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Good afternoon, Senator Carey, members of the committee. My nameis Thomas Ash, and | am Director of Legidlative
Relations for the Buckeye A ssociation of School Administrators (BASA). | am also speaking today as thevice
president of the Education Tax Policy Institute (ETPI). | wish to thank the committee for this opportunity to introduce
an issue for House Bill 119.

When House Bill 66, the |ast budget bill, was adopted by the 126" Ohio General Assembly, the State of Ohio began
phasing out the (zost of doing business factorO(CODBF) from the state funding formulafor Ohio@ public schools.

Legidators at the time had severa criticisms of the former CODBF. First, it was based entirely on average weekly
wages. Second, the wages used were not necessarily directly related to the education of the people holding those jobs.
Third, al school districts in the same county received the sasme CODBF even though salaries in districts on the
periphery of a county might be morerelated to school districtsin neighboring counties.

Additionally, some legislators were concerned that while school districts in the rural more remote areas of the state
often have difficulty attracting quality employees and the old CODBF did not help them.

At that time, representatives of education organizations were encouraged by legislators to propose an aternative to the
CODBF to address its perceived shortcomings. To that end, the associations engaged the Education Tax Policy Institute
(ETPI), and representatives of the associations proposed new components to some type of factor that would address
differences among school districts throughout Ohio.

We are pleased to report that we have completed the charge made by legislatorsin the 126" General Assembly by
offering a @ost adjustmentOfactor as an alternative to the old cost of doing business factor. It isour purpose today to
inform you of the details of the report.

To explain the components of this new cost adjustment factor, | would like to introduce Howard Fleeter, a principa and
partner in the Education Tax Policy Institute.

Following his presentation, | will be happy to join him in addressing any questions. Chairman Carey, thank you for this
opportunity.




Background: Current Cost-of-Doing Business Factor (CODB)

The current combination of State school funding formulas (SF3 formulas) contains an adjustment for the differencesin
costs among the State® geographical regions. This adjustment is called the Cost-of-Doing-Business factor (CODB).
The CODB adjusts the basic formula amount paid to each school district by a percentage. In FY 2007, the percentage
ranges between 0% and 2.5%. Asrecently as FY 05, the CODB percentage ranged between 0% and 7.5%.

The CODB computed for each school district results from a computation of relative wage differentials among Ohio( 88
counties. The wage data employed is from the Bureau of Labor Statistics and it reflects the average weekly wage for
occupations that are NOT directly related to education. In this manner, the wage adjustments are not influenced in any
way by salaries paid to school district employees. The computation of the CODB occurs by county so that al of the
school districts in each county receive the same CODB. Each county® CODB uses wage data from that county plus the
surrounding adjacent counties. This means that the CODB percentage for a given county really reflects the average
relative wage data for that county and its neighboring counties. In this way, the current formulatakesinto account the
fact that labor costs do not change abruptly at the county line.

Elements of a New OCost Adjustment FactorO(CAF)

As of today, the proposed FY 08-09 biennial budget no longer includes the CODB factor as a component of the school
funding calculations. One of the more frequently mentioned criticisms of the CODB factor was its one-dimensional
reliance solely on regional wage rates as a basis for adjusting funding levels to reflect differences in school district
costs. Consequently, ETPI has developed a more comprehensive Cost Adjustment Factor (CAF) which relies upon 4
components as a means of adjusting state aid to reflect cost differences faced by school districts.

Each of the four components in ETPI® Cost Adjustment Factor represents the impact on school district costs of a
circumstance that is outside the direct control of the district. Assuch, it is consistent with basic and widely accepted
principles of public finance to provide state support to help offset cost conditions that are not the result of decisions or
choices made by the districts themselves. The four factorsin the cost adjustment formula are described below.

1) Labor market (Regional Wage Data used in Current CODB Factor)

The existing CODB uses labor market data to base a cost adjustment on wage differentials among counties. The
rationale for the use of thisvariable relies on two observations. First, wages account for more than half of school
district expenditures. Second, wage rates reflect differences in the cost of living in a given geographical area, at least to
some extent. In adirect sense, school districts must pay wages sufficiently high to attract employees within the local
labor market. In an indirect sense, the prices paid by school districts for loca services will reflect the wages necessary
for the businesses providing those services to operate in the geographic areain which a school district is located. For
example, if aschool district needs a plumber, an electrician, mechanical maintenance on its vehicles, etc., the wage
costs for hiring plumbers, electricians, or mechanics affect the prices charged by those businesses to the school district.

For these reasons, the use of an adjustment factor based on wage differentials appears quite appropriate. Moreover, the
existing CODB appears to provide a reasonable method for measuring such wage differentials. However, the current
CODB isin the second year of a phase out. The recommended cost adjustment would restore the FY 05 scal e of the
CODB (0% to 7.5%) as the basis for estimating the wage factor of a composite cost adjustment.

2) Concentration of Poverty (Percentage of OWF Students)

The existing SF3 funding formula contains complicated computations for assigning additional aid for school districts
based on the poverty level in the district. However, the current Poverty-Based Assistance (PBA) component addresses
poverty issues in terms of the additional programs required to address the needs of pupilsin poverty. Examplesinclude
the existing PBAG focus on programs like smaller classes, al day kindergarten, community outreach, and dropout
prevention.

However, ahigh incidence of poverty in a school district also can increase the cost of providing regular programs. For
example, the wages necessary to attract qualified teachers to high poverty school district tend to exceed the wages
sufficient to obtain qualified services in less demanding school environments. This s consistent with basic economic
theory which suggests that Gcompensating wage differentialsOare necessary to attract workers to jobs which are
perceived to be more difficult, more dangerous, or less attractive to the typical employee. The inclusion of apoverty
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factor as a component of a comprehensive cost adjustment attempts to address the pressure of poverty on the district@
regular costs rather than to address the need for additional programs. PBA offers the more appropriate vehicle for those
programmatic needs. The adequacy of actual PBA funding for those purposes is not addressed here.

3) Housing Costs (Residential Property Value Per Capita)

Since the cost of housing accounts for a significant portion of each individual @ personal budget, arelationship exists
between geographical differencesin housing costs and school district payroll requirements. A school district must be
able to pay its employees wages sufficient to meet costs imposed on the employee by the local housing market. While
school district employees do not necessarily live within the school district in which they work, residence within relative
proximity to the employing school district is a reasonable assumption. For this reason, the recommended cost
adjustment uses afactor in which the countywide per capita value of residential housing provides a proxy for the
differences in the cost of housing.

Direct measurement of housing costs through housing values and rents would offer a more precise measurement of
relative housing costs. Issues of data avail ability, however, make the valuation of residential real property for tax
purposes the most timely data element for making these computations.

4) Remoteness (County Population Factor)

The term GemotenessOrefers to a school district@ location relative to major urban centers. The distance of adistrict
from such centers can affect costs in two ways. First, the absence of urban amenities can make remote teaching
assignments less attractive to qualified teachers. The need to pay a premium for GrontierOduty may affect costs of
remote school districts. Second, school districts remote from urban centers incur higher delivery costs and may pay
premium prices in order to obtain services not available in places with low population density.

The recommended cost adjustment assumes that the additiona costs imposed on a school district by its remoteness will
increase as the population of the county in which the district is located becomes smaller. Therefore, measurement of
remoteness rests upon county population. School districts in counties with a population of 100,000 or more receive no
adjustment for remoteness. In other school districts, the remoteness cost factor increases as a school district@ location
occurs in a county with asmaller population. School districtsin 60 counties would qualify for some adjustment from
the remoteness factor.

Computation of Composite Cost Adjustment Factor (CAF)

When combining the 4 components into the Cost Adjustment Factor, each component was weighted equally.
Consideration was given to assigning different weights to different components based on their relative importance,
however it was ultimately determined that such aweighting system would be fundamentally arbitrary. The sum of the
percentages for Value Per Capita, Wages, Poverty, and Population for each school district was divided by four to obtain
asimple average of the four factorsfor that district. The average factor computed in this manner was then translated to
ascale with amaximum of 1.075 by determining the percentage each district® average factor equaled of the highest
scoring district (Cincinnati). This percentage was multiplied by .075 and AlOwas added to the result so that the final
adjustment factor appears as a number ranging from 1.075 down to 1.0159. An important result of the methodology for
computing the Cost Adjustment Factor is that each district in the same county will no longer be assured of having the
same cost factor because each districts cost adjustment is based upon its own combination of characteristics.

Theresult that the lowest cost district has a cost factor of 1.0159 represents a difference between the new Cost
Adjustment detailed here, and the existing Cost-of-Doing-Business factor where the lowest cost districts have an index
value of 1.00. Thisdifferenceis dueto the fact the new Cost Adjustment is based upon 4 individual factors and no
district exhibits the lowest cost circumstances for all 4 of these components. In this sense, every district is subject to at
least one condition which results in additional costs beyond those which are addressed elsewhere in the state@® school
funding formula

The Appendix to this testimony describes in more detail the computations used to obtain the recommended cost
adjustment.
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Individual School District Cost Adjustment Factors

The attached printout provides adistrict by district list of the Cost Adjustment Factor values for 610 of the 613 school
districts in the state (three small Lake Erie Island districts have been excluded). This printout also provides a
comparison between the new CAF vaue in each district and the FY 05 CODB factor value in each district. Overall, 302
districts have CAF values that are less than their FY 05 CODB factor while 308 districts have CAF values that are
higher than their FY 05 CODB factor. Table 1 below provides a comparison of CAF and CODB values for 9 selected
Ohio school districts.

Table 1: Comparison of the CAF with the FY05 CODB Factor in Selected Districts

New Cost FY05
School District Name County Adjustment COoDB {\lhil\rg %,lAng(r)egtE;a;
Factor Factor
Athens City SD Athens 1.0266 1.0014 YES
Coshocton City SD Coshocton 1.0390 1.0173 YES
Dublin City SD Franklin 1.0450 1.0608 NO
Hamilton City SD Butler 1.0537 1.0646 NO
Jackson City SD Jackson 1.0357 1.0138 YES
Marietta City SD Washington 1.0233 1.0060 YES
North Baltimore Local SD Wood 1.0353 1.0360 NO
South-Western City SD Franklin 1.0519 1.0608 NO
Wellston City SD Jackson 1.0394 1.0138 YES

Estimated Cost of Cost Adjustment Factor

Because of the lack of availability of detailed school district datafor FY 08 and FY 09, ETPI was unable to directly
estimate the cost of implementing the Cost Adjustment Factor into the proposed FY 08-09 budget. However, ETPI was
able to compare the cost of implementing the new Cost Adjustment Factor in FY07. The additional cost of replacing
the current CODB Factor (at amaximum of 2.5%) with the CAF would be roughly $127.6 million. In comparison, the
cost of reverting to the FY 05 CODB factor (at a maximum of 7.5%) in FY 07 would have been roughly $128.2 million.
Consequently, the new CAF appears to have roughly the same cost as the old CODB factor at its Gull strengthOof 7.5%
maximum adjustment. In light of the tightness of the FY 08-09 budget, it would be relatively easy to phase-in the new
CAF by simply applying a percentage reduction to each district@ factor.

ETPI OFFICERS ETPI TAX CONSULTANTS

Barbara Shaner President William Driscoll Driscoll & Fleeter
Tom Ash Vice-president Dr. Howard Fleeter Driscoll & Fleeter
Marcella Gonzalez Secretary
Janice Smith, CPA Treasurer
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Appendix

Description of New Cost Adjustment Factor (Cost-of-Doing Business Factor)

The new cost adjustment has four components. Each component receives an equal weight in the computation of the
composite adjustment factor. A description of the computation of each component follows.

1. Residential Property Value Per Capita (Housing Cost)

Data from the Ohio Department of Taxation show the value of residential real property by county. These values were
divided by the population of each county to obtain a per capitavalue of residential property by county. The lowest
county in terms of per capitaresidential value was Vinton County. That county was assigned a value of A,0and every
other county received avalue expressed as aratio to 1. For example, Ashtabula County@ residential value per capita
equaled exactly twice the per capitavalue in Vinton County. Therefore, Ashtabula County® value was 2/1 or 2.

After each county@ratio to Vinton County was computed, the counties were ranked from highest ratio to lowest. This
ranking showed that three counties were outliers: Delaware, Geauga, and Ottawa. Each county( ratio was expressed as
apercentage by dividing its ratio by theratio for Warren County (3.77). The outliers plus Warren County were set to
100%, and the remaining counties ranged from 0% for Vinton County to 100%.

The appropriate percentage for each county was assigned to each school district within the county. The determination
of the county for each school district used the Ohio Department of Education classifications.

2. Wages (Labor Market)

Each school district was assigned a percentage based on the FY 05 Cost of Doing Business Factor. The computation of
the percentage involved subtracting A.Ofrom each FY 05 factor and then dividing the result by .075, the maximum
adjustment for that year.

3. Concentration of Poverty

The poverty factor is based on the percentage of Ohio Works First (OWF) pupilsin each district® enrollment. Districts
below the median percentage for all districts were assigned a percentage of 0%. Districts above the median percentage
were assigned a percentage based on each district@ OWF% divided by the OWF% for Cleveland. East Cleveland was
identified as an outlier and received a percentage of 100%, but it was not used as the standard against which the other
districtsOpercentages were computed.  One-half of al districts receive a 0% factor for poverty.

4. Population Factor (Remoteness)

Population data was used to rank the counties according to size. Counties with population of 100,000 or more received
no weight for this factor. All other counties received a percentage factor equal to one minus the county@® population
divided by 100,000. The smaller the county, the larger is the percentage assigned in this manner. The results ranged
from 87% for Vinton County (population about 13,000) to 5% for Geauga County (population about 95,000). Each
school district received aweight based on the primary county in which the district is located based on the Ohio
Department of Education classifications.
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