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Tanya M. Suarez and Deborah A. Polen
North Carolina Educational Policy Research Center

Executive Summary

This paper explores educational financial flexibility with a focus on the specific issues
surrouniding local flexibility in North Carolina school districts. Strategies that states have used
to increase local financial flexibility include: waivers, reduction of budget categories, block
grants, and school-based budgeting. Waivers increase flexibility at the local level by offering
varying degrees of freedom from state regulation without relinquishing state authority or ac-
countability. Reduction in the number of budget categories may provide greater flexibility
within specific programs while still retaining broad state interests. Block grants are the most
flexible method of financing school districts; funds are sent to districts in one lump sum with
few specific requirements as to how the monies are to be spent. An increasingly popular type of
financial flexibility is school-based budgeting which transfers decision-making authority from
the district to the school building level. Examples from states using of each of these strategies
are included in the paper.

Experiences in states reveal both advantages and disadvantages associated with each
strategy. Waivers offer relaxation from regulation to support school improvement, and may
serve as incentives for improvement. However, state examples show that districts do not seem to
participate heavily in rule-by-rule waivers even when the opportunity is available. Reduction in
the number of budget categories often means that fewer regulations will be specified within
categories, thus increasing some measure of local flexibility. However, this strategy jeopardizes
state interests previously protected under categorical grants and districts risk losing funds be-
cause broader categories are more prone to budget cuts. Block grants provide the greatest
flexibility, however, the focus of the funds is obscured and these grants are more prone to budget
cuts than are categorical grants. School-based budgeting provides participants with the authority
to use funds more efficiently and effectively to address local needs, but poses a serious challenge
to authority relationships within schools districts. State mandated school-based budgeting may
also be problematic in schools districts whose superintendents are not in favor of the initiative.

The North Carolina system of school finance, while having a number of features in
common with other states, is distinctive because state statutes (School Machinery Act of 1933
and the Basic Education Program Act of 1985) require the state to provide the instructional
expenses for current operations of the public school system. Local school districts have argued
that the finance system that has evolved from these statutes constrains actions. Inresponse to
local concern, financial flexibility has been studied by various commissions, task forces, and
study gronps including the Governor’s Commission on Public School Finance (1979), the
School Finance Project (1983), Task Force on Accountability/Flexibility (1989), the Forum
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Study Group (1988), and Government Performance Audit Report (1992). The most common
recommendations from these groups are increasing flexibility at the local level by reducing the
number of line-items and/or by using reversions. However, few recommendations have been
implemented due to the barriers to flexibility inherent in the state system of funding ir.cluding
line-item budgeting, reversions, and personnel.

Line-items offer three important benefits to the state: (1) specification of particular
statewide interests, (2) increased potential for resources through reversions, and (3) a detailed
system of financial accounting. Major reductions in the number of line-items may diminish
these benefits.

In North Carolina, reversions of unspent funds into the General Fund provide both
resources for the upcoming year and a cushion against overspending. Some strategies for flex-
ible funding have the real potential of reducing the amount of funding in the State’s General
Fund. Until different strategies are developed to secure funds for the General Fund, or the State
is willing to risk having fewer funds available, reversions will continue to be a barrier to local
flexibility.

Personnel is the largest recurring expenditure for public schools. There are two barriers
to the use of personne! funds to achieve greater flexibility: (1) the potential for detrimental
impact on educational programs if districts exercised the flexibility to e llocate personnel
critical to instruction; and (2) statutes and regulations that limit flexibility (e.g., guaranteed
salaries, state salary schedules, class size restrictions, and certification). Strategies to achieve
greater flexibility need to address these barriers if local flexibility is to be increased.

Points to be considered when devei, g strategies for increasing local financial flexibil-
ity include:

1. Policies for local flexibility must support the state’s constitutional responsibility
for school finance, or statutes must be changed to shift more responsibility for
school finance to local governments.

2. In order to develop, implement, and judge the adequacy of policies for flexibility
the purpose to be served must be specified.

3. To be successful, any plan for local flex:vility must accommodate important state
interests.

4., Waivers provide limited flexibility. Analyzing and changing restrictive regula-
tions may be a more effective strategy for achieving flexibility.

5.  Strategies proposed for increasing local financial flexibility should be analyzed
for negative as well as positive consequences.
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Financial FLEXIBILITY IN NORTH CAROLINA SCHOOLS

Theissueoflocal flexibilityinthe use of state
resources isa complex and recurring one because
it involves two competing policy values — the
value of liberty which places local educational
agencics such as schools in the position of deter-
mining their own direction and destiny, and the
value of equality which supports uniformity
across local agencies to achieve similar educa-
tional goals for all citizens. Both values are
highly regarded; therefore, issues such as finan-
cial flexibility which pit the two against each
other are difficult to resolve satisfactorily.

Advocates of more flexible use of state re-
sources at the local level cite the ability to: (a)
- address local needs, (b) shift resources to needs
as they arise, (c) increase efficiency in the use of
resources, (d) reduce resources directed to ad-
ministrationand monitoring of external rules and
regulations, and () foster local innovation (Orm-
stein, 1974; Henderson, 1983; McLaughlin, 1988;
Clune & White, 1988; Augenblick, Gold &
McGuire, 1990; Monk, 1990; Swanson & King,
1991).

Critics of more flexible use of resources at
the local level suggest that: (a) important state
priorities maynotbe addressed, (b) students with
more costly needs may not be as readily served,
(¢) accountability will decrease, (d) high quality
local programs may decline if they arenot alocal
funding priority, (¢) there may be probiems in
achieving local consensus ~n how to use funds,
and (f) less specified categories for funding
would be easy targets for budget cuts (Henderson,
1983; Guthrie, Garms, & Pierce, 1988; Monk,
1990; Swanson & King, 1991).

The purpose of this paper is to explore the
issue oflocal financial flexibility with a focus on
the implications for North Carolina. The paper

begins with a description of some of the strate-
gies that have been used at the federal, state, and
local levels to achieve greater flexibility; then
focuses on the North Carolina school finance
system, its experiences with financial flexibility,
and barriers to flexibility contained in the State’s
system, and concludes with a discussion of the
some observations regarding the issue of finan-
cial flexibility in North Carolina.

STATE FINANCE STRATEGIES THAT SUPPORT
LocaL FLEXIBILITY

Surprisingly, one of the consistent findings
of reviews of educational finance in this day of
reform and restructuring is that very little has
changed since the publication of A Nation A* Risk
(Augenblick, Gold, & McGuire, 1990). Many
states are in the midst of rethinking and redesign-
ing their basic financial structures to achieve
equityas aresult of court decisions, but few states
have made changes in school finance practices
consistent with new initiatives to change the way
that education is designed and provided. Efforts
toalter finance related to reform have been in the
form of pilot projects or categorical funding
programs to support specific reform initiatives
rather than statewide changes in the distribution
of funds to school districts. The most common
strategies to increase local flexibility that have
been used in these circumstances have been: (2)
waivers; (b) reduction of the nurnber of budget
categories; (c) block grants; and (d) school-
based budgeting.

W AIVERS

Waivers allow for increased flexibility at the
local level through deregulation without the loss




Waivers

| In 1989, South Carolina passed ~Turger 2000: School Reform jor the Nexr
Decade.” Three of the programs included in this reform legislasion provided for
saivers from state regulations: (a) Dropout Prevention Program: (b} Innovative
Grant Program; and (c) Deregulated Schools Program.  ~

Both the Dropout Prevention Program and the Innovative Grant Program offer
rule-by-rule waivers to those schools which compete Jor and receive the special
program grant. These schools are then eligible to apply for wasvers. However, very
few of the participating schools have taken advaniage of the waiver process. Of the
71 schools participating in the Innovaive Grant Program only 4 schools requested
waivers regarding defined minimum program standards; of the 32 grants with the.
Dropout Prevention Program. only 15 waivers were submitred, witl some schools
requesting multiple waivers.  Genrerally, waiver requests swere Jfor variations of
instructional time and for credit hours (Fuhrman & Elmore, 1992).

High perjorming schools may also apply for the Flexibiliny Tirough Deregu-
lation Program which provides automatic exemptions to schools meeting four strict
performance criteria. The purpose of the program is 1o “stimulare innovation and
creativity in South Carolina schools by giving exemptions from many siate statnitory
und regulatory requiremens governing school operations and programs” (South
Carolina State Board of Education, 1992, p. 7). This program offers exemptions from
the defined minimum program standards (class scheduling, class structure, and
staffing), basic skills assessment program, and state funded compensatory education
and state funded remedial education for a period of up to 31 months.

In January 1990, 230 out of 1100 schools in Sowth Carolina quualiified for the
Deregulation Program. The range and types of activities in these schools have varied
during the ensuing months. Some schools have donelittle to deviate from their defined
minimum programs while others hav» heen quite innovative in altering their pro-
grams. However, it is interesting 1o note that many of these innovarions could have
been accomplished prior te implementation of the Deregulation Program. buthadnot.
(Fuhrman & Elmore, 1992) R T -

In 1989, Washington implemented -Schools for the 21st Century to promote
local innovation in participaiing schools or districts. - Rule-by-ritle waivers. are
provided. However, waivers have beén requested infrequently by the project sites. Of
the 21 projects participating in the first year; six requested a total of 15 waivers, of =

which nine were granted. The most common waivers requesied were: (a) regulations .

governing total program- hour offérings for basic skills “and work skitls; and: (B}
classroom téacher-studént contact hours:: Project sites reported barriers other'than: -
regulation to be problematic (e.g., lack of funding; skepticism, weak district support};: -
thies, waivers were not as useful as originally anticipated..(Fry, I uhrman;. & Elmore,.

11992)

Figure 1. Waivers

2

Ly



of'state authority oraccountability. Local schools
or districts may request to be released from
specific state rules and regulations. Districis or
schools must apply for a waiver from each
regulation they wish to be exempted. Waivers
are appealing because they offer individual dis-
tricts varying degrees of freedom to maximize
the use of existing funds while maintaining and
protecting the state’s interests.

The state descriptions contained in Figure 1
provide examples of waivers used in reform
efforts to support school improvement and ex-
amples of incentives for improvement. The
actual experience with waivers in these two
instances, however, suggests that the policy is
more conceptually than practically sound. Dis-
tricts do not seem to participate heavily in waiv-
ers when the opportunity is available.

REDUCING THE NUMBER OF BUGGET
CATEGORIES

As public education in the United States
became more inclusive and comprehensive, the
variety and number of areas in which states
provide fiscal support increased. This led to the
creation of numerous expenditure categories with
rules that dictate the spending of state funds and
place limits on local flexibility. Collapsing the
number of budget categories is one strategy that
provides greater tocal flexibility. The appeal of
strategies forreducing the number ofline-item or
programmatic budget categories is that they pro-
vide local flexibility while still retaining broad
state interests. The state-level risk is thatspecific
state interestsreflected in line and programitems
will be obscured. Local districts are potentially
atrisk of losing funds because broader categories
are more prone to budget cuts.

Reduction of Categories

South Carolina is currently working on an Education Consolidation:
planwhich collupses 16 special competitive grant program categories info tvo main
categories. (a) Innovation, and (b) Family Literacy
funding for the nvo initiatives will be based on both average daily membership and.
equiry. Once funding levels are determined, 70% of the finds will be sent directly to
the schools with the remaining 30% going to support districi-level innovations..

Utah prowdes 7; % of educat:onal ﬁnancmgm thestate Severztypercenrofzhe

& Services Coltaborative. The

special educatwiz, v ocatzona[ educatmn and a career [adderprogram szerehas been
limited variation across districts in how State fzmds ar espent however because mosz‘"*"’
of the funds support personnel. - Prior fo'the present:syst ‘
system called the Speczal Prirpose Opz‘zon “Ifa a’zstrzct izaa’ a proposal u/zzch would:
uddress ivcal probiems und required funds from several line irems (e.g., bilingual

education; class size reduction, and-textbooks); the district could,-with appraval, . -
combine money from all of those accounts to pay for the proaram T/zzs provram was

- discontinued when the current program was mstttz:fed

Figure 2. Reduction of Categories.
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The two states in Figure 2 used line item
reductions in different ways. For South Caro-
lina, line-items were collapsed for special pro-
grams. In Utah they were collapsed for the
regular education program and categorical fund-
ing was retained for special interests. The ex-
amples also point out a potential problem with
any strategy forincreasing flexibility. The finan-
cial requirements for providing basic educa-
tional programs are quite high. For many states,
particularly in these times of scarce resources,
there may be very little money left after paying
for essentials to use funds flexibly.

BrLock GRANTS

Block grants are the most flexible method of

* financing school districts. Funds are sent to the

local school district in one lump sum with few
specific requirements as to how the monies are to
be spent. Districts are allowed a greater degree
of “flexibility” with the funds and thus are af-
forded greater discretion in design and imple-
mentation. The responsibility and administra-
tion of many funding decisiors shifts from the
state to local personnel who are in most direct
contact with the students (Swanson & King,
1991). !

As described previously, some states have
experimented with collapsing a number of line
items into several large, block-like categories.
But few have attempted to collapse all funds
going to the district into a single block grant.
However, block grants have been used by the
federal government for many years, and such
experience lends insight to the discussion of
block grants from the state to local school dis-
tricts.

The federalblock grantexperiencedescribed
in Figure 3 illustrates both benefits and liabilities
of flexibility. States benefited fromthe ability to
address local needs and the reduction in regula-

tions and paperwork associated with ths many
programs that were consolidated. However, the
program also included an across-the-board bud-
get cut that could not be associated with any
particulur priority and resulted in severe reduc-
tions in programs for states that had large num-
bers of special populations who had previously
been targeted for funds.

ScHOOL-BASED BUDGETING

Traditionally, states distribute education
funds to school districts or other local govern-
ment units which are then responsible for the
distribution of funds and/or resources to indi-
vidual schocls. For this reason, most discussions
of flexibility focus on methods of achieving
greater flexibility at the district level. However,
as governance moves from the district to schools
through implementation of site-based manage-
ment plans, so does the concept of financial
flexibility. One of the most common types of
school flexibility at the building level is school-
based budgeting. School-based budgeting re-
quires the transfer of decision-making authority
from the district to the schiool building level. It
may be mandated to all districts by the state or it
may be initiated by the school district for some or
all of the schools within the district (Wohlstetter
& Buffett, 1992).

The benefits of school-based budgeting in-
clude: (a) increased efficiency because budget
decisions occur closest to those affecied by the
decisions (Levin, 1987), (b) increased flexibility
inthe instructional program because the school’s
spending authority is expanded (Clune & White,
1988), and (c) more accountability close to the
actual instructional process (Ornstein, 1977).

However, experience shows that there are
potential problems associated with scheol-based
budgeting,. First, in order for budget decisions to
shift from the central office to the schooi build-
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ing level, authority relationships within school
districts must change. In practice, budget deci-
sions have been delegated to the school levei, but
real expenditure authority has remained at the
central office (Hentschke, 1988). Second, dis-
trict site-based management programs have of-
ten run afoul of state rules and regulations.
Likewise, state-initiated programs have run afoul
of district rules and regulations. And finally, in
situations where the state has mandated school-
based budgeting, problems arose when district
superintendents did not support the initiative.

One of the newest initiatives designed to
increase financial flexibility at the local level
involves channeling state funds dirsctly to local
schools (Odden, 1991). A few states have initi-
ated pilot studies in which indiviaual schools are
given complete discretion over some parts of
their budgets for school innovation or school
improvement (Augenblick, Gold, & McGuire,
1990). These schools have complete control
over their resources and may apply for further
waivers from other stateregul: ~ns. However,
to date there are no reports of states sending all

Federal Block Grants

The mosrt rar reaching example of federal block grams occurred in 1981 wiren
rhe government consolidated 43 categorical grants into one biock gram under the
LEducarion Consolidation and improvement Ac: (ECLL). The consviidation of the
caregorical granis was 10 serve nvo purposes: (a} reduce administration, monitoring,
and evaluation; and (b} transjer power back io the states by aligning educationai
decision making and programimplementationsvith local needs (Comptroller General
ofthe United States, 1984). T¥ith reduced administration, monitoring, ¢evaluation, and
increased. decision making ar the local and state level, the federal government
reasoned that states wouid be wiie 1o use federal dollars with greater efficiency: The
benefits of this npe of program were appealing. "States would have increased
Hexibility in deciding how tedera! dollars were spent. Further states would be
refeased from the mvried of jederal paperwork, administration. monitoring, and
cvaiuation accompanyving each of the 43 categorical programs.

However, there are tradeofis to tie benerits of consolidaring caregorical junds
into ablock grant; changing the locus of control fromthe federalto the stare fevel had
both economic and programmatic impacts on state educanon The economic rradeoﬁ?s'
meant that fewer federal dollars were sent t0 the state level.” The federal government.
reduced fisnding 10 the states by an average of 12. ‘percent. etplammg that.greater
efficiency in the use of these dollars-meant that fewer.dollars: would be:needed.
F urther there were pmorammanc rradeoffs. The zmpacz of tlus reauctzon hzm the
ﬂésmro &C .":.’ i 1088: I’cmragc'n. 1984). Undar!he urewous categorice! Qram: stares
with large numbers of poor and-minority children received federai rinds carmarkea
Jjor these popuiations based on funding formulas.’ However; under ECL1, these
categories were consolidated vhich meant states no. l_qn ger had tlzese spectiic federal
dollars 10 reach these populations.

Fzgure 3. Federal Block Grants
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school funding directly to the school site. Re-
search for this study revealed that in most (if not
all) states, education funds are still distributed
from the state to the district or governmental unit
level in a traditional manner, with the superinten-
dent and local school board deciding on the
distribution of resources to the school site in
accordance with federal, state, and local law.

As states are developing and implementing re-
forms that place substantial decision-making
authority at the school level, they are also begin-
ning to develop strategies to provide school-
based participants with the authoritytouse funds
flexiblytoaddress theirneeds. This is adifferent
kind of flexibility than the strategies previously
described, but one that can be expected to be-
come more prominent as statesinclude strategies
such as site-based management in their reforms.

SUMMARY

This review showed that financial flexibility
is often part of a larger change effort. In the case
of federal block grants it was part of a change in
ideology from the federally-sponsored Great
Society Programs of Lyndon Johnson to the
minimization of federal involvemem instateand
local affairs led by the Reagan administration.
Waivers and site-base budgeting are strategies
often included in recent broad educational re-
forms. Reductions in the number of line-items
does not appear to be aligned with any particular
change effort but have been used in a variety of
ways in specific state programs. Perhaps the
most important implication of this review is that
financial flexibility is not often used as an end in
and of itself, but as a strategy that is part of a
larger program or ideology.

Buffert, 1991).

School-Based Budgeting

Florida has emphasized school-based budgeting in legislation spanning the past:
nwenty vears. The state provides for voluntary parricipation in school-based manage-
nment and school-based budgeting. State funds are given 1o participating districts for-
professional development activilies and technical assistance to: a) develop fiscal.
decision-making capacity, and.b} promote restructuring reform at the local level.

California uses a number of differencstraregies 10 support school-based budgering
including reducing the number of categories to increase flexibility at the local level,".
providing additional resources 10 schools, and combining . funds from diffecent..
categories withoutthe requirement of tracking where funds were spent (Wohlstetter &
Buffett, 1991, p: 6). The state also provides 8. days:of -released time for.staff.
development in schools to design budgets based on local ;chool.fz'eeds (Wohlstetter::.

Kentucky has mandated that by 1996 school-based management Wi.{ beinall”
school districts. The potential role of school-based budgeting isunderconsidrzrazion; ‘.
however the way has been paved by the development of a new-accounting manual..

" created tofacz'litatescho;.’-based.budgeting (Odden,; 1992)... ...~ - e

Figure 4. School Based Budgeting
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The review also indicated that flexibility has
potentially negative consequences as well as
benefits. The advantage of heavily specified
systems of finance is that interests are clearly
articulated and supported. Efforts such as block

grants that eliminate specificity also eliminate
the focus of the funds and leave them vulnerable
to changes such as across-the-board reductions
that are not related to need.

C o)
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Tae NorTH CAROLINA EXPERIENCE

In order to understand the applicability to
North Carolina of the strategies described previ-
ously, it is first necessary to understand how
North Carolina finances its public schools.

THE NorRTH CAROLINA SYSTEM OF
ScrooL FINANCE

The North Carolina system of school fi-
nance, while having a number of features in
common with other states, is distinctive in its
reliance upon state revenues to support elemen-
tary and secondary education (Governor’s Com-
missiononPublic School Finance, 1979). While
anumber of circumstances and events haveledto
the dominance of state funding of public educa-
tion, two legislative acts have particular signifi-
cance: (a) the School Machinery Actof 1933 and
(b) the 1985 Basic Education Program.

The Constitution of 1868 mandated that the
General Assembly provide a “general and uni-
form” system of public schools. A number of
strategies for funding public education were
used until 1933 when, with the passage of the
School Machinery Act, the State accepted the
responsibility to provide teachers, administra-
tors, and instructional resources for education
while local districts retained most of the respon-
sibility for providing the physical facilities for
education. This Act distinguishes North Caro-
lina from most other states by providing for the
funding of public education through the state
rather than from local efforts through property
taxes and levies. The Act is also the basis for
state, rather than local, control of educational
financing in the State.

In 1985, the State went one step further
passing the Basic Education Program (BEP)
which specified that “uniform” meant that all

children in the State would have equal access to
a basic, not minimum, education program. The
BEP required that a standard course of study be
provided, that class size be regulated, and that
specified instructional supportbeavailable. Fund-
ing for the BEP, like the School Machinery Act
was to be provided by the State.

The historic effect of state and federal fund-
ing for local schools was the creation of a com-
plicated system of formulas to allot resources to
local school districts. For 1992, there was the
possibility of state and federal resources being
allotted to districts in 84 separate categories with
approximately 50 categories providing funds to
all districts.

There are several key features of the State’s
finance system. First, the State has developed
salary schedules for most school employees and
providesresources forsalaries and benefitsbased
on these schedules. Second, the salary of a
number of school positions, notably classroom
teachers, is guaranteed by the State, i.e., the State
pays the actual salary and benefits of the em-
ployee based on its salary schedule rather than
forcing districtstoabsorb thedifference between
an average salary and that of amore experienced
employee. Third, certain allotments reflect spe-
cific state interests beyond the BEP such as the
Willie M. program, the program for preschool
children with disabilities, and the inclusion of
teacherassistants in K-3 classrooms. With these
allotments often come conditions under which
the funds may be used and, for some, prohibi-
tionsagainst flexibility. Finally, withfew excep-
tions, resources remaining in individual allot-
ment categories reve.t from the Public School
Fund to the State’s General Fund on July 1 of
each year and become part of the State’s total
resource base for the new year.
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Within thissystem of finance, heavily prescribed
and supported by the state, the issues of local
flexibility must be considered.

FINANCIAL FLEXIBILITY IN NORTH CAROLINA

The issue of incre sed flexibility in public
school funding has been considered many times
in North Carolina. This section of the paper
describes some of the major efforts and recom-
mendations from 1979 to the present.

The 1979 Governor’s Commission on Publi¢
School Finance. In 1977 Governor James B.
Hunt, Jr. authorized a Governor’s Commission
to study the North Carolina public school finan-
cial system and prepare recommendations which
would assure more equitable financial support
forequal educational opportunity for every child
in the state (Governor’s Commission on Public
School Finance, 1979). The Commission listed
several criteria for an equitable funding formula
that included: (a) “a substantial degree of flex-
ibility should be maintained so as not to restrict
local response to unique conditions or to limit
local aspiration in advancing public education,”
and (b) “a proper balance must be created be-
tween state assurance of reasonable uniform
educational opportunity and local discretion” (p.
2).

At the time of the report, the State used 63
line-item allotments to distribute fundsto schools.
The reportdescribed three limitations of the line-
item allotments: (a) the many standards and
criteriaused do not focus directly on educational
needs and program costs, (b) the volume of
formulas and accountability standards may tend
torestrict local prerogative, and (c) the system of
many small categorical grants does notpresent a
comprehensiveapproachto funding. They stated
an opinion that local school districts should be
freed of some of the financial accountability
controls for the many line-items. A major rec-

ommendation of the report was that the entire
system of base funding for public education be
changedto one based on program costratherthan
line-item allocations {(Govemnor's Commission
on Public School Finance, 1979).

The School Finance Pilot Project. In 1983
the General Assembly called for the develop-
ment of the BEP and of a pilot project that would
explore a system for allocating funds that was
responsive to both state and local needs. Specifi-
cally, the General Assembly allowed the eight
participating districts “...greater flexibility with
funds appropriated through any line iters not
governed by special provisions to the several
appropriation acts” (North Carolina State De-
partment of Public Instruction, 1987). Districts
were able to flexibly use funds in 21 of the 59
major expenditure categories. About 80% of the
total operational funds from the State were in-
cludedinthe project. Districts could also request
waivers from the State Board of Education and
the Advisory Budget Commission in the remain-
ing 38 categories. A third strategy was modifi-
cation of the fiscal year that allowed the districts
to spend state money through August 1 on sum-
merschoolratherthanhaving toreturnali unspent
funds on June 30.

The experience of the Pilot Project was that
onlylimited flexibility was actually available. In
their external evaluation of the project, King and
Ritchie (1987) found that a number of waivers
requested from the State Board and the Advisory
Budget Commission were considered reason-
able and necessary by the local school district,
but were not granted. The reasons waivers were
not granted appeared to be adherence by the State
to specific rules and regulations rather than a
propensity to waive rules for the pilot projects.
Secondly, there was pressure exerted by interest
groups in Raleigh to deny waivers. Uncertainty
regarding continuation of the project led districts
to use flexible funds on non-recurring items
rather thanonlongerterm programs. Inaddition,
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districts found that the realities of the BEP, class
size restrictions, and continuing personnel obli-
gationsleftlittle in the way of financial resources
that could be used flexibly.

In spite of these limitations, the participating
districts were very satisfied with the added flex-
ibility and recommended that the program be
continued. They cited benefits of improved
planning, more efficient use of resources, the
introduction of instruction in areas where re-
sources were previously inadequate, and the
introduction of special programs to meet local
needs such as remedial programs, in-school sus-
pension programs, etc. Participating districts
found the ability to carry over and spend funds
until August 1 particularly helpful in financing
summer school programs (King & Ritchie, 1987).
Often mentioned by those participating were the
particular benefits of added flexibility to small
schools and low wealth districts.

The external evaluation also recommended
the continuation and expansion of the project. In
addition, King and Ritchie (1987) recommended
that: (a) flexibility be granted in several broad
categories; (b) the reversion date of August 1 be
continued; (c) districts be able to carry a certain
percentage of unspent funds forward as cash
balance, planning funds, or summer school sup-
port; (d) pre-service and in-service preparation
in decision making and budgeting for board
members, administrators, and teachers be pro-
vided; and (e) the State should tolerate more
discretion in local efforts to meet state goals.

In September of 1988 the State Board of
Education informed the General Assembly that
the Board would not request the same model
tested in the Pilot Project. Instead, the Board
asked that the Department of Public Instruction
staff work with the Legislature to develop anew
model that would more appropriately test flex-
ibility (North Carolina State Board of Education,
1988). No further legislative action was taken

and the Pilot Project was discontinued.

Task Force on Accountability/Flexibility.
Because the strategies used in the Pilot Project
were not deemed suitable for statewide applica-
tion and legislation still called for reports on the
issue, the State Department of Public Instruction,
in January of 1989, called together a task force of
superintendents, principals, teachers, local school
board members (including representatives of the
pilot units), and members of the General Assem-
bly to develop alternative approaches for local
financial flexibility for the State Board’s consid-
eration.

In their report, (Task Force on Accountabil-
ity/Flexibility, 1989), the Task Force recom-
mended the following:

1. Optional participation in the accountability/
flexibility program,;

)

Provision of staff development regarding
flexibility for many different groups, includ-
ing local county commissioners and local
boards of education,;

3. Accountability based on improvement in
certain student outcomes and the conditions
of learning and teaching;

4, Specific changes providing more flexibility
in current legislation regarding class size,
certification, teacher assistants, and text-
books;

5. Reduction of 44 current line items into seven
allotments for: (a) instructional personnel
(certified), (b) instructional support person-
nel (certified), (c) instructional support -
general, (d) administrative support, (€) in-
structional supplies/materials/equipment/
textbooks, (f) exceptional children, and (g)
remediation.
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TheForum Study Group. In 1988 The Public

School Forum brought together 77 business,
educational, and political leaders from across the
State to form The Forum Study Group. The
Group’s charge was to frame policy alternatives
that would lead to better schools. Like similar
groups across the country, The Forum Study
Group stated their belief that nothing short of
fundamental restructuring of schools was suffi-
cient to improve education in the State. The
critical elements in this restructuring were de-
scribed as: (a) accountability defined in terms of
student success, combined with (b) flexibility at
the school and district level.

The group stated their opinion that more
control and flexibility over educational deci-
sions and resources should be returned to the
local level in exchange for demanding account-
ability standards for student achievement (The
Forum Study Group, 1988). Specifically, with
regard to flexibility the report called for:

1. Greater flexibility in the use of personnel
* resources, especially in the area of providing
general assistance to teachers.

2. The collapse of 70-plus non-transferable
budget line-items and the abilityto transfer
funds into other areas grantedto local school
boards and educators. The recommended
categories were: (a) instructional personnel,
(b) instructional supplies and equipment, (¢)
instructional support personnel, (d) general
administration, (¢) auxiliary services, and (f)
categorical programs.

The purpose for this flexibility was to allow
districts to redirect resources to areas of local
need. Without this flexibility the Group ques-
tioned the public’s ability to seek account ability
forresults. They indicated that too little flexibil-
ity would also undermine the support of school-
based staff for accountability (The Forum Study
Group, 1988).

Waivers in Senate Bill 2. The primary
strategy for enhancing local flexibility that has
been enacted statewide istheindividual, rule-by-
rule waivers contained in Senate Bill 2 which
was passed in 1989. Under Senate Bill 2, school
districts could apply to the State Board for waiv-
ers from state laws in the areas oft class size,
teacher certification, textbooks, and assignment
of teacher assistants. As of November 1992,
2,494 waiver requests from school districts had
been received. Of these waivers, 743 (30%)
related directly to school finance.

Approximately 51% ofthe 743 finance waiv-
ers were recommended for approval, 12% were
recommended with specific stipulations, and
25% were not recommended. The remaining
12% either did not require waivers, were under
consideration statewide, or required more infor-
mation before a decision could be made (see
Table 1).

These results show that sume waivers were
consistently approved by the Board while others
were not illustrating the complexity of competi-
tive state and local interest in the waiver process.
Three waivers recommended consistently by the
Board were: (a) flexibility in the use of summer
school funds for remediation during the regular
school year, (b) flexibility in the use of instruc-
tional materials/textbooks, and (c) flexibility in
the use of BEP position and funds. These
waivers were related clearly to the structure and
process used to provide instruction.

The information available for this analysis
was not as informative regarding waivers that
were not approved. However, a 1991 report by
the North Carolina Department of Public In-
struction of 2000 waiver requests reviewed indi-
cated that slightly less than half of the ones not
approved were ones over which the Superinten-
dent and the State Board of Education had real
discretion. The remaining requests, such as
requests for exemption from state purchasing
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and contract regulations, were prohibited by
state or federal law and beyond the purview of the
Department of Education (North Carolina De-
partment of Public Instruction, 1991).

In this short time period, North Carolina’s
experience with waivers has been mixed. The
mechanism of waivers has provided some finan-
cial flexibility. However, only half of the finan-
cial waivers requested for financial flexibility
were granted and these represented on'y 15% of
the total number of waivers requested. Also the
analysis revealed that districts requested greater
flexibility from both education regulations and
those that were imposed by the State outside of
education. Since the State Board of Education
does not have the authority to grant waivers in
areas regulated by other areas of state govern-
ment, many rules and regulations that restrict
flexibility are not included in the present waiver
process. Finally, according to the 1992 Govern-
ment Performance Audit report (KPMG Peat
Marwick, 1992) the funds affected by the waiv-
ers were minimal ($3.4 million of the over $3
billion state school budget).

House Bill 1340, whichrevised Senate Bill 2,
shifts the opportunity of financial flexibility
from the school district to individual schools.
Individual school staff must prepare their own
schoolimprovement plans based on the district’s
performance goals. Schools desiring waivers
will include waiver requests as part of their plan.

It is uncertain, given the State’s finan~ial
system and local district practices of providing
resources to school sites, how the statute will
provide for school-based financial flexibility or
how this school-based waiver system will affect
school districts’ ability to use funds flexibly.

Flexibility for The University System. In
1990 and again in 1991 the General Assembly
passed legislation to provide additional manage-
ment flexibility to the State’s University of North

Carolina campuses. The 1990 legislation con-
tained nine provisions, some of which included:
(a) consolidation of several budgetitems, (b) use
of unspentutility funds, (c) transfer of funds into
instruction and libraries from other purposes, (d)
phase out of the inclusion of overhead receipts
for General Fund operating budget, and (e) re-
funds to campuses of sales taxes on contracts and
grant expenditures.

A 1991bill provided further flexibility which
allows campuses meeting specific requirements
so as to be designated as a Special Responsibility
Constituent Institution to: (a) receive a single
sum budget, (b) revert an amount equal to an
adjusted historic reversionrate, and (c) retain up
to 2 1/2% of unspent General Fund appropria-
tions above the required reversions amount for
one-time expenditures.

Government Performance Audit 0f 1992. In
1991 the North Carolina Legislature authorized
a performance audit of the entire state govern-
ment operation. The report on funding public
education (KPMG Peat Marwick, 1992) noted
that “funding formulas are too controlling and
prescriptive to allow local school districts to
effectively manage their operations. The current
waiver process does not provide the necessary
flexibility” (p. 5.4). The report cited recent
effortsto increase flexibility through the consoli-
dation of some funding categories by the 1992
General Assembly, the flexibility provided inthe
fundsallottedto the small andlow wealthschools,
and waivers. However, thereport noted thateven
ifteaching positions were excluded from consid-
erations of flexibility, over 43% of the state
education budget, orapproximately $1.4 billion,
is significantly restricted as to purpose or use
(KPMG Peat Marwick, 1992). The report con-
cluded that these restrictions not only limited the
ability of local units to manage their operation,
but also had the potential of reducing the overall
benefit to the State of the funds it was allocating
by reducing their effectiveness and efficiency.
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The report recor mended that “efficiency in
school district and school operations can be
improved by simplifying funding formulas and
empowering the school districts to manage for
results” (p. 5.11). Specific suggestions for in-
creasing flexibility and efficiency included: (a)
combining major non-teaching funding catego-
ries, (b) contracting out services in communities
where private sector resources are available, (c)
providing some services through multi-county
or multi-district service delivery mechanisms,
(d) providing incentive awards for increased
efficiency, and (e) allowing districts to carry
forward a portion of their savings resulting from
flexibility. The concluded by stating that, “the
realization of actual benefits will be dependent
upon the General Assemblyand its willingness to
expand the flexibility begun in Senate Bill 2 and
the local school districts themselves and their
resourcefulness and creativity” (p. 5.12).

BARRIERS TO FLEXIBILITY

This portrait of North Carolina reveals a
public school finance systemthatis heavily state
funded and controlled. It also reveals a number
of efforts to come up with plans for increased
financial flexibility at the local level for public
schools that have not been adopted. The experi-
ence of the State’s university system has been
quite different. A number of allowances have
been made quite recently to both increase the
flexible use of funds and to increase the amount
of funding through thereturn of funds previously
kept by the State for the General Fund. With calls
from The Governor’s Study Commission, par-
ticipants in pilot studies, task forces and study
groups, why have strategies to increase financial
flexibility at the local level for elementary and
secondary education nc* been developed and
implemented? There ap, zar to be three strong
barriers that must be addressed before local
flexibility for public schools can become a real-

ity.

Line-Item Budgeting. Reductions in the

number of line-items are recommended in most
studies of public school finance in North Caro-
lina. However, numerous, detailed line-item
allocations with matching budgeting provide
three major benefits for the State: (a) increased
potential forreversions thereby generating funds;
(b) adetailed system of financial accounting; and
(c) specification of particular statewide interests.
Major reductions in the number of line-items
have the real potential of reducing all three of
these State benefits. It would seem that thisisan
area where State interests and benefitshave been
greater than the desire to grant local dis‘ricts
greater flexibility. Reducing the number of
budgetary line-items has been recommended a
number of times over the past 20 years with no
result. Perhaps with the reform suggested by
Senate Bill 2 and House Bill 1340 along with the
State’s enhanced capacity for accounting, grant-
ing flexibility by significantlyreducing the num-
ber of line-items for budgeting could become a
more palatable option for the State.

Reversions. North Carolina is a state that
requires a balanced budget. Reversion ofunspent
funds into the General Fund from the many line
items that comprise the State’s funding system
provides both resources for the upcoming year
and a cushion against overspending. Public
education comprises 43.4% of the state budget.
Reversions from public education are often the
largest of any state agency, approximately $59
million in 1992. Strategies for flexible funding,
such as collapsing lineitems into broader catego-
ries or block grants, that would allow more
movement of expenditures among line items,
have the real potential of reducing the amount of
funding in the State’s General Fund. Until
different strategies are developed tose : ire funds
for the General Fund or the State is willing to risk
having fewer funds available, reversions will
continue to be a barrier to local flexibility.
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Personnel. Large numbers of adults are
needed to teach, support, and provide for the
physical well being of our children while they are
in school. As a result, personnel is the largest
recurring expenditure for public schools. In
1992-93 North Carolina allocated 96.4% of its
state funds for public education to personnel. If
personnel were to be excluded, less than 4% of
the funds provided to local districts by the State
could be considered for flexible use and many of
these funds support critical school functions that
cannot be deleted to provide flexibility in other
areas. To achieve marked financial flexibility at
the local level, therefore, districts would need to
have greater flexibility in the use of funds allo-
cated to personnel. There are two major barriers
to the use of personnel funds to achieve flexibil-

1ty.

The first barrier has to do with the overall
adequacy of funding for education in the State.
While North Carolina has increased funding for
education overthe past ten years and state spend-
ing for public education represents approximately
44% of the State’s total General Fund expendi-
tures, the State still falls below the national
average in its funding of public education, rank-
ing 32nd in 1991 (KPMG Peat Marwick, 1992).
The BEP is attempting to provide equity in the
programofeducation available tostudents across

the State, primarily through the provision of
personnel. The BEP has yet to be fully funded.
Consequently, the State does not yet have its
Basic Education Program in place for ail stu-
dents. There is a serious question as to whether
flexibility whichincludes the abilitytoreallocate
personnel monies, particularly those for instruc-
tional personnel, would be educationally sound.
Clearlythere could be greater efficiency by using
strategies such as shared positions in smaller
districts and more flexibility within personnel
categories. However, the question that would
have to be addressed is, “How does any strategy
for financial flexibility that involves school per-
sonnel affect the quality of the educational pro-
gram?”

The second barrier is the number of statutes
and regulationsregarding personnel suchas guar-
anteed salaries, state sat .ry schedules, class size
restrictions, and certification. Many of these
statutes and regulations serve not only state
interests but local interests and those of the
individuals working in schools as we!l, Strate-
giesto achieve greater flexibility whichinvolved
these statutes and regulations would need to be
carefully examined to ensure that they did not
create undue harm or risk for local school dis-
tricts and school personnel as well as the State.
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DiscussioN

This review has revealed a number of points

that State policy makers should ponder when
considering strategies for increasing local finan-
cial flexibility.
1. Policies for local flexibility must support
the State’s constitutional responsibility
for school finance, or statutes must be
changed to shift more responsibility for
school finance to local governments.

The School Machinery Act of 1933 estab-
lished the State rather than local county govern-
ments or schools districts ashaving theresponsi-
bility for financing the operation ofpublic schools.
Local governments are only responsible for capi-
tal expenses, but may supplement state funding
inotherareas. Inno otherstate save Hawaii is the
mandate for state financing so clear. The discus-
sionofincreased local flexibility with state funds
must take place within this context of state
responsibility for fundinginstructional expenses,
or the Constitution and other statutes must be
changed to create a public school finance system
that has less state and more local control and
responsibility.

2

2. Inordertodevelop,implement, ﬁndjudge
the adequacy of policies for flexibility, the

purpose to be served must be specified.

There does not appear to be consensus re-
garding a purpose for increased local financial
flexibility. The reports reviewed for this paper
described three different purposes North Caro-
linians have proposed for increased flexibility:
(a) enhanced ability to address local needs, (b)
promotion of innovation and change, and (c)
improved efficiency in the use of resources. In
addition, many discussions of flexibility seemto
support the value of liberty mentioned at the
beginning of this paper, i.e., the general value of
increasing local control and decreasing state

control. Intents or purposes, however, suggest
specific types of policy strategies. Policies to
promote innovation and change through flexibil-
ity would be quite different from those to pro-
mote efficiency. This suggests that before poli-
cies for financial flexibility can be developed,
and certainly before their adequacy and appro-
priateness can be judged, the purpose for flex-
ibility must be clarified.

3. To be successful, any plan for local flex-
ibilitymustaccommodateimportantstate
interests.

Funding for education in North Carolina, as
in most states, represents the highest percentage
ofthe State’sbudget. Forthisreasonand because
of the State’s responsibility for public school
finance, a number of important state interests are
embedded in the educational finance system.
The failure of strategies to significantly increase
local financial flexibility over the past 20 years
suggests that flexibility challenges or conflicts
with multiple, strong state interests. For ex-
ample, strategies that would reduce the number
of line-items in the budget or would allow the
expenditure of funds from allotments after June
30thrisk funds that the State uses to comply with
the constitutional mandate for abalanced budget.
Broad strategies such as collapsing large num-
bers of line-items or block grants risk state-wide
programmatic interests such as differentiated
pay and teacher assistants. One major state
interest that is not challenged by increased local
financial flexibility is accounting. Through its
Uniform Chart of Accounts, North Carolina can
account for the expenditure of funds better than
most states.

Local financial flexibility may conflict with
State interests, but this does not mean increased
flexibility is a bad concept or that it is not
feasible. Rather, as was demonstrated in the
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policies forincreased flexibility in the university
system, these challenges and conflicts are ones
that can and should be accommodated in policies
proposed for increased financial flexibility for
public schools.

4, Waivers provide limited flexibility. Ana-
lyzing and changing restrictive regula-
tions may be a more effective strategy for
achieving flexibility.

The use of rule-by-rule waivers in South
Carolina and Washington showed thatlittle flex-
ibility was actually realized. According to the
North Carolina Department of Public Instruc-
tion, close to 78% of the existing state budget for
education may be used flexibly through Senate
Bill 2 waivers (North Carolina Department of
Public Instruction, 1992). Yet according to the
Government Performance Audit Report (KPMG
Peat Marwick, 1992), less than 1% of the funds
were requested to be used in ways other than the
purpose for which they were allotted. Perhaps,
as demonstrated by the Pilot Project, the $2.6

"billion that is available to be used flexibly pays

for critical functions such as teaching and sup-
port for teaching, and there is little in the State-
supported budget that can be used in other ways
without damaging the instructional program.

Local school district personnel may not be
sufficiently familiar with the ways in which they
can use state funds. The waiver process revealed
that a number of school districts requested waiv-
ers for use of funds that could already be used
without a waiver. Several of the reports re-
viewed for this paper suggested that LEAs be
provided with staff development in the utiliza-
tion of flexible funds. This would seem to be an
especially critical need as the waiver requests
shift to school sites, where staff have limited
training and experience in local and State fi-
nance.

The granting of rule-by-1ale waivers may not

be the best policy strategy to provide increased
flexibility. Instead, the State might be better
served by studying itsregulations with the intent
of identifying those that inhibit flexibility and
determining the appropriateness and feasibility
of changing them.

5. Strategies proposed for increasing local
financial fiexibility should be analyzed
for negative as well as positive conse-
quences.

Both the literature and the North Carolina
experiencein the Pilot Project cite the benefits of
increased local flexibility as being the ability to
address local needs, improve planning, increase
efficiency in the use of resources, shift resources
to needs as they arise, and pursue innovation.
However, altering the North Carolina system of
school finance to include increased local flex-
ibility may also have negative consequences for
school districts.

For example, if guaranteed salaries were no
longer provided in a plan for flexibility, school
districts could be placed in the position of being
unable to hire more experienced and more quali-
fied teachers. If guaranteed salaries and salary
schedules were eliminated for flexibility, the
equity across districts that currently exists could
be jeopardized. The ability to contract for ser-
vices currently provided by school employees on
astate salary ar ° senefit schedule could resultin
reductions .« orkers’ salaries and benefits.
Federal block grants were accompanied by across-
the-board cuts in funding — a circumstance that
couldhappen in the State as well. Finally, certain
plans for flexibility could place local districts in
the position of having to share a greater portion
of the financial risk currently assumed by the
State should budget projections and expenses go
awry. These potential negative consequences
may not justify limits to local flexibility; how-
ever, they need to be considered as changes are

proposcd.
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There does appear to be considerable room

for additional flexibility within the system with-
out great risk of these negative consequences. To
preserve the benefits that the State, local dis-
tricts, and educational personnel enjoy from the
presentsystemand to provide additional flexibil-
ity, we suggest that the State first consider the
following questions regarding any plans for fi-
nancial flexibility:

1.

What is the purpose of increasing local flex-
ibility (to meet local needs, increase effi-
ciency, foster innovation)? Does the pro-
posed strategy adequately address the
purpose for flexibility?

What will be the impact of the strategy on
programmatic state interests?

What will be the impact of the strategy on
personnel and personnel policies?

Will the strategy protect school districts
from significant reductions in state funds?

What will be the impact of the strategy on the
General Fund? If the effect is one of reduc-
tion, is the amount of the reduction accept-
able?

What will bethe impact of the strategy onthe
quality of education in the State?

Y
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Introducing the Center

The North Caroiina Educational Policy Research Center was
established in 1991 through a contract to the School of
Education at the University of North Carolina at Chapel Hill
from the State Board of Education. The mission of the Center
is to strengthen the information base for educational policy
decisions in North Carolina to enhance outcomes of schooling
for children. The Center seeks to accomplish this mission by:

conducting policy research and analyses;

preparing research reports examining broad
policy issues, policy briefs providing concise
information about specific issues, and quarterly
newsletters;

disseminating research-based information on
educational policy issues to North Carolina
policymakers, educators and community
leaders;

providing a forum for the discussion of
educational policy issues; and,

training future educational leaders in the
conduct and use of policy research.
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