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by Kirk A. Johnson, Ph.D. and Elizabeth H. Moser fiscally

responsible by

] Sfollowing the six
Executive Summary “habits” outlined

Michigan’s public education system is now forever changed because of a new, com- in this study.
petitive environment. Not only are many school districts losing enrollment because of demo-
graphic changes in their communities, but parents are increasingly able to select alternative
education options such as cross-district public schools, charter schools, private schools, and
home schooling.

At the same time, the business of operating public schools in Michigan has changed
substantially, with public schools steadily increasing the number of services they provide to
students outside the classroom. Today, school districts across the state operate kitchens and
cafeterias, buses and comprehensive maintenance services that have little to do with the direct
education of children. Further, school districts must perform a host of administrative activi-
ties, such as negotiating contracts, acquiring school buildings, and managing employee bene-
fit programs.

Without commenting on whether or not school districts should be engaged in all of
these ancillary duties and occupations, this study details sow to manage effectively and effi-
ciently the non-instructional aspects of public education while remaining competitive in this
new school choice environment. To that end, public school districts can be fiscally responsi-
ble in providing these ancillary services by following the six “habits” outlined in this study.

Habit 1: Minimize Administrative Costs. The first hallmark of fiscal responsibil-
ity starts with front office functions. Many school districts employ a small phalanx of con-
sultants, administrators, assistant superintendents, etc. Does the existence of this sometimes-
extensive front office staff help educate children, or could this money be better used in the
classroom?

Habit 2: Take Advantage of Cost Savings from Outsourcing Non-Instructional
Services. Most schools currently run a broad range of non-instructional services, such as
janitorial, food, transportation, etc. When these services are opened up for competitive bid-
ding, many school districts find they can either improve the quality of the services, save
money on comparable services, or both.

Habit 3: Manage Employee Health Benefits Effectively. The cost of staff and
teacher health benefits has skyrocketed over the past few decades for a number of reasons.

Y
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School districts
that can
effectively
incorporate these
six habits into
their overall
strategies will see
cost savings in
their programs,
savings that can
be used to
alleviate
budgetary
shortfalls, improve
instructional
programs, or
return funds to
the taxpayer.

First, some districts have allowed the Michigan Education Special Services Association
(MESSA), a third-party insurance administrator controlled by the Michigan Education Asso-
ciation, to administer insurance benefits without a competitive bidding process. Second, the
negotiated union health benefit structure is far superior to other locally available health plans.
Even the most generous corporate benefits do not compare with the ones typically enjoyed by
school employees. School districts that have reformed their benefit structure have saved mil-
lions of dollars while offering high-quality benefits for their employees.

Habit 4: Structure Capital Costs Effectively. With many districts needing new
school facilities to cope with growth or to replace substandard ones, now is the ideal time to
consider innovative and fiscally responsible ways to acquire classroom space. Instead of con-
structing new school buildings, some schools have opted to lease facilities, which can save
the schools money in the long run, while leaving maintenance and major repair expenses to
the private owners.

For those schools that decide to purchase or construct new buildings, more effec-
tive debt management and bonding policies would allow them to save money on their
debt service.

Habit 5: Participate in Michigan’s Schools-of-Choice Program. Participation in
schools-of-choice provides the proper incentives for school districts to adopt reforms, be-
cause it spurs inter-district competition. Additionally, public schools that can successfully
attract and retain students through Michigan’s schools-of-choice program can see more fund-
ing flow into their district.

Habit 6: Reform Collective Bargaining. School employee unions can and of-
ten do limit the ability of school districts to enact needed reforms. Schools should have
more authority to hire and fire teachers, remove mandatory support/exclusive rights to
bargain clauses, and strengthen other management rights that are often unwittingly ceded
to the unions.

School districts that can effectively incorporate these six habits into their overall
strategies will see cost savings in their programs, savings that can be used to alleviate budget-
ary shortfalls, improve instructional programs, or return funds to the taxpayer. Implementing
these sound business ideas is a way to return a large portion of school budgets to the class-
room, and thereby improve public education across the state.
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Introduction:
What is a Fiscally Responsible School District?

Debate on state and local education finance policy over the past few decades has fo-
cused on expending increasing amounts of money for education. Here in Michigan, as in the
rest of the country, school budgets have ballooned over time. In the 1969-70 academic year,
Michigan spent $3,665 per student for elementary and secondary education (in constant 1998-
99 dollars). By the end of the century, the average per-pupil expenditure had more than dou-
bled,' leaving many to wonder why school budgets have swelled so significantly.

Even though per-pupil public school spending has increased every year, many dis-
tricts are facing budget shortfalls. Not only are many school districts losing enrollment be-
cause of demographic changes in their communities, but parents are increasingly able to se-
lect alternative education options such as cross-district public schools, charter schools, private
schools, and home schooling. Although these districts are experiencing very real problems,
some are needlessly laying off teachers or other essential staff rather than analyzing their
overhead and other non-instructional budgets.

Parents, school boards, and district administrators should take a hard look at their
local public school district’s budget to make sure that the maximum amount of public school
funds are spent on classroom instruction instead of non-instructional overhead. Effective
management of school resources is especially needed as public school districts are competing
for students, not only with private and parochial schools, but now with other districts in the
public schools-of-choice program and with public charter schools.

Providing non-instructional services has taxed many a public school district budget.
Public school districts now are offering more busing/transportation services, food services,
counseling/social services, and staff benefits than ever before. In recent years, the amount of
money expended on these non-instructional expenses has begun to eclipse classroom ex-
penses. Michigan is now only one of seven states that employ more non-teachers than teach-
ers.?> Consequently, the state spends less than 50 cents of every education dollar in the class-
room (see Figure 1), less than the national average.

Q .
ber 2002 2 9

IToxt Provided by ERI

Parents, school
boards, and
district
administrators
should take a hard
look at their local
public school
district’s budget to
make sure that the
maximum amount
of public school
funds are spent on
classroom
instruction instead
of non-
instructional
overhead.



The Mackinac Center for Public Policy

The Six Habits of
Fiscally Responsible Public School Districts

This simple task
of re-assigning
who performs
these functions —
the public school
district or a
private company
— can save the
public school
district from a few
thousand to
several millions of
dollars per year.

Figure 1: About 48.3 Percent of Michigan’s Education
Budget is Spent on Teachers

Expenditures Total Expenditure | Per $1000 Spent
Total Spending, All Types $15,964,197,000 $1,000.00
Total Capital Spending $1,866,666,000 $116.93
Construction $1,052,262,000 $65.91
Land and Existing Structures $234,617,000 $14.70
Instructional Equipment $95,823,000 $6.00
Other Equipment $483,964,000 $30.32
Interest on Debt $535,815,000 $33.56
Total Current Spending $13,561,716,000 $849.51
Total Instructional Spending $7,709,336,000 $482.91
Instructional Salaries and Wages $5,367,206,000 $336.20
Instructional Employee Benefits $1,807,464,000 $113.22
Other Instructional $534,666,000 $33.49
Total Support Services Spending $5,109,653,000 $320.07
Pupil Support Services $850,657,000 $53.29
Instructional Staff Support Services $626,729,000 $39.26
General Administration $302,312,000 $18.94
School Administration $785,336,000 $49.19
Operation and Maintenance $1,417,121,000 $88.77
Pupil Transportation $542,621,000 $33.99
Other/Nonspecified Support $584,877,000 $36.64
All Other Functional Spending $742,727,000 $46.52
Total Other Spending $535,815,000 $33.56

Source: U.S. Census Bureau, Annual Survey of Local Government Finances (1999-2000 Academic Year)

Two issues are central to this discussion of financing non-classroom expenditures. First,
how are these goods and services provided? Historically, most schools and districts have provided
these services themselves; for example, they have purchased their own school buses and hired
their own drivers. They have sold their own municipal bonds and have built their own buildings.
They have built their own central kitchens and cooked their own lunches.

Alternatively, school districts could outsource these services to private companies
who specialize in transportation, food services, or Janitorial services. In many cases, this sim-
ple task of re-assigning who performs these functions — the public school district or a private
company — can save the public school district from a few thousand to several millions of
dollars per year, depending on the size of the district. The Michigan Legislature in 1994 gave
school districts broad latitude to make unilateral decisions on outsourcing these non-
instructional services by enacting Public Act 112.3
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Second, and perhaps more importantly, are there institutional impediments to reform
in school districts? Collective bargaining agreements with school employees unions can
hamper effective reform because the unions may object to any change in the status quo.
Also, school districts that limit local competition for students may be slow to reform because
of a lack of incentive to do so.

Public school districts of all sizes are experimenting with innovative ways of manag-
ing their schools, their contracts, their benefits, and their services. This report will highlight
the best examples of innovative programs and solutions to common non-instructional prob- This report will
lems districts face. From this research, six broad “habits” emerge that school districts should | g, igh light the best
adopt to be fiscally responsible with their allocated tax dollars.

examples of

Habit 1: Minimize Administrative Costs. The first hallmark of fiscal responsibility innovative
starts with front office functions. Many school districts employ a small phalanx of consultants, programs and
administrators, assistant superintendents, etc. Does the existence of this sometimes-extensive front solutions to
office staff help educate children, or could this money be better used in the classroom?

. common

Habit 2: Take Advantage of Cost Savings from Outsourcing Non-Instructional non-instructional
Services. Most schools currently run a broad range of non-instructional services, such as | problems districts
janitorial, food, transportation, etc. When these services are opened up for competitive bid-
ding, many school districts find they can either improve the quality of the services, save Jace.
money on comparable services, or both.

Habit 3: Manage Employee Health Benefits Effectively. The cost of staff and
teacher health benefits has skyrocketed over the past few decades for a number of reasons.
First, some districts have allowed the Michigan Education Special Services Association
(MESSA), a third-party insurance administrator controlled by the Michigan Education Asso-
ciation, to administer insurance benefits without a competitive bidding process. Second, the
negotiated union health benefit structure is far superior to other locally available health plans.
Even the most generous corporate benefits do not compare with the ones typically enjoyed by
school employees. School districts that have reformed their benefit structure have saved mil-
lions of dollars while offering high-quality benefits for their employees.

Habit 4: Structure Capital Costs Effectively. With many districts needing new school
facilities to cope with growth or to replace substandard ones, now is the ideal time to consider in-
novative and fiscally responsible ways to acquire classroom space. Instead of constructing new
school buildings, some schools have opted to lease facilities, which can save the schools money in
the long run, while leaving maintenance and major repair expenses to the private owners.

For those schools that decide to purchase or construct new buildings, more effective debt
management and bonding policies would allow them to save money on their debt service.

Habit 5: Participate in Michigan’s Schools-of-Choice Program. Participation in
schools-of-choice provides the proper incentives for school districts to adopt reforms, be-
cause it spurs inter-district competition. Additionally, public schools that can successfully
attract and retain students through Michigan’s schools-of-choice program can see more fund-
ing flow into their district.

Habit 6;: Reform Collective Bargaining. School employee unions can and often do
limit the ability of school districts to enact needed reforms. Schools should have more authority to
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This study strives
to include
examples of fiscal
responsibility
throughout the
state.

hire and fire teachers, remove mandatory support/exclusive rights to bargain clauses, and
strengthen other management rights that are often unwittingly ceded to the unions.

The following case studies document some of the experiences of schools and school
districts in adopting these habits. The financial penalties for not following these practices are
also discussed. This report will show how these habits can be applied to all Michigan school
districts so that more money can be freed up and returned to the classroom.

Methodology: Finding Innovation

One of the benefits of Michigan’s system of limited local control of education is that
great ideas in how to educate children and administer non-instructional services abound.
School districts from across the state are “thinking outside the box” and enacting money-
saving reforms. This study has found some of these reforms and categorized six “habits” of
fiscally responsible school districts.

Not all of these habits will be applicable for every public school district. For exam-
ple, the recommendations in Habit 4 deal with leasing school buildings instead of buying
them. This policy recommendation may not make financial sense for all districts, due to a
number of factors: local market conditions, availability of appropriate space, willingness of
private property owners to deal with school districts and the relative cost of leasing.

The fiscally responsible school district will explore all available options, analyze the costs and
benefits, and make an informed decision. In short, business managers in the central administrative of-
fices, working with the local school board and superintendent, should find the most efficient and effec-
tive way to maximize classroom resources and minimize non-instructional overhead.

This study strives to include examples of fiscal responsibility throughout the state, although
some of the examples showcase innovative ideas that have worked in other states or even other coun-
tries. Also, this study is not a comprehensive assessment of how all of Michigan’s school districts are
operating; rather, this report is a selection of good ideas and their implementation.

The report also provides examples of fiscally irresponsible districts where costly poli-
cies continue in effect, despite evidence that there could be dramatic savings by implement-
ing one of more of these habits. These cases demonstrate the financial penalty districts unfor-
tunately bear when they do not enact sound fiscal policy.

As noted above, this report documents examples from every corner of the state, in-
cluding the largest and smallest of the state’s 554 public school districts. Adopting one or
more of these habits can help save money no matter what the size or location of the district,
so there is little excuse for districts not to explore one or more of these habits. As school dis-
tricts in many areas of the state find their budgets in “crisis,” school boards should look to
these habits for ideas on how to shore up budgetary shortfalls before resorting to tax increases
or teacher layoffs.
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Habit 1: Minimize Administrative Costs

For public school districts, as with any venture, fiscal responsibility starts at the top. This
means controlling administration costs in Michigan’s public schools, particularly since expendi-
tures on administration have risen faster than other budgetary areas over the past three years. Ac-
cording to the S&P School Evaluation Services, central administration costs have increased more
than twice as fast as instructional expenses, including teacher salaries." Building administration
(principals and school directors), grew at about 5 percent, more than the 3 percent that teacher | For public school
salaries increased over the same period. Combined, these administrative expenditures make up 10 | Zicsricts. as with
percent of total annual education spending, or $1.4 billion. This translates to more than $846 per- ’
pupil in administrative spending.

any venture, fiscal
responsibility

There are ways of trimming administrative costs through outsourcing, while poten- | starts at the top.
tially alleviating some of the problems associated with district-run administration. For exam-
ple, Detroit Public Schools’ payroll system has been fraught with problems, mostly stemming
from employees not being paid correctly; outsourcing this to a private company that has a
pecuniary interest in its accuracy would likely solve the problem entirely.’

School districts of all sizes, though, could benefit from outsourcing administrative functions
such as payroll services. The Texas State Comptroller of Public Account’s office (the state auditor)
has been conducting school district performance reviews over the past few years.® In these perform-
ance reviews, the Comptroller’s office estimates how much money could be saved through outsourc-
ing certain administrative functions, among other fiscal recommendations. One example is the Eagle
Pass Independent School District in the Rio Grande valley. The Comptroller’s office estimates that
the 12,500-student school district could enjoy a net savings of nearly $43,000 per year if they out-
sourced their payroll functions. Mid-size districts in Michigan could realize similar savings.

Other administrative areas in which school districts should consider outsourcing in-
clude records management, benefits administration (flexible spending accounts, some insur-
ance benefits, etc.) and even candidate recruitment.

Another way administrative costs can be reduced is by contracting out administrative
functions entirely, which is precisely what happened a few years back in Minneapolis. That
city’s school district became the first public school entity to name a private company to the
position of school superintendent.7

Minneapolis Public Schools (MPS) originally hired Public Strategies Group (PSG), a
private consulting firm, in February 1993 to help balance its books. The district was $5 mil-
lion in debt when PSG was hired. Around that time, MPS also hired a search firm to help lo-
cate a new superintendent. The district authorized the search firm to consider nontraditional
candidates and even asked PSG if it would be interested in the position.

Peter Hutchison, PSG’s president, took the district’s suggestion to heart and offered
himself as a candidate, intending to hold the position of superintendent temporarily. In 1994,
the 45,000-student district accepted Hutchison’s proposal, but with a twist. It hired the entire
PSG firm to serve, in the district’s words, “in the capacity of superintendent.”

Thus began a unique public-private partnership that ultimately resulted in four
contracts between PSG and the district, beginning January 1994 and ending in June 1998.

Q
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Minimizing
administrative

costs can reap
savings for public
school districts of
all sizes.

In Minneapolis, an entire firm’s expertise was brought to bear on a school district’s man-
agement for a mere $72,000 per year, far less than the average annual superintendent’s
salary and benefits.

The Minneapolis school district paid PSG a total of $431,000 for its work during the
first contract and its initial extension. This payment included just over $70,000 in base salary,
with the rest being bonuses for meeting 60 percent of the school district’s goals. This out-
come-based contract allowed the school district to pay most of PSG’s compensation only af-
ter the firm had thoroughly proven itself.

Local media also were impressed with PSG’s performance. According to the St. Paul
Pioneer Press, PSG “made fundamental changes in a district that was desperately in need of
direction and competence. [Hutchison] streamlined some ancient bureaucratic practices and
brought about improved test scores in elementary grades.” The editorial continued, “Staff
morale has improved, and administrators are encouraged to admit failure as well as success.”

The public-private partnership of Minneapolis Public Schools and PSG contains a
lesson for school districts everywhere who wish to improve education while freeing scarce
resources for other purposes. As Hutchison told the Minneapolis Star Tribune, privatization
gave PSG “a chance to share ... our success and the elements that have gone into that success,
so that we can all learn how to get better.”

Clearly, minimizing administrative costs can reap savings for public school districts
of all sizes. Districts should therefore analyze their administrative expenditures first when
they look to maximize classroom spending.

Habit 2: Take Advantage of Cost Savings through
Outsourcing Non-Instructional Services

One of the most straightforward ways school districts can save money or improve
services is to evaluate how they provide non-instructional services, such as transportation,
food services, and maintenance. If private companies could provide these non-instructional
school services better and/or cheaper than the school district itself, there is little reason for the
district to continue providing these services.

Note that this is different from blindly privatizing these services. Districts should
know their service costs and compare them to alternatives by soliciting and evaluating bid
contracts. This process alone is beneficial to public school districts for two basic reasons.
First, the bids show districts what options are available to them saving money or improving
services. Second, districts can compare the bids to their own internal costs of providing these
services. If districts are providing non-instructional services for less than it would cost to hire
a private businesses (to perform the same services) then it would be fiscally irresponsible to
outsource those services.

Outsourcing school-related operational services through competitive bidding is com-
mon throughout the nation. According to a 1997 survey by American School & University
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magazine, more than 40 percent of the nation’s school districts are contracting out for bus
transportation and more than 21 percent are contracting out for food service.'® Philadelphia’s
school district alone saved over $29 million in just two years by relying on privatized trans-
portation, food service, custodial, and other functions. In a similar fashion, Chicago’s school
district saved $20 million over three years by contracting out its bus service."'

Maintenance

The Detroit Public Schools, under CEO Kenneth Burnley, have aggressively out-
sourced a number of operational services, beginning with maintenance and janitorial services.
In January of 2002, Detroit Public Schools (DPS) signed a 10-year, $78.5 million contract
with Aramark ServiceMaster Facilities Services to manage its 3,000-employee maintenance
operations department. 12

Whether or not the Aramark contract will save the district money will be determined
over time, but the move signals a wholesale change in the way school maintenance is handled
in Detroit. This is the kind of outsourcing that has the best chance to save money and im-
prove services.

Aramark claims that the contract will save DPS a substantial sum of money because
the company will be able to eliminate a layer of bureaucracy by sending 43 sub-foremen back
to labor positions. Aramark ServiceMaster also will revamp the district’s maintenance depart-
ment to provide higher quality service. Among the planned improvements are putting a dead-
line on work orders (there was a backlog of 20,000) with a new software program, selling the
maintenance warehouse and buying smaller, more centrally located buildings, and giving
workers district vehicles stocked with supplies so they do not have to drive back to the ware-
house for parts.

Similar maintenance contracts were granted by DPS in 2001 to two firms, B&L
Landscaping and Torro & Braglio Landscaping, for snow removal,”® and Jackson Public
Schools’ recent outsourcing of painting services is projected to net the district about $150,000

14
per year.

Transportation

The Pontiac School District in Oakland County made statewide headlines in 1993
when it sold its buses and hired Ryder Student Transportation Services to transport its 4,000
students to and from school. Designed to net the district savings of about $500,000 annually,
the Pontiac plan spurred other school bus privatizations across the state."

To handle its busing, the Climax-Scotts School District in Kalamazoo County hired
Cincinnati-based Laidlaw Transit Corporation in 1996. “We’ve never been happier,” says the
district’s business manager Lou Wade. “Drivers get more in-service training and the company
helps educate our students about bus safety too.”'®
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Food Services

Chartwells, a subsidiary of United Kingdom-based Compass Group that operates
offices in Grand Rapids and other U.S. cities, won a contract to manage food service for Mt.
Pleasant Public Schools in the late 1990s. Under the agreement, all school food service em-
ployees except one manager from Chartwells remained employees of the district, complete
with unchanged salaries and fringe benefits.'’

In the first full year, Chartwells has saved the Mt. Pleasant district $113,000. The
first $100,000 in savings came because Chartwells, being a large multinational company, can
buy larger stores of supplies at a time than any single school district, and suppliers will
charge the company less because it buys in bulk. Another $13,000 in savings was achieved
simply by streamlining certain operations, such as food preparation and delivery, something
the district had been unable to do as effectively as Chartwells.

The food is better, too, and healthier choices such as a salad bar are now available.
Student use of the high school cafeteria is up dramatically.

Food service is a popular target for competitive bidding and contracting. In addition
to Chartwells, Michigan school districts also have contracted for food services with Aramark-
Gourmet, Sodexho Marriott, Canteen Services, and Diamondback Catering.

Computer/Information Technology

In 2001, Detroit Public Schools and Compuware signed a $90 million contract to
manage the district’s information technology services. The deal is expected to save the
school district approximately $10 million over the five-year term of the new contract.'®

Detroit Public Schools CEO Kenneth Burnley anticipates that the Compuware deal also
will put a significant dent in problems with outdated hardware and software, payroll, the telephone
system, cost overruns, and other technology-related issues that have plagued the district for years.
The benefits will then spill over into a number of areas, just through one contract.

Compuware beat offers by Ameritech; Celt Corporation, an educational technology
and services firm; and EDS, a business solutions company. The Compuware offer was not the
lowest, but according to DPS administrators, it was the best value for the district. The deal
was criticized, however, because some suspected the deal was compensation to Compuware
for moving its corporate office to the city of Detroit."?

The savings from the various competitive contracts will help Detroit reprioritize its spend-
ing and direct more money into classrooms. In 2000, the district spent 68 percent of its budget at
the school level; the rest provided for administration. In 2001, the district’s budget slated 76 per-
cent to be spent in schools. In short, competitive bidding has proved it can put more dollars back
into the classroom in one of the most problem-ridden school districts in the nation.

These privatization contracts are not a new phenomenon in Michigan. Some districts
have been outsourcing non-instructional services for years and even decades. For example,
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the Morrice and Millington school districts have contracted for food services for more than
15 years. The Lincoln Park school district has contracted for transportation services and Co-
loma has contracted for janitorial services for even longer.?°

Habit 3: Manage Employee Health Benefits Effectively

Competitive

School employee health benefits represent an enormous cost for Michigan’s school bidding has
districts. Behind employee salaries, health benefits are the second largest personnel cost in .
the typical school budget. Naturally, school districts are keenly interested in containing these pr oved it can put
costs while providing benefit levels that enable districts to recruit, reward and retain the best | MOFre dollars back
and brightest employees. into the

Even though health insurance costs have been rising faster than inflation nationwide classroom.
over the past 20 years,”' these costs can be controlled through a few effective management
techniques. There are two basic issues to consider for effectively managing employee health
benefits. First is the structure of the benefits themselves (benefit design). The.second is the
company that will administer the benefit program. Without attending to both of these cost
factors, public school districts can easily find their budgets unnecessarily bloated.

Benefit Design

The first issue school districts should address is health benefit design. Health bene-
fits should be in line with those of other major area employers. Michigan’s public school
employees unions have over time, however, pressed for health benefits that are lavish even by
top corporate standards, and many public school districts have acquiesced to these demands.
Because these benefits are out of line with Michigan’s competitive health insurance market-
place, few insurance administrators, except one of the MEA’s own affiliates, the Michigan
Education Special Services Association (MESSA), can offer those benefits.?

Health benefits should have a managed care element that connects cost with utiliza-
tion of benefits. The vast majority of health maintenance organizations, preferred provider
organizations, and point of service plans have some co-insurance rates, co-pays, and/or de-
ductibles that bring some market incentives into health care utilization. If an employee
knows that it will cost him or her $50 deductible to go to a relatively expensive emergency
room but only $30 to see their regular physician for a common non-emergency ailment, that
employee may opt for the cheaper alternative. A well-designed benefit structure can help
contain costs, even in the absence of other cost-saving measures.

Health benefits should include provisions for shielding employees against catastro-

phic losses due to illness and provide coverage for uninsured dependents. It should also re-
quire a coordination of benefits if the spouse is working and has health insurance.
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Competitive Bidding for Insurance Provider

Once a school district decides upon a benefit design, it must select the insurance pro-
vider and/or “third-party administrator”” of the insurance benefits. Third-party administrators
implement the health plan designed by the school district. Often, an insurance provider such
as Blue Cross/Blue Shield of Michigan will serve as the administrator as well, but this is not
always the case. If the insurance provider is selected as administrator, then it obviously pre-
cludes the need for a third-party administrator.

School districts should solicit competitive bids for the insurance provider and the third-
party administrator (if needed) among the various insurance providers available. Currently,
many school districts almost blindly grant MESSA a contract to administer benefits, rather than
opening up the process for competitive bidding. If competitive bidding were implemented,
there certainly would be cost savings. Districts that have switched from MESSA to other insur-
ance carriers have saved from 6 percent to 28 percent on the cost of providing identical cover-
age to their employees, which has translated to savings of as much as $500,000 per year.*

In short, employee benefits should reward the good work of teachers and other school
staff, allowing districts to recruit and retain quality individuals, but not be so lavish that dis-
tricts price themselves out of the insurance market. With Jjust a few effective reforms, dis-
tricts can start to control their health benefit costs.

Habit 4: Structure Capital Costs Effectively

The fourth habit of fiscally responsible public school districts is effective capital cost
management. Capital costs include a host of fixed school resources, including classroom
buildings, administrative offices, some durable school equipment, and the land underneath
school buildings.

As school districts have aged, so have many of their older structures, leading many to
wonder what to do about the many school buildings that are literally crumbling beneath some
students’ feet. The National Education Association estimates that Michigan needs some $10
billion in capital improvements, a figure that Michigan state Superintendent Thomas D. Wat-
kins, Jr. believes is low, given that Detroit alone needs an estimated $5 billion and school
buildings in several areas of the state are more than 75 years old.?*

The infrastructure problem has prompted many local school districts to push for in-
creased millage taxes to pay for these increased expenditures. Patrick Anderson of the Lans-
ing-based Anderson Economic Group recently found that since 1994 when voters passed Pro-
posal A, which changed the public education funding system, spending on school infrastruc-
ture has increased by a total of $500 million.?

School districts have two basic choices in dealing with infrastructure issues:

1. Purchase new land to construct additional facilities (or, renovate existing facilities).
2. Lease space from private developers or property owners.
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Both strategies have advantages and disadvantages. If school districts opt to pur-
chase buildings themselves and maintain full public control of school property, they need to
implement a sound debt/bonding policy. On the other hand, if they want to lease property
from private land owners, they need to properly negotiate the terms of the lease.

Fiscally Responsible Debt Policy for
School Building Purchases/Renovations

The cornerstone of developing a fiscally responsible capital cost management system
is a solid debt policy. A debt policy is a formal document governing when, how, for what
purposes, and to what extent school districts (or other government agencies) may issue debt.
A sound debt policy offers many benefits to schools that want to better manage their capital
improvement programs. Districts should engage in competitive bidding for the actual build-
ing and site as well, but instituting an effective debt policy can save a school district literally
millions of dollars. Debt policy:

helps schools avoid common pitfalls of debt issuance and management;
promotes long-term financial stability;

sends a message of responsibility to taxpayers;

can help schools earn better bond ratings from rating agencies;
enhances regulatory compliance; and

assures that borrowing is done at the lowest cost to taxpayers.*

An effective debt policy should be firm but not onerous, flexible but not loose. Ele-
ments should include the purposes for which debt may or may not be used and the standards
for debt issuance. Many municipalities and local governments have adopted formal debt
policies, a2n7d there are a number of resources available to school districts seeking to prepare
their own.

There is no one “model policy,” since the needs and circumstances of each school
district are unique. The following is a set of debt policy elements that are remedies to costly
problems, government regulations, or are Wall Street requirements. In addition, some of
these recommendations are simple common sense.®

1. Long-term debt should not be used to finance current operations or to capitalize
expenses. Operational expenses should be completely covered through the current-
year budget. Capital debt should not be used as a credit card to pay for teacher sala-
ries, transportation services, or other recurring school district expenses.

2. Long-term debt should be used only for capital projects that cannot be financed
from current revenue sources. Capital debt should be used only for large “one-
time” projects, such as school buildings that will last for decades.

3. Total district indebtedness should not exceed 15 percent of the district taxable
valuation for any given year. The legal debt limitation is 15 percent,” though it
should be noted that qualified school bonds are exempt from this limit under Michi-
gan law. Qualified school bonds are general obligations of the school district, while
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they are budgetary (sometimes called “moral”) obligations of the state in the event of
default. It is arguable as a matter of local district policy and of honesty to taxpayers
and bond buyers that qualified bonds should be included in the limitation. This limi-
tation is a maximum; however, fiscal prudence and the financial situation of the dis-
trict may warrant a lesser percentage.

4. Retire S0 percent of the total principal on debt within 10 years. This policy en-
courages repayment of debt in the shortest possible time without creating undue hard-
ship for the taxpayers.>® In order to retire 50 percent of the principal within 10 years,

Instituting an

effective debt the term of the debt should not be more than 16.5 years.’
policy can save a
school district S. Avoid variable-rate debt and back-loading and balloon repayment schedules. Level

. erye or declining repayment schedules incur less interest cost. Delayed repayment schedules,
literally millions typically used in an over-optimistic expectation of strong long-term growth of the tax

0f dollars. base, incur greater interest cost. Delayed or back-loaded repayment schedules also lock
future taxpayers into unnecessarily high debt repayment taxes. Variable-rate debt, de-
pendent upon external rates and indices, is arguably a form of speculation.

6. Bonds should only be re-issued (for the purpose of interest rate savings) under
limited circumstances. There should be at least a three-percentage points savings
when re-issuing bonds.

7. Avoid capital leases, certificates of participation, or similar instruments for the
acquisition or use of facilities or equipment. This is different from proposal below
on leasing buildings. Capital leases (also called certificates of participation) are a form of
obligation whereby a government enters into a lease agreement with a third party, usually a
private developer. The third party then uses the lease payments as security for obligations
(“certificates” or conduit securities) that it issues for the acquisition of the facility or equip-
ment to be leased. The government makes lease payments as a first budgetary obligation
and no addmonal tax is imposed to secure the obligation. Therefore voter approval is un-
necessary.”> But avoidance of voter approval creates suspicion, which is the main source
of controversy for capital leases. Also, the government may vacate the lease through non-
appropriation, and although capital leases are not considered “debt,” such termination of
the lease can have a serious impact on the government’s creditworthiness.*

8. Limit capital fund investment instruments to reliable sources. Government bond
buyers demand absolute safety. Investments should only be in U.S. Government se-
curities, local government trusts, or fully insured bank certificates of deposit (CDs).

9. Issue debt through a competitive bidding process. Competitive bidding can re-
duce interest costs, and it avoids questions of unfairness and favoritism in the debt
underwriter selection process. General obligation school bonds are typically not so
complex, and marketing or timing considerations not so critical, as to warrant any-
thing but competitive bidding for most bond issues.

10. Seek independent debt counsel through formal requests for proposals. This pol-
icy prevents conflict of interest and incorporates and exceeds the requirements of
Municipal Securities Rulemaking Board Rule G-23 (which permits financial advi-
sor/underwriter relationships if such relationships are disclosed to the issuer).
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11. The district and its financial advisors should comply with all applicable financ-
ing and full disclosure reporting rules. Under SEC regulations, full and continuing
disclosure is mandatory for issuers of debt. An explicit policy statement stresses its
importance to the issuer.

12. Public funds, property and resources should not be used, directly or indirectly,
to influence the outcome of ballot questions. Bond professionals and others should
be barred from “pay to play” practices — that is, making political contributions to
those involved in the issuance of public debt.**

Fiscally Responsible Leasing of
School Buildings and Facilities

Another option for public school districts is leasing. In leasing, districts sign contracts
with private developers or other entities that own land and/or multipurpose buildings that could be
used for schools. Optimally, such leases should be medium to long term, as schools would not
want to move very often, and the private property owner would want to assure a return on the in-
vestment. In effect, this arrangement is a good example of a public-private partnership.”’

These partnerships allow communities to upgrade their public school facilities at sub-
stantially lower costs and in less time than purely governmental efforts typically require. Al-
though few, if any, traditional public schools in Michigan have leased school buildings, many
charter schools have done so.

For example, the Morey Charter School in Shepherd, Michigan has signed two leases for
its buildings from a private foundation. The leases are timed to coincide with the charter renewal,
so the leases are only for a few years. Maintenance agreements are negotiated annually; currently,
the landlord takes care of major maintenance and repair as well maintaining well and septic sys-
tems and yard upkeep. This year, the charter school itself is taking care of snow removal.*®

Nova Scotia offers the clearest example of how public-private partnerships facilitate
school construction. By the end of 1998, as many as 41 new schools had been either com-
pleted or approved for construction under their Public Private Partnership program. The
schools are “turnkey” operations — the facility is fully operational when the lease begins,
complete with all classroom furnishings, such as desks, shelves and chalkboards; computers
wired to the Internet and the inter-school electronic network; furnished administrative offices;
landscaping; and athletic facilities. The school system provides the teachers, aides, principal
and administrative staff and maintains full control over the curriculum and all other educa-
tional services and decisions.

The chief advantages of this arrangement for Nova Scotia’s school system is the
speed with which it is able to upgrade its school facilities and the average 15 percent savings
it achieves through leasing arrangements with the private developers/owners. The school sys-
tem leases the facilities for 20 years at a predetermined rent that is lower than the capitalized
cost of construction and furnishings.

If such an approach were implemented in the United States, the potential savings
could be greater than the 15 percent Nova Scotia realizes, because private financing and own-
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ership of the structure would allow school systems to avoid additional costs imposed by fed-
eral and state mandates. Such mandates include prevailing wage laws, environmental regula-
tions, and minority set-asides, which often add substantially to the costs of design and con-
struction of publicly funded buildings.

Florida provides an example of such an arrangement. Using an approach similar to
Nova Scotia’s plan, plus money provided by the community to build the school, the per-
student construction costs for a single charter school in Florida fell between 22 percent and
34 percent below the state average for constructing public elementary schools. These savings
were due largely to a series of innovative design efficiencies.

If school districts want to lease facilities, they should be especially mindful of four
important issues. First, leases should be at least three to five years, and even longer if the
lease provisions are sufficiently good for the school district. In return for a 10 to 20 year
lease, most districts should be able to have a new school built, since the developer should be
able to recoup the cost of the building in that amount of time.

A second issue to consider is maintenance. One of the allures of leasing is that if the
facility becomes rundown or otherwise unacceptable for educating children, then the district
does not have to sign another lease. Facility maintenance can and should be negotiated either
into the lease or negotiated competitively with an outside company. Most property owners
would insist on this, as they have a financial interest in the upkeep of the property. In the
Morey Charter School case, the owner does most of the maintenance work.

Third, lease costs should not be financed through bonding. Rather, they should be
paid out of current operational funds, the same way as debt service would be paid if a new
building were financed through bonds. Capitalizing lease payments through bonding defeats
the potential cost savings of leasing, as school districts would have to pay interest on top of
the full-capitalized cost of the lease.

Finally, an obscure provision of the 2001 federal tax cut bill allows private develop-
ers limited access to tax-free bonds to pay for this kind of building activity.*® Michigan could
allow up to roughly $10 million worth of these bonds to be used for school building purposes,
but this would likely require a vote of the Michigan legislature. Other states, such as Vir-
ginia, have enacted such legislation.”

In short, leasing may be less expensive than buying, and leasing space protects school
districts from future enrollment changes and allows flexibility in facility acquisition.* Leasing
also has the advantage that the private sector may be able to provide these facilities more effi-
ciently than the public sector. On the negative side, leasing assures building expenses in perpetu-
ity, while school bonds used for purchasing buildings will be paid off after a length of time.

Habit 5: Participate in the Schools-of-Choice Program

The fifth habit that characterizes fiscally responsible school districts is participation
in the schools-of-choice program. In 1996, the state of Michigan made it easier for parents to
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choose their child’s school from among those in their own and neighboring public school dis-
tricts. Previously, parents wanting to send their children to schools other than their assigned
district school were required to pay tuition to the school district of the desired school unless
they obtained permission for the transfer from their assigned school distict.”'

For participating districts, the law now allows students to transfer between public
schools in the same local district, to public schools in the same intermediate school district, or
to public schools in contiguous intermediate districts without paying tuition, provided the
desired district has space.

The number of students exercising public school choice is increasing; however, the
number of schools involved in the schools-of-choice program is limited because districts con-
trol whether or not they participate, and to what extent.

According to the Michigan Department of Education, a total of 463 out of 554 dis-
tricts participated in Michigan’s state schools-of-choice plan last year. Of those that partici-
pated, 169 districts adopted their own plans, offering very limited forms of choice. Ninety-
one districts do not permit choice at all. Overall, the number of students participating state-
wide in the choice program has grown from 5,611 in the 1996-97 school year to 33,506 in
2001-02,%? less than 2 percent of Michigan’s 1.7 million K-12 public school children.

Figure 2: Michigan Public
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Participation in the schools-of-choice program is fiscally responsible for two reasons.
First, competition creates incentives, which in turn gives rise to reform. The Dearborn City
School District is a case in point. “We welcome competition. The reforms we’ve enacted would
not have happened, at least not as fast, without competition,” says Jeremy Hughes, the district’s
superintendent.®

During the 1990s, as choice increased through the growth of charter schools and pub-
lic school choice, Dearborn began preparing to retain and attract students. New, specialized
programs were developed, with parents’ wants and needs becoming the primary focus.
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Second, participation in the schools-of-choice program is fiscally responsible because
it financially rewards successful school districts. Concurrent with Dearbom’s aggressive ef-
forts to recruit students, enrollment at Dearbomn public schools increased from 13,857 in
1994-95 to 17,075 in 2000-01 even as competition from neighboring school districts and
charter schools has increased. Each out-of-district student brings with them $6,700 in state
per-pupil funding.

In other words, even with such limited choice, parents are beginning to see the poten-
tial these programs have to improve schools. Dearborn parents say the district must show
improvement and offer better educational services to lure students to the district. Districts
that do not participate in the program or respond to consumer demand face the possibility of
losing students, and funding, to other districts.

“People are going to have to see the improvements in the curriculum,” Rose Starks, a
parent of three children in the Detroit school system, told the Detroit News. “If you can sat-
isfy the parents and the children here now, you can then attract new ones. If you don’t meet
the needs of a basic and challenging curriculum, clean and safe buildings, you will not retain
the students you have,” she said.*

Public school choice options are a reality across Michigan — whether it be through
interdistrict choice or charter schools. Fiscally responsible districts face this reality and the
consumer demand it enjoins with confidence by participating in choice programs, offering
options to their consumers and seeking to improve services. The environment of choice pro-
vides an incentive for change and the impetus for schools to improve, reduce excessive costs
and direct more money into services for students.

Habit 6: Reform Collective Bargaining

The sixth and final habit of fiscally responsible public school districts is collective
bargaining reform.* Michigan’s compulsory union law, the Public Employment Relations
Act (PERA) requires collective bargaining where employees have unionized, but many of
these collective bargaining agreements restrict school administrators’ ability to do their jobs,
and therefore unnecessarily block fiscally responsible reforms.

This is not to say that individual employees should not be free to associate in any organization
they choose. At the same time, school boards should not necessarily be forced to negotiate collective
bargaining agreements and should be free to negotiate individually with teachers, if they so desire.

Every school day, the current widespread collective bargaining regime makes a fi-
nancial difference in school’s operations, educational environment, and the ability of children
to learn. School districts therefore have a fiduciary interest in assuring that collective bar-
gaining is not so burdensome that it diverts precious resources from student learning.

From a 1998 analysis of more than 500 collective bargaining agreements, seven im-
provements (not already suggested in previous sections) are recommended to assure that
these agreements allow effective school management. Many of these problems may be
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avoided by demanding well-worded contract language. Implementing the seven improve-
ments will dramatically enhance the ability of public school districts to enact needed reforms.

Improvement #1: Strengthen Management Rights Clauses

Every collective bargaining agreement should specifically detail the rights and re-
sponsibilities that remain vested in the school board. As elected officials, school board mem-
bers form the only public body with the legitimate responsibility and authority to operate a
school district; neither teachers nor school employee unions have been granted authority by
the electorate to undertake this responsibility.

The management rights contract language, or “rights of the board of education,” is the
contract provision that establishes school board control over the operation of the school district.
School districts should adopt strong management rights clauses that explicitly designate the spe-
cific, exclusive rights reserved to the school board, administrators and management.

Improvement #2: Limit Exclusive
Bargaining Representative Clauses

When a public employer recognizes a collective bargaining representative as the agent
representing the employees in a defined bargaining unit, PERA grants exclusive recognition to that
agent to act for those employees in issues involving wages, hours, and terms and conditions of em-
ployment.*” In addition to including such recognition, more than 500 contracts contain a separate
provision by which the school board agrees not to negotiate with any other teacher organization.

In other words, if a school board wished to contract with a math, science or profes-
sional teacher organization for the purposes of professional development for its staff mem-
bers (a term of employment), it would first require the union’s permission. School boards
should remove exclusive bargaining representative clauses that require such permission be-
fore employees can explore opportunities with other professional organizations.

Improvement #3: Remove Mandatory Support Clauses

Many school board members and other citizens mistakenly believe that union mem-
bership is required for all teachers working under a collective bargaining agreement. The
truth is that ther