning July 1. Minnesota and New Jersey provide funds
beginning July 15. When a school isinitsfirst year of operation in Minnesota, the
payment formulais skewed to deliver more funding in that first payment. Similarly, in
Massachusetts, payments are made at the end of each quarter except for the first year of
charter school operation, when the first payment arrives 45 days after the beginning of the
first quarter.

Some states advance considerable funding to charter schools. Connecticut provides 25
percent of funding in July and another 25 percent in September. In Illinois, school districts
forward funds to charter schoolsin four equal quarterly payments beginning no later than
July 1. By Oct. 1, charter schools have received half of their base funding. Delaware
mandates the payment of 75 percent of the anticipated state per-pupil funding at the
beginning of each fiscal year. The District of Columbia advances 75 percent of funding in
October, with the remainder paid the next spring. Other states expect charter schools to
have good credit or capitalization as a precondition to receiving a charter. In Florida, for
example, school districts are not allowed to advance funds to charter schools. Some school
districtsin Florida require charter schools to secure aline of credit for start-up purposes
before a charter is granted.

In addition to these timing issues, some states also have provisions to recapture excess
pupil funding. In Minnesota, for example, the final payment for a year is given in October
of the subsequent year. Payments later in the school year are adjusted to reconcile charter
school funding with the school’ s actual enrollment or attendance. Similarly, the District of
Columbia reconciles enrollment-driven funding changes in its spring payment.
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Uniform Financial Reporting
Uniform financial reporting isimportant for fiscal accountability and for data-based
analysis of charter schools as instruments of policy innovation. Collecting data over time
in aconsistent format allows policymakers and researchers to consider questions such as
how do charter schools differ from other public schools, and are charter schoolsfairly
funded? In California, for example, the absence of uniform financial reporting for charter
schools hampers the efforts of charter school operatorsto verify persistent complaints
about underfunding by school district authorities.

All states collect school district datain a uniform format for student enrollment and
finances. These data, which are available to the public, provide the foundation for financial
accountability. Examples of these data-collection systems include the Program Cost
Reports in Florida, Form B in Michigan, and the Public Education Information
Management System (PEIMS) in Texas. In about half of the states, charter schools report
financial datain auniform format asif they were school districts. In other states, charter
school finances are blended into school district uniform financial reporting. A few states
have no uniform financial reporting requirements for charter schools, requiring only
audited financial statements (see Table 18). The following table provides a breakdown.

TABLE 17
Uniform Financial Reporting Required
Yes No—Blended With No

District
Arizona, Connecticut, Alaska, Arizona,* Georgia, ® Illinois,
Delaware, District of California, Colorado, Milwaukee, Rhode Island
Columbia, Florida, Hawaii, Kansas, New

Louisiana, Massachusetts®> | Mexico, Wisconsin
Michigan, Minnesota, New
Jersey, North Carolina,
Pennsylvania, South
Caroling, Texas

! District-authorized charter schools report to the school digtrict, not the state.
2 Beginning in 1998-99.
3 Subject to the charter, school districts may require reporting.

Some states, such as Florida, Massachusetts and Texas, have modified their uniform
financial reporting specifically for charter schools. The modifications help address the
contentions of many charter school administrators that state financial reporting
requirements designed for school districts with full-time compliance staff are unduly
burdensome for stand-alone charter schools. The states that do not require charter schools
to complete state financial reporting forms generally include charter schoolsin the
authorizing school district’ s financial reports as a matter of practice or as part of the charter
agreement. Charter schools in Michigan run by independent management companies do
not have to comply with several parts of the state’ s Freedom of Information Act, which has

63



Venturesome Capital: State Charter School Finance Systems

sharply limited the usefulness of uniform financial reporting. (See discussion in Chapter
2)

Independent Audit
Almost every public dollar going to a charter school is subject to an independent financial
audit. The only exception is Milwaukee where no independent audit or uniform financial
reporting is currently required. In afew states, charter schools are audited as a component
of the school district, but like other district schools, charter schools may not be presented
as separate entities. For the most part, standards developed by the accounting profession
should govern the conduct of audits.

TABLE 18

Independent Financial Auditing of Charter Schools

Separ ate Audit Part of School District Audit | Not Required
Arizona,* Connecticut, Alaska, Cdlifornia? Milwaukee
Delaware, District of Colorado,? Georgia, Hawaii,

Columbia, Florida, Illinais, Kansas, Louisiana,® New

Massachusetts, Michigan, Mexico, Wisconsin

Minnesota, New Jersey, North

Carolina, Pennsylvania, Rhode

Island, South Carolina, Texas

* Only state-authorized charter schools must provide audit.
2 Independent audit can be negotiated in charter.
3State-authorized charter schools must have separate audits.

Independent audits have at |east three objectives:

» Financial statements. Present the school’ s financial position (assets and liabilities)
and results of operations (revenue and expenditures) at the end of the fiscal year.

» |nternal control system. Assess the school’s implementation of internal controls (e.g.,
who can sign checks) for authorizing financial transactions and safeguarding assets.

= Compliance. Determine the school’ s compliance with applicable laws, regulations,
administrative rules and guidelines governing the school.

Audits usually present revenues and expendituresin a highly aggregated form. In Florida
for example, audits of charter schools conducted by the state’ s auditor general aggregate all
federal funds, so it isimpossible, for example, to distinguish start-up funds from Title |
funds. In Massachusetts, one school financial statement presented 75 percent of
expendituresin asingle line item for its payment to a management company (Boston
Renaissance Charter School, 1997). Traditional public schools (and some charter schools)
are ailmost always audited as components of school districts. In this sense, independently
audited charter schools are subjected to a higher level of accountability than traditional
schools, because they undergo an individual school-level audit. The presentation of
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independent audits varies greatly from one charter school to another. Lack of detail and/or
lack of uniformity seriously limit the usefulness of financial audits for research and policy
analysis purposes.

Debt
An essential financial question iswhether charter schools can acquire debt for start-up,
cash flow or facilities acquisition. The following discussion focuses on laws, regulations
and practices specifically addressing charter school debt. In states with very independent
charter schools, however, issues of charter school debt may be determined as much by the
laws governing nonprofit corporations as by charter school laws.

The table below indicates the states where charter schools are not allowed to go into debt.
Many states where school districts award charters—such as California, Colorado and
Florida—also allow charter school indebtedness.

TABLE 19

Charter School Acquisition of Debt

Allowed Not Allowed

Alaska, Arizona, California, Colorado, Connecticut, Hawaii, Kansas, New
Delaware, District of Columbia, Florida, Georgia,* Mexico, Wisconsin

lllinois, Louisiana, Massachusetts,> Michigan, Milwaukee,
Minnesota, New Jersey, North Carolina, Pennsylvania,
Rhode Island, South Carolina, Texas

The law is silent on thisissue, but in practice, short-term borrowing occurs.

2Horace Mann schools may also acquire debt with school district’s permission.

Another important financial issue related to debt is whether school districts or state
education agencies, rather than charter schools, are ultimately responsible for charter
schools' fiscal decisions. Ability to incur debt brings freedom and flexibility to charter
schools, but lenders probably prefer that the state or a school district have responsibility for
charter school debt. The table below indicates whether the charter school or the school
district isresponsible for the debt.
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TABLE 20

Responsibility for Charter School Debt

School District | Charter School Corporation Not

or State or Board No Debt Allowed | aqdressed
Alaska,’ Arizona, California, Colorado,® | Hawaii, Kansas, | Georgia,
Massachusetts® | Connecticut, Delaware, District | New Mexico, Louisiana,

of Columbia, Florida, Illinois, Wisconsin New Jersey
M assachusetts, Michigan,

Milwaukee, Minnesota, North
Carolina, Pennsylvania, South
Carolina, Rhode Idland, Texas

! School districts are responsible for any debt incurred by Horace Mann charter schools in Massachusetts and Alaskan charter
schools.

2 School districts may voluntarily acquire responsibility for debt.

Only two of the states allowing charter school debt also make the school district or state
responsible for this debt. Like churches, community organizations and most other
nonprofit organizations, the charter school’ s governing board is responsible for debt in
most cases.

Ownership and Disposition of Assets Including Fund Balances
Some analysts portray the closure of charter schools for educational and economic reasons
as the ultimate measure of accountability. So far, charter schools have closed in arelatively
small number of cases. Nevertheless, the disposition of assets of closed charter schools
represents an issue not clearly addressed in a number of the charter school laws.

School districts do not go out of business, which is one reason school districts can borrow
money at low interest rates, but charter schools can dissolve like any other small business.
One school of thought holds that as public schools, charter schools' assets purchased with
public funds belong to the public. Donated facilities and equipment remain the property of
the nonprofit corporation. Florida operates this way, and the state requires charter school
property records that clearly identify property purchased with public funds. Another school
of thought contends that asset ownership is essential for charter school independence and
flexibility. Public funding belongs to charter schools whether directly expended on
instruction or invested in physical assets such as textbooks, buildings or equipment. Some
charter schools also express afear that if their assets revert to a school district in the event
of closure, an incentive exists for school districts to sabotage or close their school to get
the resources.
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TABLE 21

Owner ship of Assets Purchased with Public Funds of Closed Charter Schools

Revert to School District
or State

Unclear, Not Addressed, or
L eft to Charter School

Charter School Does
Not Have Assets

Alaska, Colorado,
Delaware, Florida,!
lllinois,®> Massachusetts,
Minnesota,* New Jersey,

Arizona, California,
Connecticut, District of
Columbia, Georgia,
Louisiana,® Michigan,

Hawaii, Kansas, New
Mexico, Wisconsin

Milwaukee, South Carolina,
Texas

North Carolina,
Pennsylvania

! Assets purchased with public funds.
2Law clear only on unspent fund balances.
3 Left to the charter school, although in state-authorized charter schools, assets revert to the state.

Michigan istypical of many states. Property purchased by a charter school remains the
property of the charter school, but no specific rules exist for disposing of property for
failed charter schools. Illinoisis alittle more specific. In the event of closure, charter
schoolsin Illinois would also be required to refund to the local school board any unspent
funds received from the local school board. The lllinois law is silent with respect to the
ownership of property paid for with public funds. Asin North Carolina, some state laws
clearly indicate that asset reversion appliesto “net assets’ or the remaining assets after the
claims of creditors have been satisfied, which may help overcome the reluctance of some
lenders to make loans to charter schools.

Why are charter school laws so unclear on the issues of asset disposition? While focusing
on establishing charter schools, perhaps legislators overlooked the asset disposition issue
and other matters related to shutdown. On the other hand, maybe the disposition of assets
isnot unclear. In the absence of legidlation, assets belong to the nonprofit corporation or
entity holding the charter, and the laws governing nonprofit corporations guide the issue of
asset disposition. In essence, funds awarded to charter schools are no longer public funds,
and the nonprofit’s governing board has the power to disburse assets in the event of school
closure.

Another issue related to asset ownership is whether charter schools are allowed to carry a
positive or negative fund balance from year to year. In most states, charter school
ownership of unspent funds rewards frugality, hel ps solve cash flow problems and
represents a major component of financial autonomy. A large, positive fund balance makes
it easier for charter schools to secure facilities or loans at lower interest rates. Other public
schools do not need a fund balance because school level cash flow isirrelevant. Instead,
school districts accumulate fund balances. Especially in environments where charter
schools are unable to obtain credit at reasonable rates, healthy charter schools could be
expected to carry large fund balances compared to school districts. Fund balance
accumulation also allows charter schools to create building funds.
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TABLE 22

Charter Schools Allowed To Maintain a Positive Fund Balance

Yes At Discretion of District

Alaska, Arizona, California, Colorado, Georgia, Hawaii, Kansas, Louisiana,®

Connecticut,* Delaware, District of Columbia, | New Mexico, Wisconsin
Florida, lllinois, Massachusetts, Michigan,
Milwaukee, Minnesota, New Jersey,* North
Carolina,? Pennsylvania, Rhode Island, South
Carolinag, Texas

Some limitations exist.
2State funds must be spent, but local funds from school districts can be carried over.
3State-authorized schools can maintain positive fund balances.

Many states have policies seeking to minimize excessive charter school fund balance
accumulation. In Connecticut, for example, up to 10 percent of current year reserves can be
used for next year’s expenses, and 5 percent can be used as a reserve to finance a specific
capital or equipment purchase. New Jersey allows charter schools to maintain positive fund
balances, but also empowers school districts to request an adjustment in the funding
provided to charter schools. In states where charter schools receive funds in the same way
as other schools—such as Georgia, Hawaii, Kansas, New Mexico and Wisconsin—fund
balances may be carried over at the discretion of the school district according to the terms
of charter.
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CHAPTER 7
Facilitiesand Capital Outlay Financing

Funding adequate facilities—after start-up funding and operations funding—ranks as the
biggest implementation problem for start-up charter schools (RPP,2000). Aggravating the
problem, charter schoolsin many areas are viewed as a partial solution to an already
existing shortage of space in other public schools. While district schools generally have
dedicated funding sources for capital, charter schools with insufficient public funding for
facilities pay for facilities out of regular operating funds or raise money from private
sources. As aresult, the capital funding issue is not just a matter of bricks and mortar—it
has implications for the quality of education. Class size may be higher, teacher salaries
lower or instructional materials lacking. Or schools may have to eschew services such as
transportation.

Charter schools that lease facilities through commercial landlords usually pay property
taxes to local school districts as part of the rent. Lenders, investors and property owners
often regard charter schools as risky and charge a premium, or refuse to do business
altogether. The private sector capital supporting management companies helps company-
run schools on the facilities issue, but it puts parent-run and grassroots charter schools at a
disadvantage. Capital provided by management contractors may also endanger the
independence of nonprofit charter school boards to monitor and enforce contracts. One of
the stronger arguments for public and private conversion schoolsis that they do not face
the daunting facilities problem.

Charter schoolsin many states are unable to take advantage of the low-cost financing
available to school districts through tax-exempt bonding authority. Tax-exempt financing
of charter school facilities, however, israpidly spreading in Michigan and Colorado, and
Texas. Although tax exempt, the higher risk carried by charter school securities resultsin
interest rates substantially higher than those obtained by school districts.

While most states attempt to provide operating funds to charter schools on the same basis
as school districts, states have been reluctant to provide comparable capital financing.
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Facilities for charter schools represent new costsin all but the fastest growing states, where
new schools would have needed to be built anyway. States enacted the first charter school
laws in the early 1990s during an economic recession. Viewed as a no-cost reform,
operating funds followed students from school districts to charter schools. New facilities
complicated the cost neutrality, especially if vacant space existed in school districts. There
also may have been expectations that charter schools had an obligation to bring private
sector resources with them, especially facilities. The ability to procure facilities was seen
in part as an acid test of an individual charter school’ s viability. Today, with state coffers
full, the “no cost” approach to charter schools now proves less compelling, and legidative
action in many states seeks to provide more capital financing for charter schools; some
states in fact provide charter schools with substantial capital funds.

Capital Spending in School Districts
Asarule of thumb, school districts devote about 10 percent of education spending to debt
retirement and capital outlay for equipment and renovation. In fast-growing states and
school districts, capital expenditures usually exceed thislevel, and in low-growth states
and mature cities, capital spending consumes a smaller share of the budget. The fiscal
health of acommunity or state also determines spending on capita facilities. States and
school districts often alocate general operating funds to equipment and renovation during
periods of revenue growth. Similarly, capital expenditures fall to the budget axe during
periods of fiscal decline. The variation in facilities funding over time, among states, and
among school districts within states makesit difficult to determine what comparable
capital financing for charter schools would look like.

In 1997-98, Connecticut spent about $550 per student on debt retirement or about 8 percent
of total spending. In Massachusetts, state and local spending on capital averaged $750,
about 9 percent of total spending. Minnesota cal culates school district average spending on
debt retirement as $465, or roughly 7 percent of total spending. In Pennsylvania, debt
service consumes about 8 percent of total spending, with another 1.1 percent devoted to
capital outlay. On the other hand, afast growing state like Florida devoted about 14
percent of total spending to facilities construction in 1997-98. Across the country in 1996-
97, the3 fverage school district spent 6.2 percent of revenue on long-term debt. (Protheroe,
1997).

These state averages, however, belie great variation between school districts. In 1997-98,
according to the KPM G—Peat Marwick (1998) study of charter school tuition, debt
retirement spending per pupil in five large Massachusetts school districts varied
considerably: Boston,$184; Fall River, $115; Lawrence, $520; Springfield, $573; and
Worcester, $353. A study of eight school districtsin Pennsylvania found that debt service
costs ranged from 2.9 percent to 14.8 percent of spending, and capital projects
expenditures ranged from nothing to 3.4 percent (Hartman and Keller, 1999). A city like
Washington, D.C., over time, demonstrates great variability in capital spending. Under
pressure from a court order after years of neglecting its school facilities, the District spent
about $600 per pupil, roughly 8 percent of total spending, on capita projectsin 1996-97.

34 When debt is refinanced to obtain alower interest rate, the amount refinanced is often counted as debt
retirement. Consequently, the figuresin this paragraph may be inflated.
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In 1997-98, capital spending increased to about $1,000 per student, roughly 13 percent of
total spending.

If charter schools receive capital funding based on spending in the host district, funding
will seldom exactly match the charter school’ s needs. If the host district has greater capital
needs than charter schools, a charter school will receive more funding than necessary. If
the host district has lower capital needs than charter schools, charter schools receive less
funding than needed.

Facilities Funding for Charter Schools

About half of the charter school states either provide facilities as part of the conversion
process or directly provide some facilities funding as shown in the following table.

TABLE 23

Facilities Funding

Some Facilities Some Assistance | No Funding or Provided by School
Funding Provided | Possible Assistance Districts

Arizona, District of | Colorado,®* Alaska, California,t | Californiat
Columbia, Florida, | Connecticut,’ Louisiana, New Georgia, Hawaii,
Massachusetts,* lllinois,® North Jersey, Pennsylvania, | Kansas,
Milwaukee,® Carolina,* South Carolina M assachusetts,*
Minnesota, Rhode | Michigan,’ New Mexico,
Island® Texas™’ Wisconsin

*Horace Mann schools in Massachusetts and conversion schools in California use district-provided facilities.

2 About one-third of school districts provided about $200 for capital, and some districts provided facilities for charter schools at no
charge. School districts must allow charter schools to use surplus school property at no charge.

% Revolving loan funds.
4 Empower bonding authorities to issue tax-exempt securities behalf of charter schools through conduit financing.
® Under $100 per pupil.

5 On case-by-case basis.

7 Charter schools allowed to issue tax-exempt securities

States Providing Facilities Funding

For most of its charter schools, Arizona provides more facilities funding than surrounding
school districts. The District of Columbia provides facilities funding approximately
comparable to public schools, as did Massachusetts in 1998-99. Minnesota provided 80
percent funding for lease payments, up to the state average expenditure for debt
redemption and capital ($465 per pupil in 1998-99). In 1999-2000, lease aid increases to
90 percent of approved costs up to $1,500 per pupil. Florida and Rhode Island provide
facilities funding for some schools. Both Florida and Minnesota improved charter school
facilities funding in 1999-2000. In Florida, Minnesota and Rhode Island, funds are
narrowly restricted to capital purchases. In Arizona, Massachusetts and the District of
Columbia, funds provided for capital can be used for general operating expenditures.
School districts, on the other hand, are almost always restricted from using capital funds
for general operating purposes. The flexibility offered to charter schoolsin those statesis
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often portrayed as an incentive to provide facilities efficiently, but it also raises questions
about whether the facilities issue is exploited simply to improve funding.

In Arizona, the state provides generous funding for capital outlay and capital levy
expenditures. Some of the funding for state authorized charter schools depends on grade
level and school size.® The capital outlay revenue limit program provides $195 (large
elementary schools) to $330 per pupil (small high schools). The capital levy revenue limit
program, which depends on school size but not grade level, provides $195 (large schools)
to $300 per pupil (small schools). Regular and charter high schools get $70 per pupil for
textbooks, which in Arizonais considered a capital expense. The third capital assistance
program ($496 to $569 per pupil) is available only to charter schools. Under the new
school capital finance system, school districts get state funding based on need. Average
funding totals about $400 per pupil. With voter approval, however, school districts can
issue bonds, and several fast-growing school districts have debt retirement costs of $800 to
$1,000 per pupil. In addition to extra funding provided by the weighting system, charter
schools enjoy more flexibility. School districts can use the capital levy only for equipment.
Charter schools get an equal amount and can spend it for any legitimate purpose.

Charter schoolsin the District of Columbia received afacilities allowance of $617 per
pupil in 1998-99. The use of the fundsis not limited to capital. The facilities allowance for
1999-2000 increased to $1,058 per pupil, approximately the average per-pupil capital
expense in other public schools for the prior fiscal year. Almost al capital improvement
programsin other District of Columbia public schools are devoted to the repair of leaky
roofs, broken windows, lead paint and asbestos removal, poor lighting, inadequate heating,
inoperable bathrooms and other repairs. Some charter schools occupy former district
schools and use facility funds for exactly the same purposes.

In Massachusetts, all debt service in excess of State Building Assistance Bureau (SBAB)
grants for debt retirement enters the charter school tuition calculation. SBAB funds up to
90 percent of the debt retirement cost of new facilitiesin cities where facilities construction
isan integral component of aracial desegregation plan; otherwise SBAB funds about half
of debt retirement costs for qualifying projects, or no funding at all. A KPM G-Peat
Marwick study of 33 school districts sending students to charter schools found that two-
thirds had some capital expenditure for facilitiesincluded in tuition. On average, 63
percent of long-term debt was included in the tuition calculation. In 1998-99, a one-time
state appropriation gave charter schools an additional $260 per pupil for facilities
funding—approximately equivalent to the annual SBAB average grant. Therefore, total
facilities funding for the average charter school approximated the state average in 1998-99.
Charter schools can use capital funding for general operating expendituresin

M assachusetts.

In 1999, the Florida Legidature established a separate capital outlay trust fund for charter
schools with its own annual appropriation. Beginning in their third year of operation,
charter schools receive the state’ s share of the 30-year amortized cost of a“student station”

% Charter schools authorized by school districts do not benefit from grade level and size weightings, but they
benefit from lucrative transportation funding not available to state-authorized charter schools.
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in annual installments. In 1998-99, that annual figure amounted to $387 for each
elementary school student, $443 for each middle school student and $587 for each high
school student. Charter schools can use capital outlay funds only for capital expenses.
Significant, one-time capital funding has also been available for established charter schools
through Florida s School Infrastructure Thrift Fund (SIT). This program rewards school
districts for finding alternatives to building new facilities. The district in which a charter
school had been operating in non-district facilities for at least a year was eligible for one-
time payments of $5,800 (elementary) to $8,800 (high school) per pupil attending the
charter schools. If the charter school’ s enrollment grew, the district received additional
payments corresponding to the enrollment increase. The state department of education
requires districts and charter schools to submit ajoint application for SIT funds, with most
districts splitting the funds evenly with their charter schools. SIT funds will be available
until the one-time appropriation is exhausted, which could occur in 1999-2000.

In Milwaukee charter schools, capital outlay and debt service of the school district are
included in the base charter school funding (about $90 per student). Most public school
facilities however, are owned and financed by the municipal government. In Washington,
D.C., the District government also owns and finances most school district facilities. In
Hawaii, all school building and capital improvement projects are financed with cash and
must be approved by the legislature as part of the state’s capital improvement
appropriations (Thompson, 1995).

Rhode Island adopted a more deliberative approach to providing capital funding for charter
schools. Considered on a case-by-case basis, a minimum of 30 percent funding of capital
costsis guaranteed to those schools deemed to be in need. It is expected that a majority of
capital funding will come from private sources and that the public funding will go
primarily to the neediest charter schools. The law is so new that funds have yet to be
allocated.

Equipment and Capital Outlay in General Fund

School districtstypically spend 1 percent to 2 percent of their general operating funds on
equipment, furniture and minor renovations. A study of eight school districtsin
Pennsylvania found capital projects expenditures ranged from nothing to 3.4 percent,
averaging 1.1 percent (Hartman and Keller, 1999).

Although clearly insufficient for start-up purposes, most of the resources for capital outlay
financed from general operating funds in school districts are passed on to charter schools.
In most states, capital outlay funded by general operating revenue is included in the base
revenue calculations. In addition to the facilities allowance in Washington, D.C., another
$150 per pupil, representing equipment purchases, isimbedded in the base funding
formula. North Carolina and Rhode Island also include some capital outlay spending in the
average per-pupil cost used to derive charter school funding. The tuition calculation in
Massachusetts includes school district costs for acquisition, improvement and replacement
of fixed assets (primarily equipment, furniture and minor repairs), as well as expenditures
for rent and instructional equipment, averaging about $400 per pupil.
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Programs To Improve Access to Capital
While falling short of direct financial assistance for facilities, several states and private
entities help improve access to capital, lower the cost of borrowing or provide technical
assistance.

Access to Low-cost Financing. Two states empowered existing bonding authorities to
issue tax-exempt securities on behalf of charter schools through conduit financing (Hassel,
1999; Caldwell and Arrington, 2000). The Colorado Educational and Cultural Facilities
Authority (CECFA) expanded the list of eligible beneficiaries to include organizations that
“provide an educational program pursuant to a charter from a school district.” North
Carolina expanded the mandate of the Educational Facilities Finance Agency to include
any “nonprofit institution within the State of North Carolina authorized by law and
engaged or to be engaged in the providing of kindergarten, elementary, or secondary
education, or any combination thereof.” To date, the North Carolina authority has not been
willing to actually issue any securities for charter schools.

The CECFA issues the bonds and |oans the proceeds to Colorado charter schools after
charging transaction fees of $20,00 to $30,000. The bonds issued are “non-course” to
CECFA, which means that responsibility for repayment is limited to the charter school and
investors will focus on creditworthiness of the charter school rather than the CECFA. Six
charter schools have already obtained tax-exempt financing to refinance, purchase or build
facilities (Caldwell and Arrington, 2000) Together, the six schools raised over $23 million
in financing at an interest rate between 6 percent and 7 percent, cutting borrowing costsin
half compared to commercial lenders.

While no state facilities assistance is provided, the Michigan charter school law
specifically allows charter schools to issue tax-exempt securities. Based on an Internal
Revenue Service ruling that did not specifically disallow the practice, numerous charter
schools have successfully obtained tax-exempt financing to purchase or build facilities.
Typicaly, an investment company secures financing for the charter school for which it
earns afee. In addition to interest, the lender receives points and holds a reserve of about
10 percent. The fees and reserve are capitalized into the financing so no down payment or
other up-front money is required. The universities that authorize charter schools usually
must agree to forward payments directly to lenders on behalf of the charter school.

In 1999, the Texas legislature specifically allowed charter schools to issue tax-exempt
securities. North Hills Prep became the first charter school in Texas to secure tax-exempt
financing. Charter schools directly issue the securities with the help of investment banking
firms asin Michigan, rather than through a conduit bonding authority as in Colorado.

Revolving L oan Fundsfor Charter Schools. In Connecticut, the Health and Educational
Facilities Authority makes direct loans to Connecticut charter schools in amounts up to
$150,000. The five-year loans carry interest rates of 5.9 percent. The privately established
Financial Foundation for Texas Charter Schools provides working capital rather than
facilities. With an interest rate of 4-5 percent, the loans are administered by a national
bank. The Chicago school district established a $2 million revolving loan fund
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administered through the Illinois Facility Fund, a nonprofit community development loan
institution. Revolving loan funds also exist in California and Louisiana.

I ncentive To Supply Facilities. Some states encourage local school districts, other
governmental entities, property owners, employers and real -estate devel opers to provide
facilitiesfor charter schools. In Washington, D.C., charter schools can bid on favorable
terms when vacant schools go on the market. If school districts provide vacant facilities to
charter schoolsin Colorado, no rent can be charged. Florida allows employers to establish
charter schools and to reserve school seats for children of employees if the employer
invests substantially in school facilities. Only excess seats are available for other students.
Arizona has considered legislation that would allow developersto claim a substantial tax
credit for subsidizing charter school facilities and then give admissions preference to
development residents.

Lengthening Term of Charter. Investors called upon to make 15- to 30-year
commitments to charter schools are often concerned about charter renewals every 3to 5
years. Arizona lengthened the term of chartersto as many as 15 years. Florida recently
enacted |legidation that allows school districts to issue 15-year charters. Policymakersin
other states may regard such long terms as antithetical to the accountability of charter
schools.

75






Other Financial |ssues

CHAPTER 8
Other Financial |ssues

A number of other financia issues need to be addressed in order to create a complete
picture of charter school finance. These issues include private funding of charter schools
and charter schools participation in teacher retirement systems.

Teacher Retirement
Teacher retirement systems represent an important component of the teaching profession.
They predate teacher unions by several decades and are important to maintaining a stable,
experienced workforce. If charter schools are prohibited from participation, or choose not
to participate based on short-term financial incentives, the effectiveness of charter schools
in obtaining a stable teaching force may be compromised.

Of the 23 states and two cities examined, 11 states mandate that all certified teachers must
participate in the appropriate public employee retirement system. Twelve states and two
cities specifically exempt charter schools from participation in at least some circumstances.

TABLE 24

Participation of Certified Teachersin Teacher Retirement System

Mandatory Not Mandatory in Some or All Situations
Alaska, Colorado, Hawaii, Illinois, | Arizona, California,* Connecticut,® Delaware,

K ansas, Massachusetts, District of Columbia, Florida, Georgia,® Louisiana,®
Minnesota, New Jersey, New Michigan,® Milwaukee,* North Carolina,

Mexico, Rhode Island, South Pennsylvania,® Texas,® Wisconsin®

Carolina

! Teachers decide.
2 All but one school currently participate in Louisiana, and all currently participate in Delaware.
* Exemptions for management contractors only.

4 Charter schools that are not an instrumentality of a school district are excluded. Only one of 40 Wisconsin schools outside of
Milwaukee is not an instrumentality. Most Milwaukee charter schools are not instrumentalities.

® Must have some kind of retirement plan.
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The states without mandatory pension coverage deal with the issue in avariety of ways.

L ouisiana guarantees that teachers on leave from public schools will be able to maintain
their membership in the state retirement system. The charter school itself must address the
issue of whether new hires will be covered by the state system. Only one school in
Louisiana currently provides an aternative plan for new employees. This charter school
pays for Social Security. Louisianais one of several states where all public school teachers
are exempt from contributing to Social Security if they participate in a state teachers
retirement plan. As shown in Table 25, exemption from Social Security predicts high
charter school participation in state retirement systems.

The governing board of charter schools in Florida decides whether its employees will
participate in the state retirement system. In Pennsylvania, employees must participatein
the appropriate state system unless the nonprofit corporation holding the charter has an
aternative plan. No requirements exist for what this plan must do. In Texas, employees
who work directly for charter schools are considered public employees who must be
enrolled in the appropriate plan. However, if charter schools contract for personnel with an
employment agency, staff are not considered public employees and are left to whatever
arrangements the private agency chooses to make. In Michigan, the exemption of private
contractors from participation in the state retirement system resulted in several schools
switching to management companies.

TABLE 25
Participation of Charter Schoolsin Teacher Retirement System, 1998-99
Participation Participation
of Schools of Schools
Alaska al Louisiana al but one
Arizona about 25 % M assachusetts' al
Cdlifornia® most Michigan 50 of 141
Colorado al Minnesota al
Connecticut® 12 of 16 New Jersey al
Delaware al New Mexico all
District of Columbia none North Carolina 16 of 57
Florida none Pennsylvania 28 of 31
Georgia al Rhode Island al
Hawalii al South Carolina all
lllinois' all Texas" 82 of 87
Kansas all Wisconsin® about 80%
Source: Telephone survey of retirement systems.
*Public school teachers exempted from old-age assistance portion of Social Security.
2Includes Milwaukee.
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The actual participation rate of charter schoolsis shown in Table 25. Florida, Arizona, the
District of Columbia and North Carolina have the lowest participation rates. Reflecting the
high percentage of private management contracts in Michigan, only 50 of 141 charter
schools participate. On the other hand, some states allowing exemptions such as California,
Connecticut, Pennsylvania and Texas experience a high rate of charter school participation
in state retirement systems. Among the states without mandatory charter school inclusion
in state retirement systems, California, Connecticut and Texas are states where public
school teachers participating in the state retirement plan are exempted from the old-age
portion of Socia Security. Teachers play key rolesin making decisions about retirement
systems in California and Connecticut.

Some evidence indicates that charter schools opt out of state retirement systems for
financia reasons. Exemption from the state retirement system is a frequently mentioned
explanation for the growth of private management contractors in Michigan (Horn and
Miron, 1999; Prince, 1999b). Where charter schools can choose to opt out, the retirement
plan participation rate remains high in states where all public school teachers are exempted
from Socia Security by participating in the state teachers retirement plan. On the other
hand, opting out of conventional retirement systems allows charter schools to offer
innovative retirement plans. Individual charter schools may offer more generous employer
contributions. Exemption from the one size fits al statewide plans may lead to retirement
plans that are more appealing to charter school teachers. Innovations could include
portability across state lines, shorter vesting periods and ability to borrow against savings.

Opting out of state retirement systems may lead to financial savings. However, the
resulting reduction in contributions to a retirement system is not necessarily more efficient
for employees, the larger community or the state. While some may argue that retirement
benefits are peripheral to the question of educational costs, reductionsin retirement
benefits may impede the ability of charter schools to attract a stable teaching staff over
time.

Private Funding
The primary goal of our report isto investigate state charter school funding laws and
practices. Y et private funding plays an integral role in the charter school concept.
Beckwith, et al., (1998) found that fundraising was essential in lllinois. The UCLA study
of charter schoolsin California (Wells, 1999) found that not only was fundraising essential
in California but that some charter schools had clear advantages over othersin their ability
to generate private funds.

Some research shows a growing trend toward private contributions to traditional public
schools. Although foundations created specifically to support school district activities are
becoming more common, the average amount raised by school district foundationsis only
0.3 percent of the school district’s total budget according to Merz and Frankel (1997). In
Michigan, Adonizio (1999) found that the number of public school district foundations
grew from five to 153 between 1981 and 1997. In 1995, the average amount raised by a
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district foundation was $17,024. Private foundations also provide funding directly to
school districts with first being channeled through a school district foundation.*

Analysis of the extent to which charter schools and school districtsrely on private
fundraising may be impeded by limited reporting requirements for private contributions.
Massachusetts and Minnesota require that financia statements include information on
private contributions in the annual report. In other states, gift giving reported in financial
statements may underestimate the amount of private fundraising both for school districts
and for charter schools. In school districts, donations to school foundations, which are
incorporated as nonprofit foundations and booster clubs, generally do not have to be
included in school district financia reporting. Since nonprofit boards generally govern
charter schools, private fundraising of the board may not be accounted for in the charter
school’ s financial statements. Many charter schools have their own nonprofit foundations
created to raise funds.

In order to help readers evaluate the role that private funding plays in charter school
financing, areview of the 1996-97 annual reports of 10 Massachusetts charter schools was
conducted.?’ The reports indicate major differences in fundraising but that overall, the
reliance of charter schools on private funding may be overstated. One of the schools
aggregated private giving with restricted federal funds, making analysisimpossible. One
charter school raised revenues from private funds equal to 25 percent of the tuition it
received from the state. The administration at the Academy of the Pacific Rim, according
to itsannual report, made a conscious decision not to do extensive fundraising; and overall,
four of nine schools with data raised revenue from private sources equal to less than 2
percent of the tuition received. Three other charter schools raised funding from private
sources equal to between 5 percent and 12 percent of tuition revenue.

A review of six audits conducted in Florida revealed a similar range of private support.®
Two schools reported receiving no private funding. One small school for at-risk students
reported private funding amounting to 17 percent of revenues. The other three reported
private fundraising amounting to between 2.7 percent and 5.5 percent of total revenues,
again showing that the reliance of charter schools on private funding may be overstated.

Private funding may help knit communities to schools, which is sometimes mentioned as
an important goal of the charter school experiment. Y et the issue of private financing for

% private funding from individuals or foundations is not separately reported in federal data collectionsand is
usually recorded as local or miscellaneous revenue. Information is available for Massachusetts from
preliminary work on subsequent tasks of the National Charter School Finance Study. Based on state uniform
financial reporting, we calculate that “private funding” totaled $8 per pupil in the host school districts of
charter schoolsin 1997-98. Based on audited financial statements, charter schools averaged $147 in private
foundation funding and $140 from fundraising and donations.

%" The schools examined were the SABIS International School, Neighborhood House Charter School,
Lawrence Family Development Charter School, Francis W. Parker Charter School, Community Day Charter
School, City on aHill Charter School, Chelmsford Public Charter School, Atlantis Charter School, Boston
Renai ssance Charter School and the Academy of the Pacific Rim.

% The Florida schools examined were the Orange Avenue Charter School, Rays of Hope Charter School,
Okaloosa Academy, Micanopy Charter School, Academie Da Vinci Charter School and the One Room
School House.
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charter schools raises many public policy questions. When charter schools rely on private
funding to be successful, it may signal that too few resources are devoted to traditional
public education. Reliance on private financing could aso indicate that charter schools
receive insufficient public funds or that charter schools are not financialy viable when
supported solely by public funds. The concept of public education itself may be threatened
when private funding brings private advantages. Such an arrangement existsin Florida
where employers that provide facilities can reserve dots for children of their employees.
Thisincreasingly controversial issue affects al aspects of public education, not just charter
schools, as reflected in debates over corporate sponsorships, vending rights, advertising in
educational programming, and the conflict over school to work programs.
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CHAPTER 9
Comparability of Charter School and
School District Funding

At asuperficia level, it isrelatively easy to compare charter school and school district
finances. For example, in New Jersey a charter school receives 90 percent of the per-pupil
operational revenue in the district sending a student to the charter school and none of the
capital funding. In Colorado, some charter schools receive 80 percent of the per-pupil
operating revenue. In amajority of states, charter school students do not bring capital
funding with them. These comparisons indicate that charter schools are generally funded at
alower rate than school districts.

Without an understanding of the specific educational tasks that charter schools undertake,
including the types of students they seek to educate, it is difficult to assess funding
comparability with school districts. Each comparison of a charter school to a school district
running several schools will be somewhat different. A number of factors support the
observation that charter schools receive less funding than school districts:

» Charter schools sometimes receive less than 100 percent of operating revenue.

» Charter schools usually do not receive funding to finance facilities and debt in a
manner equivalent to district resources.

» Charter schools do not necessarily have equal accessto all of the revenue streams
school districts have access to.

» Charter schools may be required to pay administrative fees either to school districts or
to chartering authorities without receiving offsetting services.

» Charter schools focused exclusively on special needs and at-risk students may be
substantially underfunded.
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However, several mitigating factors need to be considered in judging funding
comparability.

» Charter schools may receive services (e.g., oversight, transportation, special education
assessment and financial services) “in-kind” from school districts. The value of these
services may not be measured in charter school revenue cal culations.

» School districts may fund preschool programs for at-risk children, private school
services, community outreach, adult education and other activities, funding for which may
be justifiably withheld from charter schools providing basic K-12 education.

» Charter schools can configure their grade level structure and enrollment in order to
generate optimal funding. They can set limits on enrollment and use waiting lists to
maximize funding efficiency (e.g., optimal class sizes and staffing ratios) by quickly
replacing students leaving the school.

» Charter schools usually serve asmaller proportion of special needs students compared
to host districts, but in some states the charter schools may receive revenues based on an
assumption that their specia education population will match the school district average.

=  Many states allow charter schools to avoid expenditures for such items as
transportation or teacher retirement without compensating decreases in revenues.

Previous chapters of our report examined these complex issues. The information in Table
26 summarizes many of the findings and also draws on information from the state profiles
in the appendix. The rows in Table 26 describe the comparability of specific features of
charter school funding to school district funding. Lessor “L” indicates that charter schools
have a funding disadvantage for a particular feature of the funding system relative to the
host school district. Comparable or “C” indicates that the funding is comparable relative to
the host district for a particular aspect of the funding system. More or “M” indicates that
charter schools receive more funding than the host school district to accomplish the same
task. “M” also indicates that charter schools get funding for services they may not provide
such as adult education, preschool and payments to private schools for special education.
The degree to which charter schools get less or more funding requires more detailed
analysis,; for this, the reader is referred to the state profiles in the appendix.

A common table entry is L/C/M, indicating that a comparability assessment depends on the
specific characteristics of the charter or the school’ s students and programs. Financial
comparability is uncertain in states like Colorado where negotiations over financial issues
represent an important aspect of the charter. Uncertain comparability also arisesin several
states that fund charter schools based on average school district costs or revenues. Charter
school funding in these states is comparable to host districts only when the student body
resembles the host district’s student body. Otherwise, inequities emerge regarding revenue
for special education, at-risk students, transportation and other funding designated for
students or specific purposes. Charter schools with high-cost students and programs are not
funded equitably.
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TABLE 26
Funding of Charter Schools Compared to Host School District

AK AZ CA co®* CT DC DE FL I° LA MA M Miw MN NJ NC PA Rl SC TX
Base funding C C C LCM LCM C C C Lucm c C uwuc® ¢ uem et ¢ ¢ ¢ C C
Elementary and middle® M c M M M C c c M M M M M C C M M M C M
Secondary L C L L L C C C L L L L L C C L L L C L
Size/sparsity/cost C M C C LCM C C C C C C C C LCM C C C C C C
Few special needs pupils M M C C/M M C C Cc M M M C M C M M’ M M C Cc
Average special needs c C c ¢ M C cCc C C C c ¢c ¢ ¢ ¢ ¢ ¢ ¢ c¢c c
Many special needs pupils L L C L/C M C C C L L L C L C L L' L L C C
Few low-income pupils c M C CM M M C C g oM M c M c C M M M C c
Average low-income pupils C C C c C C c c g C c c c c c c c c c c
Many low-income pupils C L C L/C L L C C 9 L L C L C C L L L C C
Transportation C CM C LC C C C L L C cC C c c C C M c L C
Capital and facilities L LCM L LIC L C L wd L L wd L ¢ wuwud L L L uwud L L
Teacher retirement C CM CM C CM CM CM CM C CM C CM CM C C CM CM C C CM

L = Less, C = Comparable, and M = More funding for charter schools relative to host school districts.
Excludes GA, HI, KS, NM and WI (except Milwaukee) because charter schools are funded on the same basis as traditional public schools.

@ Table entries (except base funding in first row) based on 100 percent funding. Funding can vary from 80 percent to more than 100 percent.

® Table entries (except base funding in first row) based on 100 percent funding (e.g., Chicago). Funding can vary from 75 percent to 125 percent.

¢ Comparable (C) up to about $6,000, then less (L).

4 Charter schoolsin New Jersey receive 90 percent of base funding, but the base includes transportation (5.4 percent) and private school support (1.4 percent).
¢ Assumes that elementary and middle schools have same cost because there is no consistency among states as to which costs more.

" Low-cost special needs students get average special needs funding.

91n Chicago, funding is comparable. All school districts can adjust charter school funding in the 75 percent to 125 percent range to achieve comparability.
_h All charter schoolsin Louisiana are required to have concentrations of low-income students equal to at least 85 percent of the district average.

' Many charter schools are housed in public school facilities and therefore get comparable facilities.

! Gets significant, but not necessarily comparable, capital funding (see text).

¥ Base funding does not include transportation, private school services, adult education and other expenditures not normally provided by charter schools.
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Federal funding is not assessed in this table because federal funding for charter schools
should be comparable to public school districts under federal law. The only source of
variation among states in federal funding comparability would depend on whether charter
schools qualify for funding as part of adistrict or asan LEA. A GAO report indicates no
difference.® Some charter schools may not find it worthwhile to seek small amounts of
federal funding. Other charter schools may reject federal funding in order to avoid
reporting requirements. These issues are more fully discussed in Chapter 3 on
methodology. Funding comparability is not assessed for Hawaii, Kansas, New Mexico and
Wisconsin because charter schools in these states are funded on the same basis as other
public schools as determined locally by authorizing school districts.

In the first row, “base funding” is an estimate of the degree to which charter schools
receive 100 percent of the base operating revenue or expenditures obtained by the school
district in which the charter school islocated. Base funding excludes capital, transportation
and programs for students with special needs. These issues are addressed elsewhere in the
table. A majority of states adhere to the 100 percent funding concept. Colorado and Illinois
allow funding of varying percentages to account for the unigque circumstances of charter
schools. Some schools are funded at |ess than 100 percent, and some are funded at higher
levels. Connecticut and Minnesota fund charter schools equally regardless of the school
district in which they are located, so some charter schools get |ess than local school
districts, and some get more. In Michigan, charter schools are funded comparably up to
about $6,000 a year, the maximum funding for charter schools. In New Jersey, charter
schools receive 90 percent of base funding, but the base includes transportation (5.4
percent) and private school support (1.4 percent).*® Charter schools can also appeal to the
state commissioner of education to increase the percentage above 90 percent. Soin New
Jersey, base funding can be rated as comparable.

The next two rows address the question of grade level funding. By definition, K-12 charter
schools are funded comparably to K-12 school districts.** Most experts agree that
elementary school students are |ess expensive to educate than high school students.* Thus
an elementary charter school receiving funds based on K-12 averages has an advantage
compared to aregular elementary school. Charter high schools face a funding
disadvantage. Hence, the table gives an “M” rating to elementary charter schools and an
“L” rating to charter high schools. States that use grade level weights for charter schools
receivea”C” rating even though it is unclear whether the state weightings for grade level

% |n Charter Schools: Issues Affecting Access to Federal Funds (U.S. GAO, 1997), the GAO noted that Title
| funds for low-income children and special education funds are allocated to schools that meet established
federal, state and local demographic criteria. Although charter schools treated as school districts avoid having
to meet additional criteria used to distribute funds beyond the district level, these charter schools are no more
likely to have received Title | and special education funding than are the charter schools which are treated as
components of existing school districts.

“0 Districts provide transportation services directly to charter schools, so including transportation in the
allocation as well would be a double payment. The percentage datafor New Jersey are from Wynn (1995).

“! In states, like California, Ilinois and Massachusetts, some K-12 charter schools may get funding from
elementary schoal districts or high school districts. These situations are not considered.

“2 See for example Levin, 1999. There may well be instances, however, where elementary programs are more
expensive because of lowered class sizes and intensive education programs.
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accurately account for all the additional costs of educating particular grade populations in
school districts.

The next row contains a rating of how charter school funding matches up to its host district
as aresult of geographic variations in funding. Such variations include those based on local
wealth and tax effort, as well as those based on formula adjustments for factors such as
cost of living, school/district size and sparsity. Arizonaisthe only state that gives charter
schools an advantage over school districts. Small charter schools, including those schools
in large urban areas, receive significant small-school funding adjustments normally
intended for small school districts. In Connecticut and Minnesota, charter school funding is
not linked to local school districts, so comparability varies with characteristics of the host
district.

Special education funding comparability is evaluated for charter schools that have either
fewer special needs students than school districts, a comparable special needs population
or more special needs students than school districts. Many states, such as Massachusetts,
and Rhode Island, pass along all or amost all special education funding to charter schools
whether or not charter schools enroll more or fewer special education students than school
districts. Charter schools with higher percentages of special needs students get insufficient
funding, while charter schools with few special needs students are able to divert special
education funding to other areas. In states where the specia education weightings or
categorical funding is insufficient and a significant amount of general operating funds are
used for specia education, the same dynamics apply, albeit to alesser degree. States that
specifically fund special education costs, such as Delaware, the District of Columbia, and
Florida, either through an adequate weighting formula or through reimbursement, are rated
as comparable in the table. States where school districts either pay for or provide special
education services to charter schools are also classified as comparable states. In North
Carolinaand Pennsylvania, school district average spending on special education follows
special education students regardless of the cost of services for the disability. Thus, high-
cost special needs students are not comparably funded, and low-cost students are more
than comparably funded.

The three rows following specia education address funding comparability for low-income
students broadly defined to include programs and weightings for at-risk students and
compensatory education. The dynamics are similar to those discussed for special education
and grade level adjustments. If states provide charter schools with extrafunding for low-
income students, the charter school funding system is judged as comparable. States using
low-income weightings or categorical funding—such as California, Florida or Michigan—
are generally labeled as comparable if charter schools generate funds based on their own
enrollment. When charter schools simply get the low-income funding incorporated in
school district averages, the problem of underfunding for charter schools with high
numbers of at-risk students emerges.

Transportation funding comparability is judged on whether charter schools get

transportation funding approximating the school district average, or directly receive
district-provided transportation. In some states, such as Arizona, transportation funding can
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be used for any legitimate purpose. In states like Michigan and Louisiana, school districts
provide all transportation funding from general operating revenues. Consequently, charter
school transportation funding is comparable in Michigan and Louisiana even if thereisno
special revenue stream for transportation and even if transportation is not provided. About
75 percent of states provide comparable transportation funding or services. Pennsylvaniais
the only state where charter school students clearly get more transportation services
because they are entitled to transportation outside school district linesin some
circumstances. District-authorized charter schools in Arizona get lucrative transportation
funding, but state-authorized charter schools do not. In Connecticut and several other
states, charter schools get transportation from school districts, so funding isjudged as
comparable even though state aid covers only part of the cost.

The second to the last category concerns capital funding comparability. Arizonaisthe only
state where charter schools get more capital funding than equivalent public schools,
primarily because charter schools are funded like small school districts, not like the school
districts in which they are located. A footnote identifies states where charter schools have
access to some capital funding, but not necessarily to the entire range of capital funding
available for school districts. About half of the states provide no financial assistance for
facilities.

The final row addresses the issue of charter school payments to the public employee
retirement systems. Teacher retirement system payments are similar to school district
transportation and special education costs paid from general operating funds. In states
where charter school teachers must belong to the state teacher retirement system, funding
isjudged comparable. In states where charter schools can opt out of the retirement system,
charter schools can divert revenue typically used for employee benefits to other purposes.

Reading across the rows provides a good summary of how the bulleted points included at
the start of this chapter play out across the states. When differences in responsibilities are
taken into account, base per-pupil revenue is essentially comparabl e between charter
schools and school districts. Grade level funding is skewed to give charter elementary
schools an advantage over traditional elementary schoolsin 13 states. These same 13 states
place charter high schools at a disadvantage. A dozen of the states provide comparative
funding disadvantages to charter schools with higher concentrations of special education
students or with special education students with greater degrees of disability. These same
systems provide charter schools with funding advantages when they have fewer special
education students than the district average or have fewer students with greater degrees of
disability. The one areawhere charter schools are consistently |eft at a disadvantage
compared to traditional districtsis capital finance. Only Arizona provides more generous
funding to charter schools, and 14 systems |leave charter schools with less funding per
pupil for capital than found in school districts.

Placing adollar value on how much funding charter schools receive compared to school

districtsis adifficult task without detailed revenue alocation figures for school districts
and charter schools. The state profiles in the appendix contain more precise estimates.
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Future reports of the National Charter School Finance Study will contain comprehensive
revenue and expenditure data that will make it easier to assess comparability issues.
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