
indicator establishing a requirement 
that 65 percent of school district funds 
be expended for instructional purposes 
as defined by the National Center for 
Education Statistics.” 

 The executive order also states 
that “the financial accountability 
and reporting system shall include 
a requirement for clear and concise 
accounting of school district 
expenditures,” including spending for 
counseling, technology, nursing, and 
social services; building maintenance 
and repair; professional development; 
organization dues; and lobbying and 
legal services, including legal fees 
spent on lawsuits against the state. 
Funds available in school district fund 
balances also must be reported.
  

Prescription Drugs for Elderly Medicaid 
Recipients –Transition and Clawback

TEA to Propose “65 Percent” Rule

Number 79-3March 29, 2006

 In mid-April, the Texas Education 
Agency (TEA) is expected to propose 
rules that would phase in a requirement 
that at least 65 percent of a school 
district’s total available revenue 
be used to fund direct classroom 
instruction. TEA will add this new 
requirement to the state’s existing 
financial accountability system in 
response to an executive order (RP 47) 
issued by Gov. Rick Perry on August 
22, 2005. A school district’s financial 
accountability rating could be lowered 
if it fails to meet the new requirement 
or the alternative measures in the TEA 
rule. 

 Following a 30-day public 
comment period, TEA expects a 
final rule to be adopted by July 2006. 
Beginning with the 2006-07 school 
year, school districts would have to 
show that they devoted more than 55 
percent of operating expenditures to 
direct instruction. This percentage 
would increase in 5 percent increments 
in each of the next two years so that 
by the 2008-09 school year school 
districts would have to report spending 
more than 65 percent of their operating 
budgets on direct instruction. 

 The idea of implementing a 65 
percent requirement in Texas has its 
origins in the “65 Percent Solution,” 
a proposal promoted nationally by the 
advocacy group First Class Education. 
This organization, which is backed by 
Patrick Byrne, founder of the discount 

online retailer Overstock.com, has 
set a goal for the adoption by all 50 
states and the District of Columbia 
of legislation implementing the 65 
percent requirement by the end of 
2008. At least 15 states, including 
Florida, Illinois, and Ohio, currently 
are considering some version of the 65 
percent proposal. The requirement was 
included in various versions of HB 2, 
the education reform bill considered 
but not adopted in the 2005 regular and 
special legislative sessions.

 In his executive order, Gov. 
Perry directed TEA to “create and 
implement a comprehensive financial 
accountability and reporting system 
to ensure transparency and fiscal 
efficiency in school district operations. 
…The financial accountability and 
reporting system shall include an (See 65 Percent, page 2)

 The new Medicare prescription drug benefit, Medicare Part D, took effect 
January 1 of this year. Authorized by Congress in the Medicare Modernization 
Act of 2003, this new federal program will provide Medicare recipients with 
drug coverage, relieving states from paying for low-income elderly recipients’ 
prescriptions through the Medicaid program. During the early transition, data-
sharing problems have prevented some Medicaid recipients from filling their 
prescriptions. Also, the federal government is requiring states to pay a portion 
of the cost-savings from federal assumption of the costs of prescription drugs 
for those eligible for both Medicare and Medicaid. In response, Texas has 

(See Drugs, page 6)
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ranging from “Superior Achievement” to “Substandard 
Achievement” based on the number of indicators they meet. 
Districts that receive a “Substandard Achievement” rating, 
meaning that they failed to meet seven or more indicators, 
are subject to such sanctions as assignment of a financial 
monitor or an accreditation investigation that could result 
in specific requirements for improvements in financial 
management. 

 The proposed TEA rule would add five new indicators 
and change one of the existing indicators to include the 65 
percent requirement. A district that did not spend 65 percent 
of its budget on direct instruction by 2008 still would be 
considered to have met the requirement if it published its 
check register and its annual payroll expenditure on the 
district’s Web site. A check register includes all district 
expenditures by vendor. Also, the governor’s executive 
order directs TEA to “conduct special accreditation 
investigations of school districts exhibiting poor financial 
management” and to impose sanctions or reduce 
accreditation rankings as authorized by Education Code, ch. 
39. 

 The proposed rule also would allow TEA to require 
school districts to include in their annual financial 
management reports a copy of the superintendent’s 
current employment contract, transactions involving the 
superintendent and board members, and gifts that the 
superintendent and board members receive from vendors. 

Debate

 Supporters say. The 65 percent requirement would 
help improve student performance by focusing on classroom 
activities that have a direct effect on student achievement. 
It would help ensure that school districts spend a significant 
percentage of education dollars in the classroom rather than 
on administrative salaries, facilities, and other costs that do 
not affect student learning directly. The stricter reporting 
requirements also would increase transparency in school 
spending, allowing the public to know how much money 
school districts are spending on public relations, legal fees 
to sue the state, and other costs. This greater transparency 
would empower parents to demand change if needed at the 
local level.

Defining and calculating instructional 
costs
 
 To determine which expenses may be included in 
calculating costs for direct instruction, Gov. Perry directed 
TEA to adopt a definition for “instructional purposes” 
developed by the National Center for Education Statistics 
(NCES), a federal entity within the U.S. Department of 
Education that collects and analyzes education data. NCES 
defines instructional expenditures as “current expenditures 
for activities directly associated with the interaction between 
teachers and students. These include teacher salaries and 
benefits, supplies (such as textbooks), and purchased 
instructional services.”

 Based on the NCES definition, the latest version of the 
proposed TEA rule defines “instructional expenditures” as 
those funds used for instruction, extracurricular activities, 
and shared service arrangements and for salaries and 
other expenses incurred by Juvenile Justice Alternative 
Education Programs. Instruction covers regular, special, 
and vocational programs offered in both the regular school 
year and summer school. The category includes salaries 
for teachers, aides, and assistants. The latest version also 
includes librarians, a group that does not fall under the 
NCES definition of instructional expenditures. All other 
district expenses fall into a “current expenditure” category. 
These include salaries, benefits, and supplies for “support 
services,” including business services, administration, media 
and computer centers, security, operations, and buildings 
and grounds. Salaries of school counselors, nurses, cafeteria 
workers, and bus drivers are included in this category.

 Under the proposed TEA rule, school districts would 
determine direct instruction expenditures by dividing the 
sum of all current expenditures (the denominator) into total 
instructional expenditures (the numerator). This information 
would be reported to TEA as part of the state’s financial 
accountability rating system (School FIRST), which was 
established in 2002 following the enactment of SB 218 by 
Shapiro in 2001. Under Education Code, ch. 39, TEA rates 
school districts using 21 indicators, which include data 
about administrative cost ratios and ratios of students to 
teachers and students to total staff. Districts receive ratings 

(65 Percent, from page 1)
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Other efforts to monitor administrative expenses

 The 65 percent proposal is one of a number of recent 
legislative efforts to increase transparency in education 
spending and ensure that the bulk of education dollars are 
spent in the classroom. 

 To discourage excessive spending on superintendents’ 
salaries and other administrative costs, the 73rd 
Legislature in 1993 imposed limits on the percentage of 
expenses school districts could spend on administrative 
costs. A provision in SB 7 by Ratliff, the education reform 
bill that introduced the wealth equalization provisions 
of the current school finance system, required TEA 
annually to calculate the ratio of administrative costs to 
instructional costs for school districts. Taking into account 
adjustments for district size and other factors, TEA staff 
conducted desk audits of administrative expenditures 
for school districts. If a district exceeded its authorized 
“administrative cost ratio,” the excess amount was 
withheld from that district’s state funding. School districts 
that did not receive state funds had to remit to TEA the 
amount by which they had exceeded their administrative 
cost ratios. Districts were required to report any amount 
withheld or remitted in their annual performance reports 
and district report cards.

 In 2003, the 78th Legislature enacted SB 900 by 
Shapiro, which eliminated TEA audits of administrative 
cost ratios and sanctions against districts that exceeded 
these ratios. Instead, school districts now compute and 
report to TEA the percentage of total expenditures used to 
fund direct instructional activities as well as the percentage 
of full-time equivalent district employees who provide 
direct classroom instruction. This information must be 
included in campus report cards distributed annually and 
in TEA’s comprehensive report to the Legislature. 

 Supporters of SB 900 said it would enable the 
public to find out and evaluate how much of a school 
district’s administrative costs actually were spent on 

direct classroom instruction. Regulations prior to SB 900 
were unclear about which activities constituted direct 
instruction, making it difficult for the public to determine 
the proportion of funds being used for the direct benefit of 
students. Also, supporters said, the information gathered 
by TEA auditors was difficult for the public to understand 
and evaluate.

 The Texas School Performance Review, which the 
78th Legislature transferred from the Comptroller’s Office 
to the Legislative Budget Board in 2003, also looks at 
school district spending and other areas in an effort to 
increase efficiency. 
 
 Various versions of HB 2 by Grusendorf, the omnibus 
education reform bill that the 79th Legislature considered 
but did not enact in 2005, would have established the 65 
percent requirement. It also would have directed TEA to 
develop a uniform financial reporting system and adopt 
rules to require districts to use standard cost accounting 
practices for reporting expenditures, including districts’ 
significant noninstructional expenditures. HB 2 specified 
that the purposes of the financial accountability system 
would have been to collect, store, and maintain timely 
and accurate data for administering the public education 
system; evaluate and set appropriate financial performance 
standards; provide access to financial analysis to a broad 
range of parties; and provide trend and comparison data at 
the campus and district level.

 Districts would have had to identify and report 
each expenditure separately rather than as district-wide 
averages. Reporting standards would have included 
personnel expenditures for each campus, identified 
separately by administrative, instructional, and support 
assignments; expenses for maintenance and operations 
(M&O); costs for shared services and district support; 
and any additional information required by TEA. The 
information would have to have been submitted quarterly. 

 Many Texas school districts already are meeting or 
exceeding the 65 percent threshold and would not be 
affected by the new requirement. Of the state’s 1,037 

school districts, 417 already were at or above the 65 percent 
standard in 2002-03, according to TEA, and these districts 
educate well over half of the students in the state. The 
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measure is intended simply to call attention to those districts 
that are not spending a significant share of their expenses on 
classroom costs. 

 The new standard would allow plenty of room for 
school districts to continue to pay salaries and related 
expenses for bus drivers and other staff out of the 35 percent 
of the budget that is not devoted to direct instruction. School 
districts would not have to eliminate these positions just 
to meet the 65 percent requirement. The latest version of 
the proposed rule would allow school districts to include 
librarians in the category of instructional costs.

 It is important that TEA incorporate the NCES 
definition for instructional expenditures into the new rule. If 
the definition of instructional costs were expanded to include 
counselors, nurses, and other non-classroom professional 
staff, most school districts would have no trouble meeting 
the 65 percent threshold, which would undermine the intent 
of the requirement to direct more money into the classroom. 
Adopting the NCES definition also would make it easier 
for school districts to determine these costs because they 
already collect and report this standardized information.

 A school district’s financial accountability rating would 
not be affected by failing to meet the new standard if that 
district published its checkbook register and annual payroll 
expenses on the district Web site. This would allow the 
public to see how the district is spending taxpayer money 
and to evaluate whether the district has used public funds 
appropriately. Districts that faced unexpected expenses, such 
as mold remediation, could apply to TEA for an exception 
from the 65 percent requirement.

 If school districts are required to increase the percentage 
of money spent in the classroom by shifting priorities for 
how they spend their existing funds, teachers’ salaries could 
be raised without having to increase taxes. 

 The governor can direct TEA to adopt the 65 percent 
rule under the agency’s existing statutory authority to 
establish a financial accountability rating system. The use 
of executive orders allows the governor to direct policy 
involving agencies, such as TEA , where the commissioner 
is appointed by the governor to carry out his policies. In 
adopting the rule, TEA is following procedures required 
under the Administrative Procedure Act allowing extensive 
comment and hearings before the final rule is adopted.

 Charter schools currently are not part of the state’s 
financial rating system and should not have to adhere to 
the 65 percent standard. Charter schools were created to 
allow innovation without being subject to many of the 
requirements of traditional school districts. The Legislature 
could decide in the future to make charter schools subject 
to the 65 percent requirement by including them in the 
financial accountability system.

 Opponents say. The 65 percent requirement is 
a simplistic solution to a complex relationship between 
resources and results and would not have a significant effect 
on student achievement. The proposed new rule would 
undermine local control by imposing an arbitrary threshold 
on certain instructional expenses as a percentage of overall 
school expenditures, almost all of which support instruction 
in some way. 

 Texas is a large and diverse state, and each school 
district should be able to establish its own priorities based 
on the needs of its students. Urban districts, for example, 
may need to spend a greater portion of education dollars 
on school security or building maintenance while small 
and rural districts typically spend a greater share of their 
education funds on transportation, administration, and other 
indirect costs. Many smaller districts would have difficulty 
meeting the 65 percent requirement because these districts 
tend to have higher fixed costs per student for such services 
as data processing, which must be paid regardless of district 
size. The new standard could increase pressures on small 
and rural districts to consolidate in order to reduce non-
instructional expenses, even though consolidation probably 
would not have a significant impact on these fixed costs.
 
 Basing the 65 percent requirement on the NCES 
definition would lead school districts to reduce funding 
for nurses, counselors, and others not included in the 
instructional expenditures category and to increase funding 
for athletics and extracurricular activities, which are 
included. Nurses, counselors and many other jobs that 
support classroom instruction are required by state law 
and play an important role in student achievement. They 
should not suffer a reduction in funding because of this 
arbitrary spending requirement. Teacher training, curriculum 
development and other important functions that support 
classroom instruction also could be shortchanged.
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 If a district faced an unexpected expense, such as mold 
remediation or other unexpected building repairs, it could 
have to increase instructional expenses proportionately to 
meet the new standard. This could skew a district’s spending 
priorities and lead to unnecessary spending.

 There is no significant research to support the use of 
65 percent as a threshold for direct instructional expenses. 
A recent report by the financial analysis firm Standard 
and Poor’s found no connection between the 65 percent 
requirement and student achievement. The report noted that 
in nine of the 10 states currently considering the national 
“65 Percent Solution” campaign, there was no significant 
positive correlation between the percentage of funds that 
districts spend on instruction and the percentage of students 
that score proficient or higher on state reading and math 
tests. Texas was one of the nine states examined in the 
Standard and Poor’s study to determine whether such a 
correlation exists.
 
 It is unlikely the 65 percent requirement would generate 
sufficient funding to provide meaningful salary increases 
for teachers because personnel costs, including teachers’ 
salaries, already make up approximately 80 percent of most 
school district budgets. A shift large enough to provide 
a significant salary increase for teachers would mean 
significant cuts in other important services.

 The governor does not have clear authority to direct 
TEA to adopt new rules without legislative authorization. 
The 65 percent requirement was considered several times 
and not approved by the Legislature in the 2005 regular 
and special sessions. Although the Education Code gives 
the TEA commissioner the power to create a financial 
accountability system, it is not clear that the commissioner 
has any authority to make or enforce a 65 percent rule. The 
Education Code expressly places budget decisions in the 
hands of locally elected school boards.

 The new rule should apply to charter schools as well as 
public school districts. Charter schools operate with public 
funds and should be subject to the same restrictions on these 
funds as school districts.

– by Betsy Blair

 Other opponents say. While stricter state oversight 
of school district expenditures is a good idea, the 65 percent 
requirement would not go far enough to ensure that school 
districts make the best use of education dollars. School 
districts could ignore the requirement entirely simply by 
agreeing to post their checkbook registers and annual 
payroll costs on their Web sites. The proposed rule would 
merely add another mandate for school districts without any 
significant benefit for taxpayers. 

 Instead of tinkering with the system through the 65 
percent rule and other minor adjustments, the Legislature 
should take serious steps to beef up the state’s financial 
oversight of school districts. School districts already report 
most of the information the state needs to monitor spending, 
but the information is not used effectively to achieve its 
intended purpose. District financial information should be 
subjected to closer audits and stiffer sanctions and should 
be used to provide comparative and trending data so that 
districts can make financial improvements if necessary. 
TEA’s budget, which was reduced by 20 percent in 2003, 
should be restored to provide more resources for audits and 
other financial oversight of school districts.

 The 65 percent requirement is unnecessary. Most 
Texas school districts already spend close to 65 percent of 
their budgets on direct instruction. In the 2004-05 school 
year, according to TEA, Texas school districts and charter 
schools on average spent 64.6 percent of their resources 
on direct instruction activities, including 57.6 percent on 
instruction. In addition, schools already are required to 
report instructional cost percentages as part of the campus 
report card, which is accessible on campus Web sites. 

 The sanctions for districts that did not meet the new 
standards would not be stiff enough and would not provide 
needed transparency. The 65 percent rule would be one 
of more than 20 indicators used to rate a school district’s 
financial management; it is unlikely that a district that 
failed to meet this one indicator would suffer significant 
consequences, such as appointment of a financial monitor. 
Information included in the checkbook register of even 
the smallest school districts likely would be too detailed 
and specific to provide most members of the public 
with meaningful information about a school district’s 
expenditures. 
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(Drugs, from page 1)

implemented a fall-back program so that Medicaid clients 
can obtain their prescriptions and has filed a lawsuit 
challenging the constitutionality of the “clawback” provision 
that would require a refund to the federal Medicare program 
of savings to the state due to the federal assumption of 
prescription drug costs of elderly Medicaid recipients.

 Claw-back provision. One of the ways that 
Congress sought to limit the cost to the federal government 
of the new drug benefit was by including a “clawback” 
provision. The federal legislation requires states to send back 
to the federal Medicare program a portion of the general 
revenue funds that the state would have spent on Medicaid-
financed prescription drugs for elderly recipients. In Texas, 
that amount originally was estimated for fiscal 2006-07 
at $465.3 million, with that figure projected to decline in 
future years. This compares with the estimated $57.8 million 
more the state would have spent in general revenue if the 
federal program had not been available. A $465.3 million 
appropriation to pay the clawback was included in SB 1, the 
general appropriations act for fiscal 2006-07 as enacted in 
2005 by the 79th Legislature, but Gov. Rick Perry line-item 
vetoed the clawback allocation. In his veto proclamation, 
Gov. Perry said: 

I continue to object to the Center for Medicare and 
Medicaid Services’ interpretation of the state payment 
formula (i.e., clawback) and believe it penalizes 
states like Texas that have taken innovative steps to 
provide Medicaid drug benefits, control drug cost 
increases, and manage overall program costs trends. 
I am also concerned about new state administrative 
costs associated with the Medicare benefit and believe 
the federal government must clarify the federal-state 
roles and responsibilities in providing eligibility 
determination. Therefore, it is my intention to seek 
further changes at the federal level as soon as possible 
to ensure that the calculation of the clawback amount 
appropriately recognizes the aggressive efforts by 
Texas to reduce the rate of growth on prescription drug 
spending.

 Under the new federal law, states would make the 
clawback payments monthly, with the first payment due on 
February 25, 2006. However, in response to criticism that 

the equation used to calculate the amount of the clawback 
overestimated the savings to states and, in some cases, 
resulted in a clawback amount that was greater than state 
savings, the federal Centers for Medicare and Medicaid 
Services announced that it was recalculating the clawback 
amounts, which would be reduced by about 10 percent. 
Since then, Texas has not received an official request for the 
payment. Because those funds were vetoed, however, paying 
for the clawback would require specific direction from the 
governor and the Legislative Budget Board. If Texas fails to 
make a requested payment, that amount plus interest would 
be offset from Texas’ federal Medicaid reimbursement.

 Texas has joined four other states in a lawsuit, filed with 
the U.S. Supreme Court, challenging the constitutionality 
of the clawback requirement. Filed March 6, 2006, the 
complaint alleges that the clawback provision is an 
unconstitutional tax against sovereign states and represents 
the first time the federal government has levied a direct tax 
on the states. Texas and the other states also claim that the 
clawback provision unconsitutionally commandeers the 
state legislatures by requiring them to appropriate funds to 
enable Congress to pay for a federal benefit. Unlike other 
financial arrangements in which the state receives federal 
funds based on certain conditions, such as the matching fund 
arrangement for Medicaid or the required adoption of 21 
as the minimum drinking age as a condition for the receipt 
of federal highway funds, the payment of the clawback is 
not optional for the states. By authorizing a federal agency 
to calculate each year how much each state must pay as 
its clawback amount, the requirement would substantially 
interfere with state budgetary processes and put a significant 
amount of state funds beyond the control of the state 
legislatures, say the challenging states. 

 Filling prescriptions. The transition from the 
state Medicaid program to the new Medicare benefit in 
providing pharmacy benefits for low-income elderly 
persons has been difficult in some cases both in Texas 
and nationally. According to the Texas Health and Human 
Services Commission (HHSC), some people who are 
eligible for both Medicaid, the state-federal health benefit 
for low-income individuals, and Medicare, the federal 
health insurance program for the elderly, have had problems 
filling their prescriptions. Medicare Part D, the prescription 
drug benefit authorized by Congress in the Medicare 
Modernization Act of 2003, took effect January 1 of this 
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year. At that time, in Texas the 320,000 so-called “dual-
eligibles” – people whose age and income make them 
eligible for both programs – should have begun receiving 
their prescription drugs through Medicare Part D. However, 
in many cases data-sharing problems prevented them from 
filling their prescriptions. In response, Gov. Perry directed 
HHSC to continue providing prescription drug coverage 
through the Medicaid program as a back up so that patients 
could have their prescriptions filed and pharmacies could be 
reimbursed.

 When the new prescription drug benefit began on 
January 1, Medicare recipients were encouraged to sign 
up with one of the many prescription plans that have 
been established to offer the benefit. Texas’ dual-eligibles 
automatically were transferred into a plan, which should 
have begun paying for their prescriptions on the first day of 
the year. Because these individuals are low-income, their 
plan does not include the cost-sharing elements of other 
plans, such as a $250 deductible or 20 percent co-insurance. 
However, many dual-eligibles either were not recognized 
by the computer system as Medicare recipients at all or 
were considered part of the general Medicare population 
and were asked for a deductible or co-insurance payment. 
With the very large scope of the roll-out, telephone lines 
and the electronic query system quickly were overwhelmed. 
Some pharmacists reported that they just gave seniors their 
medicine, while other reports indicated that some dual-
eligibles were leaving without getting their prescriptions 
filled.

 HHSC responded by reverting to the Medicaid-
administered prescription benefit as a payer of last resort. 
The agency obtained a federal Medicare waiver that 

permitted the state to expend funds for this purpose, and 
these funds will be completely reimbursed by the federal 
government, including administrative expenses. As of 
February 23, HHSC had spent $4.4 million for prescriptions 
and served over 37,000 clients and paid 77,000 claims. 
The Medicare waiver expired March 8 and was unlikely to 
be renewed. While HHSC reports that most of the start-up 
problems have been resolved, some dual-eligibles have not 
yet had a prescription filled under the new system.

 Another change in how prescriptions are filled for 
the dual-eligible elderly will begin on April 1 of this year. 
Because private formularies – lists of drugs that a private 
prescription drug plan will pay for – do not include all 
medications and some patients may need to have a new 
prescription written to transfer to a drug on the plan, the 
federal law required plans to pay for any prescribed drug 
for three months. At the beginning of April, formulary 
limits will take effect, which may make it difficult for some 
recipients to fill a prescription for a drug not listed on the 
formulary. Some observers report that formulary limits 
already are being enforced by some plans, while others 
expect the transition to be smooth because patients have 
had ninety days to get a prescription for a drug listed on the 
formulary. 

 The initial enrollment period for Medicare Part D closes 
on May 15 of this year, which is the deadline for recipients 
to sign up for drug coverage. After that date, recipeints only 
can make changes during open enrollment periods. All 
dual-eligibles already have been enrolled in Part D, so the 
deadline should not affect that group of recipients.
 

– by Kelli Soika
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