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School systems have been forced to postpone purchases
of new_equipment and to_defer repair and renovation projects; At
present; 39 states provide support fOt local school district capital
expenditures through fiVe primary mechnanisms:full state assumption,
state/local sharing; state flat grant, state equalizing grant, and

state loans. In retpohte_tO high and volatile interest rates,
increased competition within the municipal bond market, and reduced
investor detand fOt taX-Oxempt securities; state policymakers_ might_
consider new wayt of structuring- tax exempt bond issues_ that have the
advantaget of lower interest costs to issuers and of a broader
potential market. However, state policymakers should be -aware of the
pros and cons of various creative financing techniques before
modifting existing legislation to permit their use. (MLF)
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This Issueoram was prep.:11 on 1. ;if

McGuire, policy analyst, EcucatTi.)L F. -oit

detctlil, call 303=830:1_7644.

The Issuo

School Facilities acic:
Deferred. Maintenance

There is growing evidence that suggests the nation's
education infrastructure is in disrepair. Today it is not
uncommon to hear abOut classroom disruptions due to such
things as poor ventilation or leaking roofs. The problem has
been linked to three main factors: rapidly increasing
operating costs declining fiscal resources and high interest
rates; Togetheri these factors have forced school systems to
postpone purchases of new equipment and to defer repair and
renovation projects_. The_problem of deferred maintenance and
capital renewal affectS the quality Of eddcation and thus is
an important issue for our nation's elementary and secondary
schoolS.

This Issuegram discusses the magnitude of the deferred
maintenance problem describes some of the obstacles to its
resolution and identifies the various state policy options
for addressing the issue.

Magnitude of the Problem

According _to a recent survey jointly conducted
American ASSOciatiOn of SChoOl Administrators (RASA), the
National School Board8 ASsOciation (NSBA) and the Counc 1 of
Groat City Schools (CGCS) school facilities are
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11. 11 -)%prehenive data hoeblt He
det!ed MaintehTinco is not available. At the
lementar, Secondary level; tne only attempt at decrioing

the problem is the Survey report mentioned above. The
Irvey; which sampled 100 school systems across the country,
'dund that deferred maintenance iS not unique to particular

(-)Y. school dIstricts bOc that urban, Suburban and rura]
i_ Ii strits all have significant problems:

The greatest need t or rep,cii: and rehHacement involves
roofing. Over 70% of the districts surveyed indicated
tcof upgrading and replacement as the highest priority for
maintenance expenditeres.

Heating, ventilation and _air conditioning repair and
replacement were the second moat mentioned problems faced
:' school districts.

Interior modernization, %,ndOW replacement, electrical
systems; boiler repair and replacement, painting, having,
handic:Pped access and :asbestos removal were all reported
as tar that have been delayed due to lack of fundS.

is Aifficult to conclude from :a sample of less than
of the nation's school systems; a. trend is discernible.

TTIble 1 illustrates expenditures over the lost 50 years in
ol,int maintenance and capital renewa1.

,

hPhNDITURES FOR MAINTENANCE AND CAPITAL OUTLAY
AS A PERCENT OF TOTAL PUFLIC SCHOOL

EXPENDITURES; 1930-1980
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p,,nd t ;7" S T1'!;-;1' ddc1. 1 .cad Si nCe 1960.
t hi .- .1! t -ttt in r r to declining enrollments.

;;;';; he fact rernainS that our education
1 a r a t H t r a ; t t=_7 i odl t 1 ;1 older. FxnenditureS for
maintonance have remainog relatively stable over time;
sLggesting that although the stock of physical plant and
egaipMent aus_aged:, ebenditares for maintenance 1-1-.ve not
thereaseb btoportionatel-::

)stables to Funding
n: vat and PepaIr

Most often, short- and long-term borrowing finance district
repair and renovation. For a v:!rietv cf reasons, it is more
difficult than in times past for school districts to_tap into
the bond market to acquire funds for renovation and repair.
A major reason: voters are reluctant to approve bond
referenda (see Table 2) .

1961-62
1965=66
1970=71
1975=76
1981-82*

Table 2

FESULTS OF PUBLIC SCHOOL
BOND ELECTIONS

(1962-80)

Number of Bond Elections
Total Approved Percent

1,432 1,034
1,745 1,265
1,086 507

770 391
332 204

Dail_v_Bond__Buy_er; New York:

Source: Digest of Education Statistics; 1979

72.2
72.5
46.7
50.3
38.6

The high cost of borrowing is another obstacle. It is

unlikely that the cost Of capital will return to the 5% to 7%
rarlge enjoyed during the mid-sixtieS and early seventies, So
selling bonds will cost more in debt service and taxes.

AnOther factor is increased competition in the tax- exempt
bond market. Today_, tax - exempt municipal bonds are raising
cash for hoSpita18, industrial renovation; utilities;



pollution control and hoUSing. Mete and more bond iSSUeS
have been offered by public :cirpbtationS (Stich as hbuSing
authorities or water district:) that are generally exempt
from traditional municipal borrowing restrictions. This
increased supply of bonds has put upward pressure on interest
rates for tax-exempt securities.

On the demand side, two groups of investors traditionally in
the bond market -- banks and insurance companies -- have
teduted theit consumption of tax-exempt securities. Profit
Margins fo_r these investors have declined under recent
economic circuMStantes, _lessening their demand for the tax
Sheltet8 proV:Lded by public bondS.

Simjlatly, the 1981 EcOnoMic Recovery -Tax Act _(ERTA) and the
Tax Equity and FiScal Responsibility Act.(TEFR) of 1982 have
wo!ked to reduce the attractiveness of tax - exempt bonds. The
ERTA lowered the maximum individual in-come tax bracket from
7C% to 50%i making tax-exempt interest payments less
attractive to .,persbns in higher income markets; These
investors have been siphoned off by the relatively high yield
and more liquid money market funds and ether financial
instruments. The TEFR, effective July 1983, requires that
611 State and local_ government bonds be issued in registered
fbtm, thus raising the -cost of adm_inisttation. Morebver_, the
act requires a 15% reddetion in_the tax deduction that banks
Ure currently allowed for the interest_they_pay on debt to
purchase or carry tax-exempt bonds. BankS will be allowed to
deduct 35% as opposed to the current 100%.

aan -States Help?

At Present, 39 states provide support for local school
district capital expenditures through five primary
mechanisms:

Full state assumption (3)

State; !oval. sharing (8)

State flat grant (10)

State equalizing grant (LO

State loans ( )

In some states, funds are available only for new
construction, not renovation. Districts with renovation
needs n;ust pay the full cost of capital improvement .projects.
This makes repairs and renovation contingent upon local

4?



;,,alt }:; Many states p1 ace limits on thy_ amount 1) debt that
may be incurred by school districts, either in terms Of a taX
rate or a restriction on indebtedness related to property
wealth; While these restrictions are properly -a means of
fiscal control and accountability, they can create a
situation in which poorer school districts cannot raise
enough money for capital improvement needs; One-quarter of
the states have no mechanism for supporting either capital
improvement or new capital construction projects. For
districts in these states, like those where only new
construction is aided, the funds for renovation and repair
are dependent upon local ability to pay.

Ste policy makers 8hoOld consider:

o More flexible regulations and guidelines l'or the use o
state aid for capital projects

Aid structures for capital outlay that arP mh:-e sensitive
to district need and ability to pay

Creative Financing?

In response to high and volatiie interest rates, increased
competition within the municipal bond market and reduced
investor demand for tax-exempt securities, state policy
makers might consider new ways of Structuring tax-exempt bond
issues. These include:

Zero coupon bonds. BOndS that pay no interest_ prior to
maturity. Similar to U.S. government SerieS E savings
bonds; they are sold at a considerable discount from their
face value.

Compound interest _hands. Similar to zero coupon bonds;
they do not pay annual or semiannual interest: The bonds,
however, sell at their face value; The return to the
investor at maturity is the principal plus interest
compounded at a specified rate.

Floating rate bonds. The interest rate on this security
is pegged to ono or more market interest rates such as the
average_weekly rate of U.S. Treasuri08. Thus, the yield
changes over the life of the bond and the cost of
borrowing is variable rather than fixed;

Tender _Option_("RUT":)L-hards. A long-term bond that may be
redeemed well in advance of the stated maturity; Usually,
tender option bonds are issued with a simultaneous call
date on which the issuers can call in the bond and pay it



Thus; issue-es and the _bond
rints to cas'l in when market conditions diet t,?.

The primary advant_aS of these_ new instruments ar. ry)

interest costs to issuers and (2) an opportunity to sell
bondS to a broader market. But there are disadvantages ns
Well. DUe to the discounting associated with zero coupon
bbhdS,_a much larger issue may be required to generate enough
capital. With both zero ccupon and compound_interest_bonds,
the balloon payment at maturity requires careful planning;
ISSOers of floating rate bonds face considerable uncertainty
in debt service planning. Issuers of tender option
securities may require an expensive line of credit from a

bank as a guarantee against a large number of investors
exercising the tender option. While_ each type of bond
represents a_ new way to provide capital for renovation _(and
new construction), state policy makers should be aware Of_the
pros and cons of vprious creative financing techniques befOre
modifying existing'41egislation to permit their use.
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