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Prg/&ce,

Schoot finance retorm, in the opinion of many of those
concerned, implies a shift away from the local property tax
as the main source of revenue for the public schools. The
inequities associated with property tax administration and
the uneven distribution of property tax wealth within any
given «tate have led to increasing concern about the wisdom
of relying on it as the basic source of revenue for the
public schools. At the same time, it is not immediately
clear what combination of tax instruments should be used
to replace the revenue that would be lost if reliance on the
property tax were significantly reduced for the purpose of
financing education.

This publication is designerd for legislators, particularly the
new legistators elected in the fall of 1974. It provides
information on state-local revenue systems along with some
current recommendations for change. The reader is urged to
obtain more detailed and comprehensive information on tax
matters, including those in the list of suggested readings
and the references cited throughout the text.

The School Finance Project of the Education Commission
of the States will be happy to provide additional assistance
upon request. Please direct any inquiries you may have to:

Carol Andersen, Research Associate

School Finance Project

Department of Research and Information Services
Edducation Commission of the States

Suite 300, 1860 Lincoln Street

Denver. Coloraclo 80203



School Finance Rgﬁ)rm:
The Wherewithals

The demand for tax reform is one of the most
unrelenting realities of American political life. For most
individuals, "tax reform® refers to changing the existing
tax structure into one that is more equitable. It does not
orndinanly refer to the adjustments required by periods
of mnflation and’or recession, international crises,
changes in taxpayer demands and collective hargaining
agreements -to list a few of the economic circumstances
that cause federal, state and local officials to revise the
tax structure or the rates of individual taxes. The fact
that these relatively frequent adjustments can lead to
tax reform in the broader sense of the term—to a more
equitable system of taxation—is often overlooked,

In recent years the need for school finance reform has
been made apparent by the courts and by taxpayers
who have increasingly rebelled against the local projerty
tax burden. The response in state after state has been to
place niore of the responsibility for financing education
on state resources, less on local property tax revenue.
sState budget surpluses and general revenue sharing funds
from the federal government have allowed states to
increase their proportionate support of the public
schools without increasing state tax rates.

Schood Fingnee Wherewithals
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The Public
Sector

If, however, school finance reform is to take place in
states that do not have budget surpluses, and 1if it is to
be mamtamed and expanded in those that have under.
taken it, basic adjustments in state-local 1evenue struc-
tures will wcreasingly become necessary. ‘The need for
additional state resources to meet the rapidly growing
costs of education and to provide for a more equitable
distribution of education resources within the state can
be expected to increase if local property tax rates are to
be held in check. This shift away from local resources
toward state resources' can be made to harmonize with
the basic objective of tax reform-that is, to produce a
more equitable tax structure at the state and local level,

The tax mstruments that provide government revenue
van be described in terms of tax bases. ‘The three major
tax bases are:

O Property ownerslup of land, buildings and improve-
ments, and personal possessions.,

@ Nalev consumer puichases of goods and, oceasionally,
seivices. (Selective sales taxes are those. fevied on a
specttic: product such as gasoline or tobaceo, general
wles taxes are those fevied unitormly on all purchases
encept tor exempted ttems,)

O /ncome the wages and earnings of individ als (individ-
wal or penonal income taxes) and businesse- (comporate
meone [xes),

Each type of tax has its own administrative apparatus.
Property values, for tax purposes, are determined by
assessors. The tax rate is set by elected governing bodies
and 15 apphed to the assessed value to establish the tax
on each property. Sales taxes are caleulated on each sale
by businesses, collected from the consumer and remit-
ted to the taxing agency of state or local government.
Indwidual income taxes, normally withheld from pay-
"It should be noted that it is also possible for localities to shift
awav from the local property tax to other local taxes for the
fimanemy of education and that property taxes can he collected at
the state lesel as well as at the local level. In fact, there are
numerous solutions and partial solutions to school finance reform
that are consistent with the goals of . . form. Those described

here are simply those that have typically been adopted by the
states that have undertaken school finance reform programs.
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checks by employers, are a percentage of the annual
earmings of mdividuals and, similarly, corporate income
taxes are A pereentage of business earnings paid directly
by business to government,

Generally speaking, the productienty of a given tax base
s determiined by the size of the tax base and the tax
rate. ‘The productivity of any tax can be changed by
modifying either the size of the tax base or the tax rate
or both:

1 The tan base may beseduced i size tnongh the ase ot
tan creditsy and esemptions o mereased by adding to
the number of tems mcluded i the base. o example,
the sades tax base may be expanded by adding services
Euch s wdission tees, ental and repatr services,
restaarant and hotal servives, personal services and s
forthd o reduced by exempting such items as food and
\ll(u_.',\

C ban nates may be adpasted apward to provide new
tevenue of downwand to provde tas eliet.

In addition, new taxes may be adopted. In recent years,
for example, a number of states have adopted the
mndmividual income tax to obtain additional revenue as
opposed to mereasing the rates on existing tax instru-
ments,

As the mformation in Table 1 indicates, the major tax
collector s the federal government. In fiscal year 1973,
tanes at the federal level amounted to more than $165H
bithon, or 58 per ecent of all taxes collected. The
wdnvodual meome tan produces more revenue than any
other ~smale tax mstrument. In fiscal 1973 it produced
over 3120 hithon, or 12 per cent of total tax revenue,

Fhe figures i Table 1 altustrate three basie characteris-
ties of the mtergovernmental revenue system: (1) the
meome tax andndual and corporate) is the mainstay of
the federal government, 2) sales taxes are the major
support of state governments and (3) the property tax is
the only sigmiticant source of revenue for local govern-
menits

A R R I T { S T P 7
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Table 1
Estimates of Federal, State and Local Taxes by Major Sources for Fiscal Year 1973
(in millions of doliars)

Indwiduat Corporation
income income Sales® Property Other Total
Federat  $103.246 $36,163 $19,722 $ - $ 6,372 $165,493 (58%)
State 165,587 65,425 37,123 1,212 8,622 68,089 (24%)
Loca 2.408 : 4,924 43,970 ' 1,131 - 53,032 (19%)

Total $121.240 (42%) $41.578 (15%) $81.769 (22%) $45,283 (16%) $16,726 (6%) $286,595 (100%)

*Nales taxes include sales, gross receipts and customs revenue at the tederal level, general and selected sales tax revenue
and gross recetpts at the state level, and sales tax revenue and gross receipts at the local level

Source. EUS adaptation of U.8, Bureau of the Census Governmental Finances in 1972.73, p, 20. Thanks are due to Mr,
Will S. Myers Jr., senior analyst, Advisory Commission on Intergovernmental Relations, who was kind enough to forward
these figures, and those in Table 4, to the author,



I, however, the revenue system is viewed on a state-by-
state basts, a8 HO mdependent systems, the picture
changes. s some states the state collects the-majority of
tax revenue, while i other states local governments
raise more than half of all stateocal tax revenue (see

Table 2).

Table 2
State Taxes as a Percentage ot State-Local Taxes, 1971.72

New Mo aico 801 Flondg 825 Hinos 5256
Detaware n3 Tonnesses 82.2 Missour: 519
Wast Virgunig %9 Punnsylvama 616 Colorado 509
South Catobng 157 Vermont 811 Connecticut 508
Hawan %5 Rhude tstand 604 Kansas 50 7
Mississipgn %5 Arszang 60.2 Indhiana 505
Alabuma 747 Wisconsin 598  Oregon 50.2
NorthCatolng 74 4 Vitginia $9.6 Montana 49.7
Arkansas 742 Michigan 9.2 Massachusetts 48.8
Keniychy 138 Minnesota 58.8 New York 48.4
Louisidnag 101 North Dekota  58.1 Ohio 48.4
Alaska 68 4 Toxas 57.4 Cabforna 479
Orighoma 66.7 Maryland 1.2 Nebraska 46.2
Georgts 653 Maine 57.1 South Dakota  42.
{ehaho 648 Novala 58.5 New Hampshire 42.2
Washington 643 Wy bmung 655.2 New Jersey 39.8
utah 640 tows 53.1

Souree  Advisory Commusston on ntergovernmental Relations, Federal
State-Local Finances Signficant Features of Fiscal Federalism, 1973-74
edition, Vable A, p. 2.

As Table 3 indicates, all states receive revenue from sales
taxes and from the federal government. The individual
imncome tax, however, provides little or no revenue in a
number of states: (‘onnecticut, Florida, Nevada, New
Hampshire, New  Jersey, South Dakota, Tennessee,
Texas, Washington and Wyoming,

A number of interesting contrasts between states can be
observext. For example, Florida and Wisconsin both
recetve approximately two thinds of their total revenue
from the sources shown and hoth states rely on federal
funds for approximately the same percentage of their
total revenue (19-20 per cent). However, in Florida,
where the individual income tax is not used, the sales
tax provides close to one-half of all state revenue, while
in Wisconsin, anhroximately one-half (47 per cent) of
total revenue s contributed by the sales and individual
meome tax combined. Reliance on sales taxes, then, is
half as great in Wisconsin as in Florida,

Nohoo Foagnee Wherewirhais 9



Table 3
Percentage of Total State Revenue Derived
From Major Sources of Revenue, 1973

individual Fedargl
Sales® tncome Government Yotal
Alghama bk} 8 20 0
Ataska 8 9 40 54
Angong 35 9 20 64
Arkansas 34 9 32 15
Calforn 23 12 24 59
Cotorado i) 13 28 és
Connecticut 43 3 19 a5
Detaware 14 20 20 64
Floeuda 48 . 19 67
Georgia 36 11 30 76
Hawait 32 18 22 70
tdaho 25 12 29 66
Hinos 33 14 26 73
indana 38 13 2 72
towi 28 16 20 64
Kansas 32 10 25 67
Kentucky 33 9 28 70
Louisiang 27 6 25 87
Muine 35 5 27 67
Mary land 28 21 21 70
Massachusetts 20 23 23 66
Michigan 217 14 21 62
Minngsota 26 21 21 68
Mississipgy 37 5 31 73
Missour: 33 15 25 73
Montang 13 15 33 61
Net)raska 33 12 25. 70
Nevada 37 - 22 68
New Hampshee 20 2 23 45
New Jersey 31 1 27 64
New Mexico 30 ) 29 65
New York 28 20 26 67
North Caroling 30 18 24 69
Noith Dakota 27 7 27 61
Ohwo 29 7 17 63
Oktiahoms 25 7 31 a3
Oregon 9 20 27 56
Pennsylvana 29 14 18 61
Rhode istancd 28 10 28 a8
South Carohina 35 12 24 n
South Dakota 36 36 72
Tennetsee 37 ! 28 66
Toxas 38 - 27 65
Utah 26 11 29 66
Vermont 23 13 29 65
Virgima 27 17 22 86
Washing on 37 - 23 60
Wast Virginia 33 ? 33 73
Wisconsin 24 23 20 67
Wyoming 27 .- s 61
*Nales tax percentages include general and selective sales and gross receipts

taxes.

Source: FECS adaptations based on (.8, Rureau of the Census, Siate
Guvernment Finances in 1978, Table 7, pp. |1 9-26.
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Other contrasts mclude differences i dependence on
federal Tunds tsee Aluska and Ohio) and dependence on
revenue sources other than those shown in the table,
While some states obtain 75 per cent or more of thewr
total revenue from the sources shown, other states
depend on these sume revenue sources to a far lesser
extent. In short, each state has its own unigue fiscal
pattern as well as its own fiscal relationship with local
units of government.

Any tax base may simply grow or decline in response to
cconomie conditions. In recessionary periods, earnings
dechne with a resulting decline in the productivity of
the mcome tax. Lower ncomes tend to lead to fewer
sales and, eventually, a decline in property values. As
the major tax bases become smaller, so does the amount
of revenue available to the government. Similarly,
inflationary pentods tend to lead to an expansion of the
tax hases and to an increase 1in government revenue.

The responsiveness of a tax base to economic conditions
s referred to as its elasticity. 'The individual income tax
resporndds immediately to changes in income and has,
therefore, a high degree of elasticity Compared to the
mceome tax, the property tax is fairly inelastic since
changes in property values are sekiom reflected imme-
durtely in assessments,

A\ balanced revenue structure has need of both types of
taxes, Paxes that respond quickly to a decline in income
automatically afford relief to taxpayers at times when it
i most neaded, Inelastic taxes guarantee a fairly stable
source of government revenue regardless of economic
fluctuations. A\ dwversified tax mix, therefore, allows
government operations to  function without undue
interruption but leaves the level of government spending
reasonably responsive to changing economic conditions
and needs.

Each type of tax is vulnerable to criticism - the income
tax can be evaded and has loopholes; the sales tax,
particularly when 1t s levied on food and necessities,
can be a heavy burden for the poor; the property tax is
admmistratively costly, typically plagued by inequitable

11
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assessinent practices, and can clism an extraordinary
pereentape of househokt meome,

Fhe search for tax equity s based oa several generally.
held assumptions about firness i taxation:

® Progresnary venin Regreswrity: Does the tan regune
elatively more o1 the wealthy tavpaser's annuad income
thau the poor tavpaver's' 1 so, the tan s consdered o
be progressive and wates lugh on the equity scade.

® Jux iy Who tecerves the tax it Geneact) and who
turadly pavs it torcadence ) 1 the anpact of g s ditten
Bom ity mcerdence, so that the tan tends to be stutted 1o
those who e Tess able to pay 1, tanks fow an temms of
Cytity

® bl Ireatment of Fguals When g tan faly moe
heavily on one tiaxpaver than another, even though the
twor tanpavers aie sumtbardy sitaated, the tan s consid-
cred mequitahlye

NSome examples are i order, The idividual income tax
v considered progressive if it taxes wealthy individuals
al a hugher rate than it does poor individuals, The
federal icome tax, for example, has a graduated rate
structure. Although proyesivity is considerad desirable
from the staxdpomt of equaty, it can, if carried to
eatremes, serve as a disineentive to eaming  more
income, Neverely graduated income tax rates may also
encourige tax evision and requests from special interest
groups for preferential treatment,

Both the sales tax and the property tax are considered
refressinve. Ntiwee e larger percentage of the poor tax-
payer’s mceome is required for consumption, as opposed
to savings and mvestment, a larger percentage of his or
her mcome s pad i the form of sales taxes. {However,
when food and necessities are exempted and services are
taxedd, regressivity is reduced.)

Two homes, each with the same assessed value, will
ineur the simne property tax linhility regardless of the
meome of ther owners. Sinee the property tax payment
will require a larger percentage of the annual income of

2 Foucarion Commissgon ot the Ntates



the poorer taxpayer than it will of . the wealthiwer
taxpayer, the property tas s constdered regressive,

Economists engage in a continuing controversy over tax
shifting and the nadence of various tax measures. The
argument over the incidence of the property tax s
particularly heated. To the extent that property tax
payments car be shifted from landlords to renters, the
ncidence of the tax is unfavorable. The individual
income tax is not easily shifted and, therefore, its
impact coincides with its incidence.

The individual income tax is generally considered to
score well with respect to the “equal treatment of
equals” criterion. Two wage earners with the same
number of dependents, same wages and so fcrth, will
shouider approximately the same tax burden, The
property tax is least equitable in this regard. Property
tax rates vary from one taxing jurisdiction to another so
that two homeowners—each with property with the
same assessed value--may have considerably different
tax payments if they live in different taxing jurisdic-
Lons.

it is evident that there 1s inuch fauit to find with the
property tax -it is regressive, has a somewhat unfavor-
able madence and falls unevenly on similarly situated
taxpayers. Furthermore, it is a costly tax. Each local
taxing junsdiction must provide for the assessment, and
periodic reassessmen*  of exch parcel of land within its
boundarnes. If assessors are not adequately trained the
results are assessment disparities, taxpayer appeals and
lost revenue for the taxing jurisdiction. In general, it is
in the larger taxing jurisdictions (large cities) that
modern technology and economies of scale have made
possible efficient and professional property tax assess-
ment and administration.

For some property tax ills, remedies have heen found.
Many states now rebate part of all of the property tax
payment made by elderly low-income homeowrtiers (the
circuit breaker approach), thereby reducing the regres-
sive nature of the tax. Some state circuit breaker laws
include low4ancome renters, making the tax less regres-

Schoe! Fonanee Wherewithals 13
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sive for g larger number of citizens, The prosent trend to
reduce the number of assessing jurisdictions promotes
greater efficiency in property assessment adnunistration,
The larger the assessment junisdiction, the greater the
opportinity to mamtan a permanent staff of profes.
storal assessors and to utihze modern data processing
techmques and equipment,

The uneven distribution of property tax wealth among
taxing' junisdictions remains a basic difficulty. The
existence of a shopping center or an industral plant can
easily spell the difference between inadequate local
services and a well-financed local government. The
abihty of taxpayers, then, to provide themselves with
local services vanes from community to community.
This inability of communities to provide the same level
of services for a comparable tax effort is one of the
most serious unmet cnticisms of the local property tax.

Vanations in community wealth affect the level of
resources available to school districts and, therefore, are
m direct conflict with the concept of equality of
educational opportunity. State governments have for
years used state funds to reduce the gap in spending
levels between poor and wealthy school districts.
Aveording to the estimates of the National Education
Association, 43 per cent of all revenues for the public
schools i 197374 came from state governments. A
significant amount of state aid is distributed inversely to
local wealth, serving to partially equalize the distribu-
tion ot resources for education.

Recent state school finance reforms represent a consid-
erable effort on the part of those states to equalize the
spending capacity of individual school districts. State
reform efforts have taken two tacks. The first - property
tax rehief and reform-- requires an increase in state aid to
relieve the local property tax. It is usually accompanied
by the imposition of a tax ceiling at the local level
designed to hold education spending levels down in
wealthy districts while poorer districts catch up.

S Fiancul Status of the Public Schools, 1974 (Washington, D.C.:
National FEducation Association) p. 4.
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Property tax reform, at & nummum, includes the circuit
breaker approach to reducing the tax liabihty of elderly,
lowancome individuals. In Maryland, Maine and Mon-
tana, property tax reform includes the state takeover of
the assessmentit function,

The second approach is “district power equalizing™®
Under this plan, the state guarantees that a given tax
rate will generate a specified level of revenue per mill
regardless of the size of the property tax base. Poor
districts are thus guaranteed a reasonable tax yield for a
reasonable tax effurt. In most states, if the district tax
base is large enough to produce more than the state has
guaranteed, the district is allowed to retain the excess
and, therefore, districts of this type continue to huve an
advantage.

These approaches usually require a greater expenditure
of state funds for education. States that have under-
taken school finance reform recently have used the yield
from the automatic growth in their taxes, accumulated
surpluses and general revenue sharing payments rather
than higher tax rates or new state tax enactments.

If the problem were simply that of raising more money
for education, the answer might be to adopt measures
designed to expand local taxing powers, Over half of the
states have adopted piggvback taxes (where a local tax
rate is simply added on to an existing state levy) of one
kind or another. These measures permit localities to
diversify their tax base as well as to raise additional
revenue. However, local piggybacking on state sales and
imncome taxes will not result in greater equity since
neither the sales or income tax bhase are distributed
evenly among school districts.

In order to achieve a greater degree of equity, then, the
state must assume additional responsibility for the
raising and distribution of education revenue. The
Advisory (‘ommission on Intergovernmental Relations
(ACIR) has recommended that state governments, as a

YA hypothetical example of district power equalizing appears in
School Finance Reform The Whys and Wherefores by the author
tDenver, Colo. Education Commission of the States, 1975) p. 10.

School Fraance Wherewithals 1 5

Some
Guidelines



hasic objective of long range state-local fiscal policy,
assume substantially all responsibihity for financing the
local schools.d 1t has alko provided guidelines for
developing a hagh quahlity state-local fisenl system:

PoThe pessonal mcome tax, o the mterest of greater
tanpaser equity and  greater tiscal responsiveness to
coonomie Huctuations, should be the magor state tax
ustiament capable of producing 25 per cent of all state
revenue

e

The general sales tax, with exemptions tor food and
drugs, should  be the other major tax instrument,
providing between 20 and 2S per cent ol all state-docal
revenue. It should he broadened to include services,
which become increasmgly important as income in-
Creases, to reduce s regressivity.,

3. The local property tax should continue to serve as the
nujor tax o mstrument ot local governments. Appropriate
proviston should be made to guarantee uniformity in
asessiment practices, and a circuit breaker should be
tinanced by the state to reduce the regressivity of the
tan. It should be capable of providing 20 to 30 per cent
of all state-local revenue.

These recommendations would resuit in a state-local tax
system that is stable, yet flexible. School finance, as a
state responsibility, could be fashioned to meet the
equity criteria established in state constitutions and by
the courts.

Durning recent years an increasing number of states have
adopted or expanded the use of the individual income
tax. As Table 4 shows, in 1961 this source of revenue
produced 7 per cent of all state-local revenue. In 1973 it
was producing 15 per cent of total state-local revenue.
During the same period reliance on the local property
tax declined from 45 to 37 per cent. The use of sales
taxes remained relatively stable, rising slightly from 32

Y Federal State Local Finances  Significant Features of Fiscal
Federalzm, 1973-74 edition (Washington, D.C.: Advisory Com-
mussion on Intergovernmental Relations) pp. 1-4.
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per cent to 35 per cent, As ‘Table 3 illustrated, however,
the figures for individual states show a wide range.

The dinveraty that does exist 15 not, of course, likely to
pive way to any idealized revenue system. Some states
enjoy advantages that others do not share. For example,
states  may obtam significant revenue from severance
taxes (taxes levied on the extraction of natural re.
sources). In some states those with large-scale tourism
for example much of the tax burden is exported (paid
by resulents of other states). Then too, constitutional
provisions often shape the development of the revenue
system. The mdividual income tax, for example, is
unconstitutional in Flonda, Tennessee and Washington.

Tax systems, then, must be adjusted in accordance with
the umiquely different circumstances that exist in each
state and in accordance with state constitutional provi-
stons, ‘The prnnciples of revenue theory discussed earlier

Table 4
Major Sources of State-Local Revenue, 1961-1973
{in millions of dollars)

Indwvidual
income Property Sales® Totat
(State-Local) {Local) {State- Local) Revenue

Per Por Per
Amount Cent Amount Cent Amount Cent (State-Local)

1961 § 2,613 7 $17370 45 $12463 32 $ 38,861
1962 3.037 ? 18414 44 13494 32 41,554
1963 3267 ! 19,145 43 14427 33 44,014
1964 3. 8 20519 43 15,783 33 47,785
1965 4.090 8 21817 43 17118 33 51,243
1966 4,760 8 23836 42 19,085 34 56,647
1967 5.825 10 25,186 41 20,531 34 81,000
1968 1.308 1" 26835 40 22911 34 67,572
1969 8.908 12 29,692 39 26520 35 16,712
1970 10813 12 32963 38 30322 35 86.795
1971 11900 t3 36726 39 33232 35 94975
1972 1523/ 14 42133 39 37488 34 108,801

1973 17991 15 45.283 37 42,047 35 121,102

*Sales taxes include general and selected sales and gross receipts at the
state level, and wajes and gross recetpts at the local level.

Neurce  ECUS adaptation based on Advisory Commission on Intergovern-
mental Relations, Federal-State-Local Finances: Significant Features of
Fiwal Federahsm, 1973-7¢ edition, pp. 7-8, and U'.8. Bureau of the Census
CGiosernmental Finances in1972:73. p. 18,

Scbooy Forgnee Wherewtthal's
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One Last
Word

and the recommendations of the Advisory Comnussion
on Intergovernmoental Relations may help to spell the
difference between random  adjustments of the tax
system and  changes that result in a more equitable
system  that 18, in tax reform.

To most wenslators, school finance reform represents a
complex set of related problems. At the heart of the
matter hes the rather elusive goal of ‘“equalizing
educational opportunity.” Other state efforts those for
children who are, for some reason or another, educa-
tionally disadvantaged have the same objective. School
finance reform is just one facet (although an important
one) of restructuring the education system into one that
s more equitable and more responsive to the needs of
the children and parents it serves.,

The harmomazing of the related goals of school finance
reform and tax reform is apt to be overlooked as
legislatures deal with school finance as an educational
concern and tax reform as an aspect of fiscal manage-
ment. Certainly one of the major challenges facing state
legislatures today is that of dealing with these two major
responstbihities in a unified and purposeful manner.

1 8 Fducation Commussion ot the States
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