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EXECUTIVE SUMMARY

New York policymakers face a unique opportunity to
reshape the state’s tax system and its school funding
system. After nearly a decade of litigation, the New
York State Court of Appeals found, in its June 2003
Campaign for Fiscal Equity (CFE) v. State of New York
decision, that the current school funding system
violates the state constitution’s guarantee of a “sound
basic education” to New York City students. The CFE
decision signals conclusively to New York lawmakers
that they must devote substantial new resources to
funding education in order to repair the constitutional
violations found by the court. And there is now
general agreement that a statewide policy response to
the CFE decision will be necessary.

Adequately funding education for students
throughout New York State has been projected to cost
up to $8.5 billion annually. And New York continues to
struggle with projected budget shortfalls as it seeks to
adequately fund other public services. The state’s
already-strapped tax system may simply be insufficient
to meet these needs—raising several questions:

B What tax policy changes could be enacted to help
adequately fund services in New York?

B What will be the implications for tax fairness and
adequacy of potential tax reforms?

® How will these changes in tax and spending policy
affect the state’s economy?

The main finding of this report is that the New
York tax system fails to achieve basic goals of a sound
tax system—including equity, adequacy, and economic
development goals—but that the tax system can be
reformed in ways that simultaneously achieve all of
these goals. In other words, while the immediate goal
of New York policymakers is achieving revenue ade-
quacy, making the tax system fairer and more
conducive to economic development can be achieved
at the same time.

New York’s personal income tax is the only major
progressive revenue source used by the state. For this
reason, the income tax can play an important role in
reducing the unfairness of the tax system. Yet New
York’s income tax has been sharply reduced by a
variety of changes. Repealing poorly targeted tax
breaks and making the tax more progressive could be
an important step in restoring fiscal adequacy.

The New York corporate income tax is in decline.
A host of tax breaks created by the legislature—and a
variety of other tax loopholes created by the corpora-

tions themselves—have steadily reduced the yield of
the tax. Rather than creating the “business-friendly”
climate leaders claim to want, these tax breaks have
made New York’s tax system less transparent and less
fair. Closing these loopholes and seeking disclosure of
corporate tax breaks could help restore the tax.

New York’s sales tax applies a high tax rate to a
narrow set of transactions, exempting many sales from
tax. This makes the sales tax a less reliable—and less
fair—revenue source in the long run. Broadening the
tax base to include more goods and services can help
reduce pressure on New York lawmakers.

New York’s property tax is regressive and poorly
administered—and the state spends billions annually
on the poorly targeted “STAR” tax exemption. Refor-
ming or repealing STAR and improving tax admini-
stration could help make the property tax a less
painful, more reliable revenue source for New York.

New York could also harness a variety of less
conventional revenue sources in response to its
current fiscal shortfall, including the estate tax,
gambling revenues and a stock transfer tax. But each
of these options can only provide a small part of the
solution to New York’s fiscal shortfall—and gambling
revenues present a host of troubling questions.

The structural flaws in each of New York’s taxes
presents a challenge to lawmakers—but also provides
aunique opportunity to achieve tax adequacy and fair-
ness. This report estimates the impact of 26 specific
options for tax reform. The study estimates each
options’s impact on state and local revenues in 2006.
The offsetting impact of these options on federal taxes
are projected as well—an important consideration in
assessing the impact of tax changes.

All of these reforms could help make the New York
tax system more equitable and sustainable—but what
about the impact on the state’s economy? ITEP’s
analysis shows that when the impact of tax increases
and spending increases are considered together, these
changes would, on balance, have a stimulative effect
on the state economy.

The CFE case represents a wake-up call to New
York policy makers seeking to adequately fund
education across the state while avoiding future
school funding litigation—but also provides an oppor-
tunity for lawmakers to craft tax reform solutions that
will ensure the long-term solvency of New York state
and its local governments as they seek to fund a
variety of important services.
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SUMMARY OF FINDINGS

and the public to understand the current debate
over tax policy and school funding in New York.
The study has three broad goals:

The purpose of this study is to help policy makers

B First, the report provides a detailed menu of rev-
enue-raising options that could be used to ade-
quately fund public services in New York.

B Second, the reportlooks at the tax fairness impact
of various tax reform options on New York tax-
payers at different income levels.

B Third, the report analyzes the impact on economic
development of these tax options.

This introductory chapter provides a “road map” for
the study, describing the contents of each chapter.

Basic Tax and Education Policy Concepts
This report deals with two public policy areas—state

tax policy and education finance. Chapter One pro-
vides a brief introduction to important principles of
tax and education policy used in the study. Tax policy
principles covered in this chapter include fairness,
base-broadening, adequacy, exportability, neutrality
and economic development. The chapter also explores
the principles of adequacy and equity as they affect
education funding, and provides a basic introduction
to tax incidence analysis.

About the CFE Case
N ew York is no stranger to fiscal crises. But the New

York Court of Appeals’ June 2003 ruling that the
current education system does not provide students
with a “sound basic education” heralded the beginning
of a new and important era in the state’s tax reform
saga. Chapter Two provides a detailed analysis of the
CFE case and its explanation of what a “sound basic
education” means in New York.

Chapter Two also looks at estimates of the policy
changes that will be required in order to improve New
York education, reviews estimates of the cost of imple-
menting these changes, and surveys the experience of
several other states that have attempted court-ordered
school funding reform, with the goal of gleaning
lessons that might help achieve adequacy in New York.

The Current New York Tax System
hapter Three provides a summary of the current
tax structure. The chapter shows that the New

York tax system is regressive. That is, it requires low-
income taxpayers to pay more of their incomes in
taxes than the very wealthy. This is primarily due to
the state’s heavy reliance on sales and excise taxes.

Chapter Three also demonstrates that while New
York relies more heavily on local tax revenues than
most states, taxing districts outside of New York City
rely on a relatively undiversified tax base.

New York’s reputation as a “high tax” state is
blunted somewhat when the interaction between
federal and state taxes is taken into account. Chapter
Three explains how this interaction works, and
discusses impending threats to this important mecha-
nism for tax exporting.

Personal Income Taxes
The personal income tax plays a pivotal role in the
New York tax system. The tax helps to offset the
regressive impact of New York’s consumption and
property taxes. Yet income tax cuts enacted in the
past quarter century have dramatically reduced the
fairness of the tax—and have made the New York tax
system more regressive overall. Moreover, the tax
base contains loopholes that further reduce the overall
progressivity of the tax, while limiting the state’s
ability to fund education. Chapter Four describes the
factors limiting the yield and progressivity of the New
York income tax and discusses options for tax relief to
offset the impact of income tax hikes on low- and
middle-income New Yorkers.

Corporate Income Taxes
N ew York’s corporate income tax base is being
eroded—ypartially due to poorly targeted tax
breaks enacted by New York lawmakers, but partially
due to creative accounting by corporations seeking to
minimize their tax liability. Chapter Five assesses the
most harmful corporate tax loopholes used in New
York and suggests alternatives for broadening the tax
base. The chapter also discusses the importance of
corporate tax disclosure as a means of diagnosing the
health of the tax in the future.

Sales and Excise Taxes

N ew York relies less on sales and excise taxes than
most other states. The state’s consumption tax as

a share of income was just 36th highest nationally in

2002. Yet, as Chapter Six shows, this low-yield tax is
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the result of a comparatively high tax rate and a com-
paratively narrow tax base. The state allows a host of
sales tax exemptions that discriminate in favor of
some taxpayers and against others—in ways that
reduce the overall fairness of the tax system.

Closing these loopholes would broaden the base of
the sales tax, increasing its perceived fairness—but
would also make the tax system more regressive. For
this reason, Chapter Six also discusses options for low-
income sales tax relief.

Property Taxes
Like most states, New York relies on locally levied
property taxes as a primary mechanism for funding
elementary and secondary education. As shown in
Chapter Seven, New York has the 10th highest prop-
erty taxes in the United States, almost 25 percent
above the national average. But the state’s ongoing
fiscal difficulties mean that efforts to reduce the
burden of property taxes should focus on targeted,
cost-effective measures.

Chapter Seven describes several tax reforms that
could help achieve this, including the creation of a
statewide property tax and the enhancement of an
existing low-income “circuit breaker” tax credit.

The chapter also discusses weaknesses in the main
tax relief mechanism used by the state, the STAR
homestead exemption. STAR is poorly targeted and
expensive—and restricts the state’s ability to provide
targeted tax relief to those homeowners and renters
for whom the New York tax system is most burden-
some.

Other Revenue Sources
T he lion’s share of any new tax revenues are likely to
come from the major tax sources already levied by
New York. But several lesser revenue sources could be
harnessed to help fund education. Chapter Eight looks
at several minor revenue sources, including the estate
tax, gambling revenues, and a stock transfer tax, and
assesses the virtues and shortcomings of each as
revenue-raising solutions for New York.

Tax Reform Options
H ow would the revenue-raising strategies outlined
in this report affect tax adequacy and tax fairness?
Chapter Nine describes 26 tax changes that can be
used as “building blocks” for revenue raising. Distribu-
tional and revenue analyses are provided.
Because none of these building blocks will be suffi-

cient to fund adequacy on its own, the chapter also
presents four packages of tax reform options that
could be adequate to fund New York education.

Economic Impact of a Sound Basic Education

ne reason that lawmakers frequently give for resol-
Oving fiscal crises through spending cuts rather
than tax hikes is the alleged negative impact of tax
increases on state economies. But the sheer scale of
the state’s current fiscal shortfall means that policy
makers may find tax hikes unavoidable. Chapter Ten
shows that a balanced analysis of the impact of tax
hikes—that is, one that takes into account the positive
impact of public spending alongside the negative
impact of tax hikes—reveals that adequately funding
education in New York State can have a positive im-
pact on the state’s economy, and that these tax and
spending changes must be properly structured to max-
imize the positive impact on economic growth in New
York. The analysis shows that funding education
through an income tax hike would have the most
positive impact on the state’s economy.

The chapter also discusses the broader literature
on the economic development impact of tax increases,
and finds little empirical evidence that taxes have a
negative impact on economic development.

Building Support for Tax Reform
lmplementing wholesale tax reform is rarely easy.
Chapter Eleven describes strategies for informing
the public about available tax reform options, and the
impact of these options on tax fairness and adequacy.
The chapter discusses two sources of information
that a growing number of state governments now
regularly provide: tax incidence analyses and a tax
expenditure report. New York is among the dozens of
states that currently do not produce a regular tax
incidence report. Like many states, New York does
publish a tax expenditure report that lists many of the
special tax breaks carved out of the state tax code—
but the state’s report could do more to help
lawmakers evaluate the usefulness of these tax breaks.
The chapter discusses the importance of public
opinion of tax policy options—and shows that public
evaluations of these options depend critically on
showing the linkage between taxes and spending. In
evaluating public opinion on tax issues, lawmakers
should critically evaluate the wording of polls to see
whether the questions asked make this linkage clear.
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CHAPTER ONE

BASIC PRINCIPLES OF TAX AND EDUCATION POLICY

education finance and tax policy. In discussing

these issues, the report will frequently touch on
certain fundamental concepts and principles. This
chapter provides a brief introduction to these con-
cepts. The goal of the chapter is to familiarize the
reader sufficiently with these principles to be able to
evaluate the basic policy choices facing New York.

This report deals with complicated issues of

Principles of Tax Policy

There is a widely agreed-upon set of principles
according to which tax systems are judged. These

tax policy principles include:

B Tax fairness;

B Broadening the tax base;

® Adequacy;

B Exportability;

B Neutrality; and

B Economic development consequences.

Tax fairness can be thought of in two important ways:
vertical equity and horizontal equity.

Vertical equity means the way a tax system treats
people at different income levels. Three terms are
typically used in discussing vertical equity:

B Regressive tax systems require low- and middle-
income families to pay a higher percentage of
their income in taxes than do upper-income
families. New York sales and excise taxes are
especially regressive; New York property taxes are
also somewhat regressive.

B Proportional or flat tax systems take the same
share of income from all taxpayers. A flat-rate
income tax is one example of a proportional tax.

B Progressive tax systems require upper-income
families to pay a larger share of their incomes in
taxes than those with lower incomes.

Historically, there has been widespread acceptance
of the notion that, at a minimum, tax systems should
not be regressive. That is, poorer families should not
contribute a larger share of their incomes in taxes than
do the wealthiest families.

The New York tax system is regressive. As shown
in Chapter Three, low- and middle-income New York
families pay more of their income in state and local
New York taxes than do upper-income families.

A second measure of tax fairness is how a tax
system treats taxpayers who are fundamentally similar
in terms of their ability to pay. When economists
discuss the horizontal equity of a tax system, this is
what they are referring to—the extent to which the
tax system provides preferential treatment to some
taxpayers over other, very similar taxpayers.

The New York tax system is riddled with tax loop-
holes that violate this second conception of tax fair-
ness. Personal income tax breaks for pensions and
annuities, property tax exemptions that provide bigger
benefits to residents of wealthier school districts,
corporate tax breaks for manufacturing companies and
sales tax exemptions for services all serve to create
inequities between otherwise identical taxpayers.
Targeted tax loopholes of this sort reduce the yield of
a each penny of a sales tax and each mill of a property
tax—and also violate the public’s sense of basic tax
fairness. For this reason, broadening the tax base by
eliminating special tax breaks is doubly beneficial: it
reinforces public perceptions of tax fairness, and it
increases the long-term viability of the New York tax

Regressive Taxes
(Taxes as a Percent of Income)

Proportional Taxes
(Taxes as a Percent of Income)

Progressive Taxes
(Taxes as a Percent of Income)




system. The dual fiscal constraints of a continuing
economic slowdown and budget shortfalls should
motivate lawmakers to take a hard look at base-
broadening strategies.

At the end of the day, the main criterion by which
lawmakers will judge their tax system is adequacy.
That is, the tax system must yield enough revenue to
pay for the public services that lawmakers and their
constituents demand. But it is important to remember
that adequacy has both a short-run and a long-run
dimension. A forward-thinking tax reform agenda will
ensure that state revenues are sufficient to pay for
public services in the upcoming fiscal year, and will
also reduce the likelihood of fiscal crises recurring in
the future. This means increasing taxes that tend to
grow with the economy (such as personal income
taxes) and avoiding taxes that tend to grow more
slowly than the economy, such as cigarette and sales
taxes. Where possible, this also means reforming slow-
growing taxes to increase their growth rate.

An exportable tax is one that is partially paid by
non-residents. Such taxes have an important place in
the American federal system since the public services
provided by the 50 states and their local governments
are, in varying degrees, enjoyed by individuals and
businesses from other states—including tourists and
commuters as well as businesses that hire a state’s
high school and college graduates and those that
deliver goods and services to a state’s residents using
the publicly-funded infrastructure. This is why state
tax systems in the American federal system are and
should be designed in part to make those other
beneficiaries of a state’s public services and public
infrastructure pay a fair share of the state’s taxes.
Because of New York’s unique geography, in which
many of its largest metropolitan area’s most pros-
perous suburbs are located in other states, and
because of its role as one of the world’s financial, cul-
tural and diplomatic capitals, non-resident businesses
and individuals depend on the reliability of our basic
public services. Taxing these non-residents has tradi-
tionally been and will continue to be important in
designing New York’s state-local tax system.

There are broadly three ways in which taxes can be
exported: directly, by having non-residents pay the tax
(sales taxes paid by tourists and commuters, for
example); indirectly, by levying taxes on businesses
which are then passed on partially to non-residents;
and through interaction with the federal income tax.
By taking these factors into consideration, policy
makers have the power to adjust the percentage of

Important Tax Policy Principles

I=5” Fairness: Does the New York tax system treat
people at different income levels, and people at the
same income level, fairly?

5" Base-Broadening: Does each tax apply to as
much of the potential tax base as possible, or does the
tax allow targeted tax breaks that reduce the yield of
each tax?

5" Adequacy: Does the tax system raise enough
money, in the short run and the long run, to finance the
public services demanded by state taxpayers?

5" Exportability: Individuals and companies based
in other states benefit from New York public services.
Do they pay their fair share?

15" Neutrality: Does the tax system interfere with the
investment and spending decisions of New York
businesses and individuals?

I Economic Development Consequences: How

does a tax—or a proposed tax change—affect the
business climate, and the quality of life, in a state?

any revenue increase that will end up being “exported”
in one of these three ways.

The interaction with the federal income tax is
perhaps the most important of these. Taxpayers who
itemize their deductions on their federal income tax
returns are allowed to deduct the state and local
income and property taxes' that they paid during the
year. Because these deductions reduce federal income
tax liability, part of the state and local income and
property taxes initially paid by New York itemizers is
actually paid by the federal government. The portion
of taxes exported in this way depends on one’s federal
income tax bracket. For taxpayers with federal taxable
incomes above $319,000 in 2004, the benefit of
federal deductibility is 35 percent.

This means that the real burden of state and local
taxes for itemizers (particularly for wealthier taxpayers

' Federal legislation passed in 2004 allows taxpayers, on their
2004 and 2005 federal tax returns only, to deduct their state and
local sales tax payments if they do not take a deduction for state
and local income taxes paid. While this provision may help a very
small number of New Yorkers with low incomes and high property
taxes, it was designed primarily as a benefit for taxpayers in states
without income taxes, and sunsets after 2005.
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who are the most likely to itemize their deductions on
their federal returns and who are in the highest federal
tax brackets) is never as large as their state tax pay-

The “federal offset” makes progressive state
income tax increases an especially good deal
for New York residents.

ments would indicate. This also means that when a
state raises income or property taxes to pay for some
needed public services, a substantial portion of the
revenue involved will not be coming from local
taxpayers at all—but will be coming from the federal
government. If, on the other hand, sales taxes, fees or
excise taxes are raised to pay for those services, vir-
tually none of the additional taxes paid by local
residents will be offset by federal tax savings. This
makes state income tax increases—and progressive
state income tax hikes in particular—an especially
good deal for New York residents.

The principle of neutrality (sometimes called
“efficiency”) tells us that a state’s tax system should
stay out of the way of economic decisions. If people
make their investment or spending decisions based on
the tax code rather than basing them on what makes
economic sense on its own, that’s a violation of the
neutrality principle. For example, the big tax breaks
that the Reagan administration provided for commer-
cial real estate in the early 1980s led to far too much
office construction and the phenomenon of “see-
through office buildings” that nobody wanted to rent.
These wasteful investments came, of course, at the
expense of more productive investments. When law-
makers use tax incentives to encourage certain econ-
omic activities at the expense of others, they prevent
the free market from speaking for itself.

Policy makers are frequently concerned about the
negative economic development consequences of tax
changes. In particular, lawmakers (and analysts with an
anti-tax agenda) frequently make dire predictions
about the negative impact of tax increases on a state’s
economy without factoring in the offsetting positive
impact of the new public spending that results from
these tax increases. It is important to assess these two
changes—tax hikes and spending hikes—side by side
to get a true picture of how the fiscal policy changes
would affect New York’s economic climate. Chapter
Ten of this study measures the long-term impact of the

spending and tax changes on economic growth and
employment in the state.

Education Policy Principles
S ince 1973, when the United States Supreme Court
ruled that the financing of public education did not
involve fundamental rights under the U.S. Constitu-
tion, the principal battleground for challenges to the
various state education funding systems has been in
state courts. As a result, technical and legal terms tend
to dominate discussions of how best to fund schools.
This section provides an overview of two of the most
important terms used in these battles—equity and
adequacy.

Equity is what people have in mind when they
evaluate whether a state’s education system is fair to
all of its students. Measuring the equity of a school
funding system means measuring the treatment of any
particular student compared to any other student. This
can mean looking at the treatment of students in
different school districts, or the treatment of students
with different needs who live within the same school
district. Definitions of equity also differ on a more
fundamental level: what ought to be equalized? And
what does “equal” mean? Over the years, courts have
analyzed equity in terms of, among other things:

B equal access to education;
m equality of educational outcomes; and
® equal dollars per pupil.

Adequacy means providing sufficient public fun-
ding to allow all children to attain a certain basic level
of education. While equity compares the amount of
spending in a specific school district compared to
other school districts, adequacy measures whether the
amount of spending in any given district measures up
to some particular standard for the quality of educa-
tion across the state. For example, if state and local
spending on New York public education were allo-
cated between school districts in a way that did not
provide enough money to pay for each district’s needs,
but provided a similar amount of education resources
to children across the state, it could be said that the
New York education system was equitable but not ade-
quate. If, on the other hand, New York provided large
amounts of education spending for poor school
districts, but provided even more for wealthy districts,
the state’s school funding system would be adequate
but not necessarily equitable.

Both of these terms are notoriously hard to define:
state constitutions (including New York’s) usually

—6—



provide only vague wording describing the required
quality of schools. As a result, the burden of inter-
preting these vague mandates for public education
usually falls on state courts and on legislatures. As
described in Chapter Two, New York courts have
rejected the idea that the state’s constitution requires
achieving equity between poor and wealthy districts—
but the June 2003 decision of the state’s highest court
in CFE v. State held that New York students do have a
right to the opportunity for a “sound basic education”
—and takes important steps toward defining
specifically what adequacy requires in New York State.

Understanding Tax Incidence Analysis
I n evaluating the impact of any proposed tax change
(and in evaluating current taxes), it is important to
distinguish between the amount of revenue raised and
the amount that is actually paid by New Yorkers.
Throughout this report, we analyze the fairness of
options for tax reform by measuring the amount of tax
paid by various New York income groups as a share of
that group’s total income. We measure taxes this way
because this approach makes the critical distinction

Tax incidence analysis allows us to make the
important distinction between the taxes
collected by New York and the taxes actually
paid by New York residents.

between the taxes raised by New York and the taxes
paid by New Yorkers. These estimates, known as tax
incidence analyses, are produced using the ITEP Tax
Model. Our analyses usually divide the New York
population into quintiles (groups of 20 percent), and
further subdivide the wealthiest quintile into three
subgroups. This is done because the wealthiest
quintile received more than half of all New York
income in 2004—and because income is distributed
unequally within the top quintile. The following table
shows the distribution of New York income in 2004.

B The poorest quintile of New Yorkers, with an
average income of $9,400, earned just 2.9 percent
of all income in the state in 2004.

® The wealthiest one percent, with an average
income of $1,547,100 represented 23.5 percent of
all income in the state.

The Distribution of Income in New York

All Families & Individuals in 2004

| Average Share of
ncome Group Income Range
Income  Income

Lowest 20% Less than $15,000 $9,400 2.9%
Second 20% $15,000 to $28,000 $21,600  6.6%
Middle 20% $28,000 to $46,000 $36,400 11.0%
Fourth 20% $46,000 to $76,000 $58,900 17.8%
22 Next15% $76,000 to $158,000 $103,900 23.9%
S Next4% $158,000 to $590,000 $237,900 14.5%
e Top 1%  $590,000 or more $1,547,100 23.5%

Conclusion

This chapter has described a few of the most im-
portant terms that will be useful in understanding the
CFE case, and in understanding potential tax reform
solutions to the state’s constitutional crisis. Of course,
policymakers may seek to address the education
funding concerns outlined by the court without
repairing the tax policy concerns that are described in
this report. But by tackling these problems simul-
taneously, lawmakers can help avoid a recurrence of
this court-induced reform. The remainder of this
report will focus on tax reform options that could help
New York lawmakers to achieve meaningful reform in
both of these important policy areas.



CHAPTER TWO

WHY SCHOOL FUNDING REFORM IS NECESSARY

decision is the latest volley in a nationwide battle

to establish the opportunity for a quality educa-
tion as a fundamental right under state constitutions.
The CFE decision states clearly that New York State is
not meeting its constitutional obligation to provide an
adequate education for New York’s school children—
and places school funding reform squarely on the
agenda of state lawmakers. This chapter provides an
overview of this important court decision, reviews the
current status of the attempts to implement the
decision and to improve New York State’s education
system in response to this decision, and surveys the
experience of other states that have sought school
finance reform.

Thejune 2003 Campaign for Fiscal Equity (CFE)

Is Education a Fundamental Right?
I nthe past quarter century, education advocates have
sought to spell out what rights to a basic education
—if any—are guaranteed by the various state consti-
tutions. After a 1973 U.S. Supreme Court decision
ruled that the Equal Protection Clause of the Four-
teenth Amendment does not require equal funding of
poor and wealthy school districts, advocates in many
states sought to locate these guarantees in their own
constitutions.” New York was among these states.

The New York State Constitution has been
interpreted to guarantee a “sound basic
education” to all New York school children—
and a series of court decisions have found
that the state has not met this requirement.

The New York Constitution requires the state
legislature to provide New York school children with
a public education. Article XI, §1 requires that “the
legislature shall provide for the maintenance and
support of a system of free common schools, wherein
all the children of this state may be educated.”

But this provision, known as the “Education
Article” of the New York Constitution, tells us nothing
about the quality or duration of the education that the

*San Antonio Ind. School Dist. v. Rodriguez, 411 US 1 (1973)

state must provide. (Almost every other state also has
an Education Clause that describes the state’s duty to
provide education—and most of these constitutions
describe education in similarly general terms.)

In 1982, the state Court of Appeals took a first step
toward interpreting the New York Education Clause.
The Court found in its Levittown v. Nyquist decision that
Article XI requires the state to “ensure the availability
of a sound basic education to all its children”—leaving
unanswered the question of what a “sound basic
education” means.’ But the Court also ruled that
neither the Education Clause nor any other provision
of the New York Constitution required reforming
school funding to achieve greater equity between poor
and wealthy districts, closing the door to an equity-
based avenue to school finance litigation in New York.

Since the 1982 decision made it clear that the
courts did not require school funding to be equitable,
education advocates next sought to convince the
courts that New York had failed to achieve the consti-
tution’s guarantee of an adequate education.

The CFE Decision: A Decade of Litigation
The litigation culminating in the June 2003 decision

began in 1993, when a nonprofit coalition called
the Campaign for Fiscal Equity (CFE) and more than a
dozen community school boards filed a lawsuit
arguing that the state had not met its constitutional
duty to provide an adequate education to children in
New York City. Representatives of the state govern-
ment sought to dismiss the case, and successfully
argued that the community schools—and the City of
New York, which had filed a companion case—were
not eligible to file such a suit.

But in June of 1995, the state Court of Appeals
ruled that Campaign for Fiscal Equity could proceed
with its challenge of the State’s school finance system
on the grounds that it denies students in New York
City the opportunity to a “sound basic education.” In
other words, the court admitted that adequacy was a
legitimate basis for a constitutional complaint, and
allowed CFE the chance to prove that New York State

3Board of Education, Levittown Union Free School Dist. V. Nyquist,
57 NY2d 27 (1982)

*Campaign for Fiscal Equity, Inc. v. State of New York, 86 NY2d
307 (1995)
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is not adequately funding schools. The case was
remitted to a trial court to evaluate CFE’s claims.

In 1999, a trial court heard arguments from CFE
and other organizations in a case that sought to
answer several fundamental questions:

B What precisely is a “sound basic education?”

B Are students in New York City receiving the
opportunity for a sound basic education?

B If not, does the fault lie with a lack of adequate
resources?

In January of 2001, the State Supreme Court ruled that
students in New York were not receiving the oppor-
tunity for a sound basic education, and that the school
finance system was largely to blame for these inade-
quacies. As a result, the Court found the State’s system
for funding public education unconstitutional. The
State of New York immediately appealed the trial
court’s decision, and in June of 2002 an appellate
court overturned much of the January 2001 decision.

In June of 2003, the Court of Appeals (the state’s
highest court) reversed the intermediate court’s deci-
sion and reinstated the original ruling—that the
state’s system of funding New York City schools was
unconstitutional. The Court found that “whether
measured by the outputs or the inputs, New York City
schoolchildren are not receiving the constitutionally-
mandated opportunity for a sound basic education.”

The Court of Appeals also used the evidence
gathered by the trial court to clarify its ruling that the
Education Clause required the state to provide all
students the opportunity for a “sound basic educa-
tion.” The Court ruled that a sound basic education
requires providing New York school children a “mean-
ingful high school education, one which prepares them
to function productively as civic participants.”

The Court’s Remedy: Achieving Adequacy
F aced with a choice between providing no guidelines

to the legislature on how to reform education
finance and providing a detailed blueprint for reform,
the Court chose a middle ground, requiring the State
to take three concrete steps toward reform:

B The state must determine the cost of providing a
sound basic education in New York City.

B The state must ensure that each school has the
resources necessary to provide the opportunity for
a sound basic education.

B The state must create a system of accountability
to ensure that these new state resources are being
used effectively to fund education.

Though the CFE decision pertains to New York City
school children, the decision will likely have implica-
tions for all of New York’s school children. For the first
time, state policymakers have guidelines against which
to judge the adequacy of elementary and secondary
education. And the availability of this yardstick will
likely prompt them to apply the CFE requirements on
a statewide basis, which is, in fact, the position that
has been agreed upon by the governor and the
legislative leaders.

The CFE remedy required the State to act quickly—
and state policymakers failed to do so. In fact, the July
30, 2004 deadline set by the Court of Appeals passed
without any legislative action. The case is now back in
the hands of the courts for further action.

Shortly after the state missed this deadline,
supreme court Justice Leland Degrasse appointed a
panel of three distinguished lawyers to serve as refer-
ees to “hear and report with recommendations” by
November 30, 2004 and to specifically:

1. Assess what measures the state has taken to follow
the Court of Appeals’ directives;

2. Identify areas in which compliance is lacking; and
3. Make recommendations on how to bring the state’s
school funding system into compliance with the ruling.

After a series of hearings, the judicial referees
issued a report making six recommendations:

1. That the New York City school district should be
provided with an additional $5.63 billion per year in
operating funds, with this increase being phased-in
over a 4-year period;

2. That the state should conduct new “costing out”
studies every four years to reexamine and re-deter-
mine the costs of providing a “sound basic education”
to all students in New York City;

3. That City schools should be provided with $9.179
billion in additional funding for capital improvements
over the next five years;

4. That the state should conduct new facilities studies
every five years to determine the additional funding,
if any, required in the future to ensure that every New
York City student has available facilities sufficient to
provide the opportunity for a sound basic education;
5. That the funding studies referred to above should
continue into the future until successful reforms to the
state’s education finance formulas have rendered such
studies unnecessary;

6. That certain enhancements, that are essentially
agreed upon by the parties, to the existing New York
accountability structure be implemented.
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It has been estimated that applying the referees’
recommendation to all school districts in the state
would require approximately $8.5 billion per year (the
$5.6 billion recommended by the referees for New
York City plus $2.9 billion for other needy school
districts around the state).

It has been estimated that adequately funding
schools statewide would cost about $8.5
billion per year.

The referees did not make a recommendation as to
how the responsibility for providing the additional
funds should be divided between the state and New
York City, suggesting that the state should make that
determination on its own. It is not known at this time
how the legislature will allocate responsibility bet-
ween the state and the city. New York City has asked
that the state provide all of the additional funds. The
state and CFE, on the other hand, have suggested that
a portion of this responsibility be carried by the city
itself. Under CFE’s proposal, this division of respon-
sibility would be determined for all school districts,
including New York City, on the basis of a sharing
formula that takes into consideration each district’s
wealth (as measured by both the adjusted gross
income of school district residents and the full value of
taxable real property in the district) relative to its pupil
count adjusted for student need. While it is uncertain
how much these funding responsibilities will be
divided, it is clear that New York State must find
sufficient revenue to substantially increase its state aid
to local school districts.

How Can New York Achieve Adequacy?
One important question left unanswered by the

court’s decision is how New York policymakers
must change the education finance system to comply
with the decision—and how much these changes will
cost. In the wake of the June 2003 Court of Appeals
decision, two groups, the New York State Commission
on Education Reform and the Sound Basic Education
Task Force, organized by the Campaign For Fiscal
Equity and the New York State School Boards
Association, presented recommendations and costing-
out studies to the governor and legislature, and ulti-
mately, when they failed to act, to the State Supreme
Court during its compliance proceedings.

The Governor’s Commission Proposal

The New York State Commission on Education Reform
was established by an Executive Order issued by Gov-
ernor George E. Pataki. The Commission asked Stan-
dard & Poor’s School Evaluation Services (S&P-SES) to
analyze the issues involved in determining the actual
cost of providing a sound basic education. In its
report, S&P-SES developed an analytic framework
based on the “successful schools” methodology. Actual
cost determinations would depend on the specific
choices the policymakers might make concerning the
extra weightings that should be used for children with
special needs, regional cost indices and other such
items. For illustrative purposes, S&P-SES showed that
using certain variables, the costs for providing the
opportunity for a sound basic education for all of New
York State’s school children would be between $2.5
billion and $5.6 billion annually.” The Commission has
used these variables and these figures in its report.
The Commission provided a set of recommendations
for the distribution of this additional financing as well
as recommendations for ensuring the overall account-
ability of public education in New York.

The Commission also recommended changing the
formulas by which New York distributes state aid to be
more sensitive to local cost factors such as wealth,
poverty rates and the presence of students with
disabilities or limited English proficiency. The Commis-
sion also recommended ways for the state to improve
capital projects funding, and advised that these
changes should be phased-in over five years.

In response to the Commission’s findings, Gover-
nor Pataki suggested a series of changes to the state’s
revenue structure, and increases in state, local and
federal spending over the next five years that would
total $8 billion.

Under the governor’s plan, the additional $8 billion
would be raised over five y