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MAJOR ISSUES

Education

Proposition 98—Governor Proposes
$2 Billion Suspension

The budget proposal suspends the Proposition 98 minimum
guarantee by $2 billion in 2004-05. It also spends below the
minimum guarantee in 2002-03 and 2003-04 by a combined
$966 million, but does not suspend for these years, thereby
creating a “settle-up” obligation.

We recommend the Legislature (1) suspend the minimum
guarantee for 2002-03 through 2004-05, and (2) balance
funding for K-14 education with other General Fund
priorities without regard to the exact suspension level
proposed by the Governor (see page E-13).

Education Credit Card Balance Continues to Grow

We estimate that the state would end 2004-05 with a
$3.8 billion debt to K-14 education under the Governor’s
proposal. The outstanding balance increases by over
$300 million because the Governor defers the 2004-05
costs of state reimbursable mandates, and does not reduce
other deferrals or deficit factors (see page E-20).

K-12 Categorical Reform Headed in Right Direction

The Governor proposes to consolidate $2 billion in funding
for 22 existing categorical programs into revenue limits to
provide schools and districts with greater funding flexibility.
We recommend the Legislature transfer 17 programs into
revenue limits, including 14 proposed by the Governor, plus
two class size reduction programs and deferred
maintenance. We propose redirecting the remaining

Legislative Analyst’s Office



Education

programs in the Governor’s proposal into a professional
development block grant, or a restructured Economic
Impact Aid program (see page E-). We also propose a
separate block grant for school safety programs (see
page E-37)

M Higher Education Access Can Be Maintained

The Governor proposes various budget and policy changes
that achieve General Fund savings but which could
unreasonably restrict student access to higher education.
We recommend ways the Legislature could achieve a
similar level of savings while maintaining student access.

Whereas the Governor proposes to eliminate General Fund
support for outreach programs at the University of California
(UC) and the California State University (CSU), we propose
a new College Preparation Block Grant for K-12 schools to
contract for outreach services (see page E-160).

Although the Governor proposes no new funding for
enrollment growth at UC and CSU, we find that both
universities have unused enrollment funding in their base
budgets that would permit them to enroll more students in
2004-05 than in the current year (see page E-182).

The Governor proposes a variety of fee increases at all
three public segments. While we believe most of these
increases are reasonable, we recommend slightly smaller
increases for several fees. We also recommend
establishing a long-term fee policy that links student fees to
a fixed percentage of educational costs (see page E-197).

The Governor proposes significant new restrictions and
reductions for the Cal Grant program. We recommend the
Legislature reject these proposals and link grant levels with
fee levels. We also offer an alternative way to achieve
comparable General Fund savings (see page E-214).
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OVERVIEW

Education

The Governor’s budget includes a total of $56.4 billion in operational
funding from state, local, and federal sources for K-12 schools for 2004-05.
This is an increase of $1.2 billion, or 2.2 percent, from estimated
appropriations in the current year. The budget suspends the
Proposition 98 minimum guarantee by $2 billion, providing less funding
for K-14 education than otherwise would be required. The budget also
includes a total of $32.2 billion in state, local, and federal sources for
higher education. This is an increase of $803 million, or 2.6 percent, from
estimated expenditures in the current year.

Figure 1 shows support for K-12 and higher education for three years.
It shows that spending on education will reach $88 billion in 2004-05 from
all sources (not including capital outlay-related spending).

Figure 1
K-12 and Higher Education Funding

2002-03 Through 2004-05
(Dollars in Millions)

Change From
2003-04

Actual Estimated Proposed
2002-03 2003-04 2004-05 Amount Percent

K-122 $53,026.1 $55,193.7 $56,393.4 $1,199.7 2.2%
Higher educationP 30,519.7 31,414.4 32,217.4 803.0 2.6

Totals $83,545.0 $86,608.1 $88,610.8 $2,002.7 2.3%

8 |ncludes state, local, and federal funds. Excludes debt service for general obligation bonds.

b Includes state, federal, and local funds. Excludes direct capital outlay spending and debt service for
general obligation bonds.
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FUNDING PER STUDENT

The Proposition 98 request for K-12 in 2004-05 represents $6,941 per
student, as measured by average daily attendance (ADA). Proposed
spending from all funding sources (excluding state capital outlay and
debt service) totals about $9,338 per ADA.

The Proposition 98 budget request for California Community Col-
leges (CCC) represents about $4,100 per full-time equivalent (FTE) stu-
dent. When all state and local sources (including student fees) are in-
cluded, CCC will receive about $4,550 for each FTE student. This com-
pares to proposed total funding (state funds and student fees) of $19,880
for each FTE student at the University of California (UC), and $10,500 for
each FTE student at the California State University (CSU).

Historical Perspective on Funding Per Student

To place funding for K-12 and higher education in a historical per-
spective, we have compared state and local funding per FTE student in
the four public segments from 1988-89 through 2004-05, adjusting for the
effects of inflation over this period (see Figure 2). As the figure shows,
per-student funding for K-12 schools remains near the high point for the
period. Per-student funding for higher education has recently declined
somewhat due to the state’s fiscal problems.

Figure 2

Funding for K-12 and Higher Education Per Student
1988-89 Through 2004-05

Constant 2004 Dollars

$25,000
20,000 4 - - - - !
University of California

15,000 A
10,000 - California State University /~

I K—_liPuincSchools_____,—""————-

5,000 — — — —
California Community Colleges
T T T T T T T T T T T T T T T

88-89 90-91 92-93 9495- 96-97 98-99 00-01 02-03 04-05

3K-12 data include state and local funding. Higher education data include state and local funding,
including student fees.
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PROPOSITION 98

California voters enacted Proposition 98 in 1988 as an amendment to
the State Constitution. This measure, which was later amended by Propo-
sition 111, establishes a minimum funding level for K-12 schools and CCC.
Proposition 98 also provides support for direct educational services pro-
vided by other agencies, such as the state’s schools for the deaf and the
blind and the California Youth Authority. Proposition 98 funding consti-
tutes over 70 percent of total K-12 funding and about two-thirds of total
CCC funding.

The minimum funding levels are determined by one of three specific
formulas. Figure 3 (see next page) briefly explains the workings of Propo-
sition 98, its “tests,” and other major funding provisions. The five major
factors involved in the calculation of each of the Proposition 98 tests are:
(1) General Fund revenues, (2) state population, (3) personal income,
(4) local property taxes, and (5) K-12 ADA.

Proposition 98 Allocations

Figure 4 (see page 5) displays the budget’s proposed allocations of
Proposition 98 funding for K-12 schools and CCC. The budget proposes
$46.7 billion for Proposition 98 in 2004-05, which is $2 billion less than if
the Governor had not suspended the minimum guarantee. The General
Fund costs of Proposition 98 fall $444 million from the current-year level.
The budget also proposes to provide less than the minimum guarantee in
2002-03 and 2003-04 by a combined $966 million, deferring these settle-up
costs until at least 2006-07. Proposition 98 funding issues are discussed in
more detail in the “Proposition 98 Budget Priorities” section of this chapter.

ENROLLMENT FUNDING

The Governor’s budget makes changes to enrollment funding levels
for K-12 and higher education. The budget funds a 1 percent increase in
K-12 enrollment, which is considerably lower than annual growth dur-
ing the 1990s. The K-12 enrollment is expected to grow even more slowly
in coming years, as the children of the baby boomers move out of their
K-12 years. Community college enrollment is funded for 3 percent growth
in 2004-05, which is somewhat higher than the rate of expected popula-
tion growth. This is because the Governor’s budget anticipates that 10 per-
cent of UC and CSU’s freshman enrollment would be diverted to CCC
through a new program. Consistent with legislative intent expressed in
the 2003-04 budget package, the Governor’s budget includes no new fund-
ing for enrollment growth at UC and CSU. However, as we discuss later,
UC and CSU have unused base enrollment funding they could use to
admit more students in 2004-05.
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Figure 3
Proposition 98 at a Glance

Funding “Tests”

Proposition 98 mandates that a minimum amount of funding be guaranteed for
K-14 school agencies equal to the greater of:

¢ A specified percent of the state's General Fund revenues (Test 1).

e The amount provided in the prior year, adjusted for growth in students and
inflation (Tests 2 and 3).

Test 1—Percent of General Fund Revenues
Approximately 34.7 percent of General Fund plus local property taxes.

Requires that K-12 schools and the California Community Colleges (CCC)
receive at least the same share of state General Fund tax revenues as in
1986-87. This percentage was originally calculated to be slightly greater than
40 percent. In recognition of shifts in property taxes to K-14 schools from cities,
counties, and special districts, the current rate is approximately 34.7 percent.

Test 2—Adjustments Based on Statewide Income
Prior-year funding adjusted by growth in per capita personal income.

Requires that K-12 schools and CCC receive at least the same amount of
combined state aid and local tax dollars as they received in the prior year,
adjusted for statewide growth in average daily attendance and inflation (annual
change in per capita personal income).

Test 3—Adjustment Based on Available Revenues
Prior-year funding adjusted by growth in per capita General Fund.

Same as Test 2 except the inflation factor is equal to the annual change in per
capita state General Fund revenues plus 0.5 percent. Test 3 is used only when it
calculates a guarantee amount less than the Test 2 amount.

Other Major Funding Provisions

Suspension

Through urgency legislation other than the budget bill, the Legislature may
suspend the minimum guarantee, providing K-14 education any funding level
consistent with Legislative priorities. The difference between the guaranteed amount
and the level provided is added to the “maintenance factor,” discussed below.

Restoration (Maintenance Factor)

Following a suspension or Test 3 year, the Legislature must increase funding
over time until the base is fully restored. The overall dollar amount that needs to
be restored is referred to as the maintenance factor. A portion of the
maintenance factor is required to be restored in years the General Fund grows
faster than personal income.
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Figure 4
Governor's Proposed Proposition 98 Funding

(Dollars in Millions)

Change From
2003-04 2003-04 Revised

Budget Mid-Year 2004-05
Act Revised® Proposed Amount Percent

K-12 Proposition 98

State General Fund $27,646 $27,845 $27,233 -$612 -2.2%
Local property tax revenue 13,609 13,664 14,709 1,046 7.7
SubtotalsP ($41,255) ($41,509) ($41,942)  ($433) (1.0%)
CCC Proposition 98

State General Fund $2,244 $2,244 $2,414 $170 7.6%
Local property tax revenue 2,121 2,115 2,264 150 7.1
SubtotalsP ($4,365) ($4,359) (%$4,679)  ($320) (7.3%)

Total Proposition 98¢

State General Fund $29,983 $30,184 $29,740 -$444 -1.5%

Local property tax revenue 15,730 15,779 16,974 1,195 7.6

Totals® $45,713 $45,963 $46,714 $751 1.6%

a

These dollar amounts reflect appropriations made to date, or proposed by the Governor in the current
year. In order to meet the minimum guarantee in 2002-03 and 2003-04, the Legislature would need to
appropriate an additional $518 million and $448 million, respectively.

b Subtotals may not add due to rounding.

C Total Proposition 98 also includes between $93 million and $95 million in funding that goes to other
state agencies for educational purposes.

SETTING EDUCATION PRIORITIES FOR 2004-05

In this chapter, we evaluate the proposed budget for K-12 and higher
education, including proposed funding increases and reductions, pro-
posed consolidations and realignments, fund shifts and fee increases, and
projected enrollment levels. The difficult fiscal environment that the state
faces in 2004-05 provides the Legislature with the opportunity to reas-
sess the effectiveness of current education policies and finance mecha-
nisms. In both K-12 and higher education, we provide the Legislature
with alternative approaches to achieve significant budgetary savings.
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K-12 Priorities. The overriding issue for the Legislature in crafting
the 2004-05 budget for K-12 education and CCC (both funded largely
through Proposition 98 funds) is whether to suspend the Proposition 98
minimum guarantee, and if so, by what amount. How the Legislature
addresses these proposals will shape K-14 budgets for several years. The
proposed suspension allows the Legislature the flexibility to trade off
Proposition 98 and non-Proposition 98 priorities. We recommend the
Legislature approve a Proposition 98 suspension, and determine the ap-
propriate Proposition 98 funding level by balancing K-14 programs and
other budget priorities. We raise concerns with the level of deferrals and
the growing balance on the education “credit card,” which will require
the state to provide an additional $3.8 billion to schools and community
colleges in the future. The Governor proposes transferring $2 billion in
categorical program funding into revenue limits (general purpose spend-
ing) to provide districts greater flexibility in exchange for greater local
accountability. We are generally supportive of the concept, but suggest
some significant modifications to the proposal.

Higher Education Priorities. In higher education, the Governor pro-
poses to achieve General Fund savings by raising student fees at all three
segments, by making various programmatic reductions at UC and CSU,
and by modifying certain financial aid policies. We believe that the com-
bined effect of several of the Governor’s proposals would unnecessarily
reduce access to higher education. Most notably, we are concerned that
the Governor seeks to impose new limitations on critical financial aid
programs at the same time that he proposes substantial fee increases for
students at all three segments.

In the “Intersegmental” sections of this chapter, we offer alternative
budget approaches in the areas of K-14 outreach, enrollment funding,
student fees, and financial aid. While our recommendations would achieve
a level of General Fund savings that is similar to the Governor’s, we be-
lieve our proposal would better preserve student access to higher education.

2004-05 Analysis
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|ISSUES
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PROPOSITION 98 BUDGET PRIORITIES

The Governor’s budget offers a good starting point for addressing
the 2004-05 budget problem. Given the structural budget situation the
state faces, we believe the Governor’s proposed suspension of the
Proposition 98 minimum guarantee is appropriate. If suspension is
approved, we recommend the Legislature balance K-14 funding priorities
with other General Fund priorities without regard to the exact
Proposition 98 funding level proposed in the Governor’s budget.

The Governor’s budget proposal (1) suspends the Proposition 98 mini-
mum guarantee by $2 billion in 2004-05 and (2) spends below the mini-
mum guarantee in 2002-03 and 2003-04 by a combined $966 million. Thus,
the overriding issue for the Legislature in crafting the 2004-05 budget for
K-12 education and the community colleges (both funded largely through
Proposition 98 funds) is whether to approve the proposed suspension. If
suspended, the Legislature then could set the funding level for K-12 edu-
cation and the community colleges at whatever level it felt appropriate.
How the Legislature addresses these two issues of suspension and the
K-14 funding level will shape K-14 budgets for the next several years.

Within the budget’s proposed Proposition 98 funding level of
$46.7 billion, there are sufficient resources available to fully fund enroll-
ment growth, cost-of-living adjustments (COLAs), and some program
expansions and restorations. The Governor’s budget generally funds these
priorities, including statutory COLAs, but does not provide a COLA for
the community colleges and some K-12 categorical programs. The bud-
get also provides school districts and community college districts greater
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fiscal and programmatic flexibility by transferring $2.4 billion in categori-
cal funding into revenue limits and community college apportionments.
However, the budget continues to rely on funding deferrals—increasing
future K-14 obligations to almost $3.8 billion. Below, we discuss the
Governor’s approach to the 2004-05 budget, addressing: (1) overarching
Proposition 98 issues, including Proposition 98 suspension, certification,
and K-14 deferrals; (2) K-12 issues, including categorical flexibility and
LAO proposed spending reductions; and (3) major California Commu-
nity Colleges (CCC) budget issues, including enrollment growth, equal-
ization, and categorical reform.

GOVERNOR’S SUSPENSION PROPOSAL REASONABLE

Given the size of the structural deficit and Proposition 98’s share of
General Fund expenditures (roughly 40 percent), it would be very diffi-
cult to close the budget gap without suspending Proposition 98. The fol-
lowing two examples explain the difficulty of balancing the budget with-
out suspending the minimum guarantee:

< Additional Non-Proposition 98 Reductions. On the one hand,
the Legislature would need to make an additional $2 billion in
reductions in non-Proposition 98 programs (health, social ser-
vices, higher education, and corrections), which would be diffi-
cult on top of the Governor’s proposed reductions in those pro-
gram areas.

= Additional General Fund Tax Revenues. Alternatively, if the Leg-
islature were to increase tax revenues, much of the new revenue
would need to go to Proposition 98. If, for example, the Legisla-
ture increased General Fund revenues by $5 billion, $4 billion of
the increase would need to be appropriated for Proposition 98
(absent suspension). This is because the higher General Fund rev-
enues would significantly increase the minimum guarantee level.

As noted above, even with suspension, the Governor’s proposed
Proposition 98 funding level provides sufficient resources to fully fund
growth, COLA, and some additional expansions and program restora-
tions. Accordingly, we recommend the Legislature suspend the minimum
guarantee for 2004-05.

The Governor proposes suspending the minimum guarantee by $2 bil-
lion from the 2004-05 minimum guarantee level. If at the May Revision,
the minimum guarantee is higher or lower, the Governor’s proposal would
adjust the proposed K-14 appropriation level to keep the suspension
amount at $2 billion. If the Legislature chooses to suspend, we recom-
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mend the Legislature determine the appropriate level of K-14 funding by
balancing K-14 priorities with its other General Fund priorities—with-
out regard to the dollar amount of the suspension. In other words, the Legis-
lature should just spend at the Proposition 98 level it deems appropriate.

If the Legislature were to suspend Proposition 98 and fund K-14 edu-
cation below the guaranteed level in 2004-05, this would create real Gen-
eral Fund savings (relative to the guarantee). In some future fiscal year
the state would be required to fund K-14 education at the same level that
would have been required in that year if suspension had never occurred.
But our analysis suggests that this level of spending will not be required
for several years, and in the meantime the state would realize General
Fund savings each year by spending below this “long-term” guaranteed
level. We discuss this scenario below.

How a Proposition 98 Suspension Would Work

Over the long run, the Proposition 98 minimum guarantee is deter-
mined by the growth in K-12 attendance and growth in per capita per-
sonal income (commonly known as the Test 2 factor). The Constitution
allows the Legislature to appropriate funding for K-14 education below
this “long-term Test 2 level” under two circumstances: (1) the Legisla-
ture suspends the requirements of Proposition 98 or (2) per capita Gen-
eral Fund revenues (commonly known as the Test 3 factor) grow more
slowly than per capita personal income.

In either of these circumstances, the Constitution requires the state to
provide accelerated growth in Proposition 98 funding in future years until
the state has “restored” funding to the long-term Test 2 level. During this
restoration period, the state calculates the difference between the actual
level of spending and the long-term Test 2 level of spending. This differ-
ence is referred to as the “maintenance factor” and it is restored in one of
two ways:

= When General Fund revenues grow faster than personal income,
the state must reduce the maintenance factor by providing addi-
tional growth funding for Proposition 98.

= The Legislature can opt to provide funding above the minimum
guarantee (“overappropriate”)—restoring the maintenance fac-
tor faster than required under law.

When the maintenance factor is fully restored, K-14 spending is re-
turned to the long-term Test 2 level. However, the state is never required
to “pay back” the earlier savings achieved in the years when Proposi-
tion 98 funding was below its long-term Test 2 level. These savings there-
fore are not “loans” from prior years, but actual savings. The Depart-
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ment of Finance estimates that absent suspension, the state would end
the 2004-05 fiscal year with a $2 billion maintenance factor (resulting from
recent Test 3 years). The proposed suspension would create an additional
maintenance factor of $2 billion, resulting in a year-end maintenance fac-
tor obligation of $4 billion.

Governor’s Proposal Would Save at
Least $2 Billion Annually for Several Years

Figure 1 shows our estimate of the annual savings to the state from
the Governor’s proposed suspension. The figure shows that the $2 bil-
lion of savings in 2004-05 actually grows to $2.4 billion by 2008-09. The
fiscal impact of the 2004-05 suspension grows by roughly $100 million
annually (to $2.1 billion in 2005-06 and so forth). In other words, the sav-
ings grow with the annual growth in the minimum guarantee. We ex-
plain in detail below why the additional maintenance factor resulting
from the Governor’s proposed suspension does not decline over the fore-

cast period.

Figure 1
Impact of Governor's Suspension Proposal on
Future Proposition 98 Spending?
(In Billions)
$65

1! Impact of Suspension
60- - . —
[ Governor's Proposition 98 Spending $2.4 |
F————
1
554 1 $2.3
-———
1 $22 1
50- I $21 |
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03-04 04-05 05-06 06-07 07-08 08-09

3Based on LAO revenues and assuming the state appropriates funds at the minimum guarantee

in out years.
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Current Maintenance Factor in Effect Paid Off First. Figure 2 shows
the impact that a $2 billion suspension would have on widening the gap
(maintenance factor) between the required minimum guarantee and the
long-term Test 2 level. Under current law but absent suspension, the state
would slowly close the gap between the Proposition 98 funding level and
the long-term Test 2 level over the forecast period. (We estimate this main-
tenance factor payoff at over $200 million annually on average.) Lower-
ing the 2004-05 spending level by $2 billion through suspension widens
the gap from the long-term Test 2 level. The shaded area between current
law absent suspension and current law with a $2 billion suspension rep-
resents the savings to the state from the Governor’s proposal.

Since the state does not pay off its preexisting maintenance factor
over the period shown, the maintenance factor created by suspension
(%2 billion) generates savings of that magnitude each year. (As noted
above, it actually grows slightly because of growth in ADA and per capita
income.) When the state fully restores all maintenance factor and returns
to the long-term Test 2 level (which based on our forecast would be after
the period shown in Figure 2), the savings to the state from the $2 billion
suspension would end. However, in the interim, the state would gener-
ate annual savings from the Governor’s proposed suspension.

Figure 2

Impact of Suspension
On Proposition 98 Funding Over Time®

(In Billions)
$67
Long-Term Test 2
62 -
= = Current Law
(no suspension)
57 1 = Current Law With
$2 Billion Suspension
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471 From a Proposition 98
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3LAO Estimates.
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What Would It Take to Restore the Entire Maintenance Factor? Based
on past experience, sudden turnarounds in General Fund revenues can
require rapid restorations of maintenance factor. Under our forecast, Gen-
eral Fund revenues would grow from $75.9 billion in 2004-05 to $95.1 bil-
lion in 2008-09, or 5.8 percent, annually on average. In order to fully re-
store the maintenance factor by 2008-09, we estimate that, other things
held constant, revenues would need to grow to about $103 billion, or al-
most 8 percent annually.

Legislature Can Eliminate Prior- and Current-Year
Proposition 98 Obligations Through Suspension

We recommend the Legislature suspend the minimum guarantee in
2002-03 and 2003-04 to eliminate $966 million in Proposition 98 “settle-
up” obligations the Governor proposes to postpone until at least 2006-07.

For 2002-03 and 2003-04, the Governor proposes to fund Proposi-
tion 98 below the existing minimum guarantee, but does not propose
suspension in these years. Thus, for these years, the state would need at
some future time to appropriate additional resources to “settle up” to the
minimum guarantee. However, the State Constitution does not specify a
timeline by which the state must accomplish this. Under the Governor’s
proposal, the state would not begin paying the settle-up obligation of
$966 million until 2006-07. This effectively creates a $966 million loan from
Proposition 98 to the General Fund until that time. While this would help
the state’s balance sheet in the short run, the “tab” would have to be paid
starting in 2006-07. Given that the budget does not fully address the state’s
structural problem (see “Part I”” of the 2004-05 Perspectives and Issues), the
loan would add to the state’s problem when the settle-up payments were
made in 2006-07.

For similar reasons that we recommend suspending the minimum
guarantee for 2004-05, we recommend the Legislature suspend the mini-
mum guarantee for 2002-03 and 2003-04, thereby eliminating the $966 mil-
lion out-year obligation. If the state does not suspend the minimum guar-
antee for 2002-03 and 2003-04, the state will be obligated to pay off the
$966 million in the near term regardless of the state’s fiscal situation at
the time.

Proposition 98 Certification Process in Need of Reform

We recommend the Legislature (1) “close the books™” (certify) the
Proposition 98 funding level for fiscal years 1995-96 through 2001-02 and
(2) certify the 1995-96 and 1996-97 funding level at the existing
appropriation level—eliminating a potential obligation of $251 million.
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Current law requires the State Department of Education (SDE), CCC,
and the Department of Finance (DOF) to jointly certify the Proposition 98
calculation—including the formula inputs (ADA, per capita General Fund
revenues, per capita personal income) and the overall Proposition 98 ap-
propriation level within nine months of the end of a fiscal year. However,
these parties have ignored the statutory requirement for a number of years.
The last time that the calculation was certified was when the Legislature
certified fiscal years 1990-91 through 1994-95 as part of the implement-
ing legislation for the settlement of the California Teachers Association V.
Gould lawsuit. So, technically changes to any of the Proposition 98 calcu-
lation inputs could lead to a change in the minimum guarantee for any
year after 1994-95.

Lack of Proposition 98 Certification Only Leads to Increases in State
Costs. The practical implication of these unreasonably long delays in cer-
tification is that the state’s Proposition 98 obligation could increase un-
expectedly in any future year due to a change applied retroactively to
some fiscal year in the distant past. Just such an obligation has been iden-
tified for fiscal years 1995-96 and 1996-97. Data from the 2000 census ad-
justed the state’s estimate of state population for the late 1990s, slightly
lowering the prior estimates. This adjustment results in higher per capita
General Fund revenues, which in turn increases the Proposition 98 guar-
antee. If the Proposition 98 calculation were adjusted to reflect this revi-
sion, the state would owe schools and community colleges an additional
$251 million ($85 million for 1995-96 and $166 million for 1996-97) settle-
up obligation. If, on the other hand, adjustments to the inputs had re-
sulted in a lower Proposition 98 minimum guarantee, the state could not
ask the schools to return funding for those prior years. Thus, by allowing
fiscal years to remain uncertified, the three agencies put the state at risk
of increased funding obligations. Moreover, any additional funding ap-
plied to the distant past would represent a windfall provided to schools
without any associated oversight or accountability.

Close the Books. We believe that the intention of the Legislature is
clear. The SDE, CCC, and DOF should work collaboratively to certify the
Proposition 98 guarantee within a reasonable time period after the close
of a fiscal year. At the end of this period, they should “lock in” the Propo-
sition 98 funding level for a specific year. Because of the fiscal risk to the
state, we recommend the Legislature adopt trailer bill language to certify
the Proposition 98 calculations for 1995-96 through 2001-02. As part of
that certification, we recommend the Legislature certify the Proposition 98
calculation based on the state’s population estimates available in the late
1990s and used to determine the state’s minimum guarantee for 1995-96
and 1996-97. By certifying now (using the most accurate estimates that
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were available in the late 1990s), the Legislature would eliminate a po-
tential out-year liability of $251 million.

Develop a More Definitive Certification Process. Because of the po-
tential state liabilities that can arise from not certifying the Proposition 98
calculation in a timely fashion, we recommend the Legislature work with
the administration to develop a more definitive statutory certification
process. We believe it would be ideal if the state certified a given fiscal
year’s Proposition 98 level prior to the start of the second following fiscal
year. For example, the 2002-03 Proposition 98 amount would be known
and certified prior to the start of 2004-05. This would limit uncertainty
over unanticipated changes in the Proposition 98 spending level to de-
velopments which occurred in 2003-04. We acknowledge that even after
the end of a fiscal year, estimates of population, attendance, and General
Fund revenues can change. But the Legislature needs to balance the mar-
ginal improvement in accuracy provided by these adjustments with the
uncertainty caused by leaving fiscal years open.

CREDIT CARD BALANCE HIGH AND GROWING

Starting in 2001-02, the Legislature opted to defer significant educa-
tion program costs to the subsequent fiscal year rather than make addi-
tional spending cuts. Under the Governor’s proposal, the recent trend of
increasing future state obligations to fund current or prior costs contin-
ues. The result has been a steadily growing balance on the state’s educa-
tion “credit card.” Figure 3 shows the year-end spending obligations that
the state has agreed to pay in the future. There are two distinct portions
of the education credit card balance—(1) deferrals requiring one-time
payments by the state and (2) revenue limit “deficit factor” which re-
quires ongoing payments. Combined, the credit card balance would grow
from $3.5 billion in 2003-04 to $3.8 billion in 2004-05 under the Governor’s
budget, an increase of $321 million. Most of the increase in the credit card
balance results from lack of funding for state-reimbursable mandates in
the budget. We estimate that the annual costs of K-14 mandates in 2004-05
will exceed $300 million. Given the large and growing backlog of man-
date claims, the mandate deferral presents special problems for the state.
By the end of 2004-05, the state is likely to have a total of almost $1.6 bil-
lion in outstanding Proposition 98 mandate liabilities. We provide sev-
eral mandate reform proposals to reduce out-year costs later in this chap-
ter and in the 2004-05 Budget: Perspectives and Issues.
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Figure 3
Update on the Education Credit Card

Year-End Balances
(In Millions)

2001-02 2002-03 2003-04 2004-05

One-Time Costs
Revenue limit and categorical deferrals $931.3 $2,158.1 $1,096.6 $1,071.3

Community college deferrals 115.6 — 200.0 200.0

Cumulative mandate deferrals 655.6 958.1 1,266.2 1,583.1

Ongoing Costs

Revenue limit deficit factor — — $883.3 $912.5
Totals $1,702.5 $3,116.2 $3,446.1 $3,766.9

A major component of the 2003-04 Proposition 98 budget solution
was a 1.2 percent reduction in revenue limits, and a foregone 1.8 percent
COLA. Combined, these reductions saved the state almost $900 million.
However, the Legislature created an obligation to restore the reduction—
referred to as the “deficit factor”—by 2005-06 at the latest. It also adopted
trailer bill language stating that the first priority for increases in Proposi-
tion 98 funding is to restore these revenue limit reductions.

The cumulative impact of all these deferrals and out-year obligations
has maxed out the education credit card. Each year the state relies on
deferrals and other one-time solutions rather than ongoing solutions, the
problem intensifies the following year.

Establish Deferral Repayment Plan. We recommend the Legislature
begin gradually paying off deferrals and develop a repayment plan to
eventually restore all deferred funds. We note that since school districts
and community colleges have already spent the funding to meet the pro-
gram obligations of the deferred programs, any funding provided to re-
duce deferrals is effectively general purpose in nature at the local level.
In the budget and future years, we recommend the Legislature make it a
priority to repay deferrals before making expenditure increases or fund-
ing new programs. Below, we identify almost $400 million in K-14 sav-
ings recommendations. We suggest that if the Legislature decides to ap-
propriate at the Governor’s proposed Proposition 98 funding level, the
freed up funds be used to reduce the credit card debt.
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OTHER ISSUES

LAO Recommended Reductions

Throughout this chapter, we recommend more than $400 million in
Proposition 98 funding reductions that the Legislature could use to re-
duce the balance on the education credit card or redirect to other General
Fund priorities. Figure 4 summarizes these reductions. Redirecting iden-
tified savings to pay off K-14 debts would keep the credit card from grow-
ing above its 2003-04 level. Most of these reductions are discussed in de-
tail later in the chapter. Two that are not are discussed below:

e Current-Year K-3 Class Size Reduction Participation Rate Falls
(Reduce $50 Million). Several school districts have stopped or
reduced participation in K-3 class size reduction (CSR) in the
current year because of lack of local funding to fully fund the
cost of the program. As a result, early data collected by SDE sug-
gest the state may save as much as $100 million in the current
year. Given that more accurate data will not be available until
June, we suggest the Legislature plan conservatively and redi-
rect only half of the potential savings to other K-14 priorities.
The declining participation reemphasizes the need for reform of
the enrollment caps for K-3 CSR, which we recommended in the
Analysis of the 2003-04 Budget Bill.

= State Will Receive Higher Federal Funds for Special Education
($33 Million). In the recently adopted federal budget, California
will receive additional federal funds. The state can use $33 mil-
lion of the increase to cover the costs of special education growth
and COLA in 2004-05 and still meet the federal maintenance-of-
effort requirement.

Increase K-12 Local Fiscal and Program Flexibility

The Governor proposes to consolidate $2 billion in funding for
22 existing categorical programs into revenue limits. With this change,
districts would have complete discretion over the use of these funds. The
proposal would balance this new flexibility by requiring a district plan
that is intended to increase local accountability for district spending de-
cisions. In addition, the budget proposes to provide additional flexibility
for five small school safety competitive grant programs.

We believe these proposals take a significant step toward the goal of
establishing a streamlined system of categorical programs. In particular,
consolidating categorical funds into revenue limits results in several ben-
efits, including greater fiscal and program flexibility, savings in state and
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Figure 4
LAO Proposition 98

Savings Recommendations
(In Millions)

Program Amount
Instructional materials $113
K-12 equalization 110
CCC equalization 80
Current-year K-3 class size reduction 50
Internet access 21
Special education federal fund offset 33
Basic aid categorical reduction 10
Title VI federal fund offset 8
School safety reversion 2
Fully fund school safety mandates -30

Total $396

local administrative costs, and more local focus on outcomes rather than
program rules.

In our analysis of the administration’s reform proposal, we provide
the Legislature with criteria to use when determining which categorical
programs are good candidates to move into revenue limits. We focus on
whether local incentives might cause a school district to underinvest in
specific activities. Based on our assessment of local incentives, we rec-
ommend several modifications to the list of programs included in the
revenue limit shift. Most significantly, we recommend the Legislature
move only 17 categorical programs into revenue limits. We recommend
the Legislature exclude from the shift both staff development programs
and programs that support services for special-needs students because
we are concerned that local incentives are likely to lead districts to
underinvest in these two areas. Instead, we recommend (1) creating a
teacher quality block grant from ten existing categorical programs and
(2) restructuring Economic Impact Aid by adding programs serving spe-
cial needs students.

Of the 17 programs we recommend shifting into revenue limits, three
are not ones the administration proposes shifting. Specifically, we rec-
ommend shifting K-3 and high school class size reduction, as well as a
deferred maintenance. Given the popularity among parents and teachers
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of smaller classes, we think school boards would have to make a con-
vincing case that alternative uses of class-size reduction funds would lead
to better outcomes for students. For deferred maintenance, recent state
bond acts improve local incentives for providing adequate maintenance
by requiring a minimum level of spending by participating districts. Be-
cause of the new bond act requirements, the deferred maintenance pro-
gram does little to further increase local maintenance spending. By con-
solidating this program into revenue limits, the Legislature would clarify
that long-term facility maintenance is the responsibility of school boards,
not the state.

We also suggest modifying the budget’s school safety program pro-
posal. Specifically, we recommend creating a block grant that would con-
tain funding from all existing categorical and state-mandated local pro-
grams in this area. This would give districts greater flexibility over the
use of funds and reduce the state and local administrative burden of ex-
isting categorical programs and mandates.

CCC Spared From Higher Education Reductions

While the Governor’s budget makes a variety of programmatic re-
ductions to the University of California (UC) and the California State
University (CSU)—including reductions in freshman enrollment fund-
ing, the elimination of outreach programs, increases in student-faculty
ratios, and cuts in general administrative funding—CCC receives almost
no programmatic reductions. Instead, CCC would receive an augmenta-
tion of about $121 million for a 3 percent increase in enrollment, and
$80 million to fund equalization. The budget, on the other hand, does not
provide a COLA. Total funding for CCC (including General Fund, local
property taxes, student fees, and federal and other funds) would increase
by $507 million, or 8 percent, from the current year.

Deferral Affects Proposition 98 Funding. The 2003-04 budget pack-
age allows CCC to defer $200 million in costs from June to July 2004. This
deferral of current-year costs to the budget year creates Proposition 98
savings in the current year without affecting CCC’s programmatic sup-
port. By reducing CCC’s Proposition 98 appropriations in the current year,
however, the deferral distorts traditional measures of CCC’s “share” of
Proposition 98 resources. It also distorts measures of year-to-year change
in CCC’s level of support. Adjusting for the deferral (that is, counting the
$200 million towards CCC’s 2003-04 budget) provides a more meaning-
ful measure of how CCC’s funding will increase under the Governor’s
proposal. With this adjustment, CCC’s total funding would increase by
$307 million, or 4.7 percent. This includes an adjusted Proposition 98 in-
crease of $120 million, or 2.6 percent. Other significant new funding comes
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from a proposed fee increase ($91 million) and non-Proposition 98 Gen-
eral Fund support ($96 million).

Funding for 35,000 Additional Students. The proposed budget would
provide $121 million for 3 percent growth in general apportionments, plus
an additional $4 million for growth in noncredit instruction. The com-
bined $125 million would fund about 35,000 additional full-time equiva-
lent students, or 3.2 percent more than in the current year. This is signifi-
cantly higher than the 1.8 percent growth rate called for by statutory
guidelines. The budget recognizes the additional enroliment demand that
will likely be diverted from UC and CSU because of a proposal to reduce
the number of first time freshman at those segments. While we believe
the 3 percent growth in general apportionments is reasonable, we are
concerned that the $4 million in special growth funding for noncredit
instruction deviates from longstanding practice and would hinder the
efficient allocation of growth funding.

Equalization Proposal Deserves Broader Consideration and Longer
Review. The Governor proposes $80 million to help equalize per-student
funding among CCC districts. While we support the goal of equaliza-
tion, we believe that the state’s fiscal situation requires that funding for
new programs instead be directed to existing obligations. We neverthe-
less recommend the Legislature move forward in adopting an equaliza-
tion plan that reflects its priorities, in order to expedite equalization ef-
forts when funding is more readily available.

Categorical Reform Proposal Falls Short. The Governor proposes a
“categorical reform” of funding for some CCC programs. While we agree
that the categorical funding of CCC programs is in need of reform, we
are concerned that the Governor’s proposal lacks adequate accountabil-
ity measures. In addition, we think that a substantial part of the Governor’s
proposal would have no meaningful effect on how community colleges
are funded.

Additional Budget Options Provided in Perspectives and Issues

As discussed above, we believe that suspending the Proposition 98
minimum guarantee makes sense given the overall budget picture. If the
Legislature chooses to suspend the minimum guarantee, we suggest that
the Legislature balance its priorities between Proposition 98 funding and
other General Fund spending independent of the minimum guarantee
requirements. In order to assist the Legislature in the 2004-05 budget de-
liberations, we provide a list of additional Proposition 98 cut options in
“Part V”’ of the 2004-05 Budget: Perspective and Issues.
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INTRODUCTION

K-12 Education

The budget proposes to suspend the Proposition 98 minimum
guarantee, providing $2 billion less than would be required absent
suspension. The budget also proposes to postpone until at least 2006-07
payments of $518 million and $448 million needed to meet the minimum
guarantee for 2002-03 and 2003-04, respectively. Taking into account both
the growth in the guarantee and monies freed up from paying off deferrals
in the current year, there are adequate funds to cover growth in student
attendance, cost-of-living adjustments, and other purposes. Adjusting
funding for deferrals funding, schools would receive $6,941 per pupil, or
2.6 percent more than the revised estimate of per-pupil expenditures in
the current year.

Overview of K-12 Education Spending

Figure 1 (see next page) displays all significant funding sources for
K-12 education for the budget year and the two previous years. As the
figure shows, Proposition 98 funding constitutes over 70 percent of over-
all K-12 funding. The increase in K-12 Proposition 98 funding is supported
by a forecasted $1 billion increase in local property taxes (LPT), allowing
General Fund support for Proposition 98 to actually fall by $612 million.
The growth in LPT results from a combination of natural growth in school
LPT, a proposal to transfer additional property tax revenues from local
government to school districts through the Educational Revenue Aug-
mentation Fund (ERAF), and transfers of ERAF revenues from schools
districts to local governments as part of the “triple flip” payment mecha-
nism for the Economic Recovery Bond on the March 2, 2004 ballot.

The budget proposes to increase non-Proposition 98 General Fund
spending by almost $1.4 billion in 2004-05. Key changes in non-Proposi-
tion 98 General Fund spending include:

= Increased Contributions to State Teachers’ Retirement System—
$497 Million. Last year, there was a large balance in a state fund
that provides retired teachers with purchasing power protection.
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Figure 1

K-12 Education Budget Summary

(Dollars in Millions)

2002-03 Through 2004-05

Change From 2003-04

Totals may not add due to rounding.

Mid-Year
Actual Revision  Proposed
2002-03 2003-04 2004-05 Amount  Percent
K-12 Proposition 98
State General Fund $26,106.4 $27,8449  $27,232.6  -$612.3 -2.2%
Local property tax revenue 12,799.9 13,663.9 14,709.4  1,0455 7.7
Subtotals, Proposition 98 ($38,906.3)  ($41,508.8) ($41,942.0) ($433.2)  (1.0%)
Other Funds
General Fund
Teacher retirement $901.4 $469.5 $966.4 $496.9  105.8%
Bond payments 788.7 989.1 1,665.0 675.9 68.3
Other programs 1,003.5 283.6 506.2 222.6 78.5
State lottery funds 806.5 793.4 793.4 — —
Other state funds 99.1 90.1 85.9 -4.2 A7
Federal funds 6,390.7 7,118.8 7,159.5 40.7 0.6
Other local funds 4918.7 4,929.6 4,940.0 10.4 0.2
Subtotals, other funds ($14,908.5)  ($14,674.1) ($16,116.4) ($1,442.3)  (9.8%)
Totals $53,814.8 $56,182.8  $58,058.4 $1,875.6 3.3%
K-12 Proposition 98
Average daily attendance (ADA) 5,905,715 5,978,127 6,039,207 61,080 1.0%
Budgeted amount per ADA $6,588 $6,943 $6,945 $2 —

(This program ensures that retirees’ pensions stay at 80 percent
of their original purchasing power.) In 2003-04, the state deter-
mined that it could forego a $500 million payment on a one-time
basis, and still honor statutory obligations to teachers. The
Governor’s budget augments spending for teacher retirement by

$497 million in 2004-05 to restore the base funding level.

= School Bond Debt Service Increases—$676 Million. The budget’s
increase in debt service on school bonds reflects a combination
of (1) the recent investment the state has made in school con-
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struction and renovation through Proposition 1A (1998) and
Proposition 47 (2002), and (2) the restructuring of the state’s long-
term debt, which reduced payments the last two years but in-
creases them in 2004-05 and subsequent years.

= Proposition 98 Reversion Account and Other Non-Proposition 98
General Fund Increases—$223 Million. Non-Proposition 98 Gen-
eral Fund spending increases by $223 million from 2003-04. Most
of this results from funds being reappropriated from the Propo-
sition 98 Reversion Account in 2004-05 as a result of K-14 educa-
tion program savings in 2003-04 and prior years.

Deferrals Distort Year-to-Year Comparisons. The growth pattern of
Proposition 98 spending is distorted because humerous expenses have
been deferred from one fiscal year to another from 2001-02 through
2004-05. These deferrals make cross-year comparisons difficult. Figure 2
displays the impact that the deferrals have on the growth of per-pupil
spending by moving deferred funds into the years in which the expendi-
tures occur. We refer to this deferral-adjusted funding level as “program-
matic” funding because this is when programs actually used the money,
and suggest the Legislature focus on changes in programmatic funding
to gauge the impact that this budget has on actual school spending. Us-
ing this calculation, per pupil spending increases by $175, or 2.6 percent,
over the 2003-04 revised funding level. In contrast, funding fell between
2002-03 and 2003-04 by $30 per pupil or 0.4 percent.

Figure 2

K-12 Proposition 98 Spending Per Pupil
Adjusted for Inter-Year Funding Deferrals

Actual Revised Proposed
2002-03 2003-04 2004-05

Budgeted Funding
Dollar per average daily attendance (ADA) $6,588 $6,943 $6,945

Percent growth — 5.4% —
Programmatic Funding

Dollar per ADA $6,796 $6,766 $6,941
Percent growth — -0.4% 2.6%

a 10 adjust for the deferrals, we count funds toward the fiscal year in which school districts program-
matically commit the resources. The deferrals mean, however, that the districts technically do not
receive the funds until the beginning of the next fiscal year.
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Major K-12 Funding Changes

Figure 3 displays the proposed major K-12 funding changes from the
2003-04 Budget Act. In the current year, the Governor’s budget reflects a
$261 million increase in revenue limit deferred from June to July 2003.
Because revenue limits are continuously appropriated, a technical error
in estimating the size of the June revenue limit payment resulted in 2002-03
appropriations being reduced by $261 million and 2003-04 appropriations
increasing equivalently.

In 2004-05, the Governor’s budget proposes about $1.9 billion in new
K-12 expenditures. Funds for these proposals come from three main
sources:

e Increased Proposition 98 K-12 Spending—%$433 Million. This is
the growth in the total amount of Proposition 98 funding the
Governor proposes for K-12 education.

e Reduced Deferral Costs—$1 Billion. The budget takes advantage
of $1 billion in funding freed-up from one-time uses in 2003-04.
In 2003-04, the state used over $1 billion to pay off categorical
and revenue limit deferrals. These costs were one-time in nature,
and can be used for ongoing purposes beginning in 2004-05. The
Governor uses these funds for the priorities outlined below.

e Fund Shifts and Program Reductions—$469 Million. The bud-
get takes advantage of two fund shifts to reduce the Proposition 98
funding obligations for K-12—$146 million in one-time funds in
the Proposition 98 Reversion Account (funds appropriated but
not spent in prior years), and $74 million in federal funds for
special education. In addition, the Governor proposes savings
of $249 million from (1) spending reductions in child care pro-
grams, (2) savings in the state accountability programs for low-
performing schools, and (3) various other program reductions.

The budget proposes to use $1.9 billion from the sources discussed
above to provide growth, cost-of-living adjustments (COLAS), and other
funding increases (see Figure 3). Of the increases, the budget provides
roughly $1.2 billion to increase “revenue limit” funding (available for
school districts and county offices of education to spend on general pur-
poses). Specific revenue limit proposals include:

= Revenue Limit Growth and COLA—$280 Million and $555 Mil-
lion. The Governor fully funds a 1.02 percent growth in revenue
limits ($280 million) and a 1.84 percent COLA ($555 million). The
budget proposes to continue the revenue limit “deficit factor”
created in 2003-04. Specifically, the 2003-04 budget suspended
the 1.8 percent COLA and reduced revenue limits by an addi-
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Figure 3
Major K-12 Proposition 98 Changes

(Dollars in Millions)

2003-04 Budget Act $41,255
Additional K-12 apportionment deferred from 2002-03 261
Other changes -8
Total $254
2003-04 Revised K-12 Spending $41,509
Increases
Revenue Limits
Cost-of-living adjustments (COLAS) $555
Growth 280
Unemployment insurance 136
Equalization 110
Increase Public Employees’ Retirement System cost 106
Subtotal ($1,187)
Categorical Programs
Growth $89
COLAs 185
Instructional materials 188
Deferred maintenance 173
Other increases 116
Total, Increases $1,938
Decreases
Net reduction in funds needed to pay deferred costs -$1,036
Proposition 98 Reversion Account swap -146
Special education federal fund offset -74
Combined child care proposals -69
Immediate Intervention/Underperforming Schools Program -46
High priority grants -28
Other decreases -105
Total, Decreases -$1,505
2004-05 Proposed $41,942
Change, 2004-05 Proposed Over 2003-04 Revised
Amount $433

Percent
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tional 1.2 percent, but created a deficit factor requiring the state
to build the foregone funding back into the base starting in 2005-06.
In total, the outstanding deficit factor is around $900 million.

< Unemployment Insurance Costs and Public Employees’ Retire-
ment System (PERS) Costs—$136 Million and $106 Million.
Under current law, the state is required to provide funding to
school districts to cover cost increases in unemployment insur-
ance and PERS. The unemployment insurance rate increases from
0.3 percent in 2003-04 to 0.7 percent in 2004-05, costing an addi-
tional $136 million. School district PERS costs increase because
the PERS contribution rate for classified employee salaries in-
creased from 10.4 percent to 12.2 percent.

e Equalization—$110 Million. The Governor proposes to use
$110 million to equalize base revenue limit funding across school
districts. According to the Department of Finance (DOF), the
equalization funding will be distributed using the current rev-
enue limits (as adjusted for excused absences). Equalization
would occur before the transfer of $2 billion in categorical pro-
grams into revenue limits under the administration’s proposal.

The budget provides growth and COLAs for those categorical pro-
grams with statutory requirements. The Governor’s proposal excludes
growth and COLAs for some categorical programs that have received
growth and COLAs in the recent past. For example, programs like home-
to-school transportation, year-round schools, gifted and talented educa-
tion, dropout prevention, and tenth grade counseling will not receive
growth or COLASs in 2004-05. The Governor also provides additional cat-
egorical funds to fully restore deferred maintenance to one-half of 1 per-
cent of total expenditures ($173 million), and augment instructional ma-
terials funding by $188 million.

Proposition 98 Spending by Major Program

Figure 4 shows Proposition 98 spending for major K-12 programs.
Revenue limit funding accounts for $30.3 billion. In addition, the Gover-
nor proposes to transfer $2 billion in categorical programs into revenue
limits. The two largest categorical programs, special education and K-3
class size reduction, would remain separate programs. The budget pro-
poses $2.9 billion for special education including local property tax rev-
enues. The budget provides roughly the same $1.7 billion for K-3 class
size reduction, reflecting a slight reduction because of lower K-3 enrollment.

2004-05 Analysis



Introduction K-12 Education

E-33

Figure 4

Major K-12 Education Programs Funded by Proposition 98

(Dollars in Millions)
Change
Revised Proposed
2003-042 2004-058  Amount  Percent
Revenue Limits
General Fund $15,777.3 $15,970.6 $193.3 1.2%
Local property tax 13,325.3 14,328.3 1,003.1 7.5
Subtotals ($29,102.3)  ($30,298.9) ($1196.4) (4.1%)
Categorical Programs Transferred to Revenue Limit
Home-to-school transportation $519.6 $519.6 — —
School improvement 387.2 396.1 $8.9 2.3%
Staff development day buyout 229.7 235.7 6.0 2.6
Targeted instructional improvement grantsb 199.4 205.1 5.7 29
Instructional materials® 175.0 175.0 — —
Supplemental grants 161.7 161.7 — —
Other 328.9 3311 2.2 0.7
Subtotals ($2,000.5)  ($2,024.4) ($22.9) (1.1%)
Other Categorical Programs
Special educationd $3,018.6 $3,051.5 $32.9 1.1%
K-3 class size reduction 1,659.3 1,651.8 -7.6 -0.5
Child development 1,177.6 1,279.6 102.0 8.7
Adult education 577.8 603.1 25.3 44
Targeted instructional improvement grants b 538.2 553.7 15.5 2.9
Economic impact aid 498.7 547.7 49.1 9.8
Regional occupation centers and programs 370.4 391.1 20.7 5.6
Supplemental instruction programs 351.8 362.0 10.1 2.9
Deferred maintenance 77.0 250.3 1733 225.2
Public School Accountability Act 352.4 249.2 -103.2 -29.3
Instructional materials® — 188.0 188.0 —
Other programs, deferrals, and adjustments 1,782.9 490.7 -1292.2 -712.5
Subtotals ($10,404.7) ($9,618.7)  (-$786.0) (-7.6%)
Totals $41,508.8 $41,942.0 $433.2 1.0%

To adjust for the deferrals, we count funds toward the fiscal year in which school districts programmatically commit the re-

sources. The deferrals mean, however, that the districts technically do not receive the funds until the beginning of the next

fiscal year.

tional material categorical program.

Special education funding includes both General Fund and local property tax revenues.

Targeted Instructional Improvement Grants provided for active court-ordered desegregation remains outside revenue limit reform.
The Governor proposes to fold the existing instructional materials program into revenue limits, and then create an instruc-
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Enrollment Trends

Enrollment growth significantly shapes the Legislature’s annual
K-12 budget and policy decisions. When enrollment grows slowly, for
example, fewer resources are needed to meet statutory funding obliga-
tions for revenue limits and K-12 education categorical programs. This
leaves more General Fund resources available for other budget priorities
both within K-12 education and outside it. Conversely, when enrollment
grows rapidly (as it did in the 1990s), the state must dedicate a larger
share of the budget to education. In light of the important implications of
enrollment growth, we describe below two major trends in the K-12 stu-
dent population.

The enrollment numbers used in this section are from DOF’s Demo-
graphic Research Unit, and reflect aggregate, statewide enrollment. While
the enrollment trends described here will likely differ from those in any
given school district, they reflect the overall patterns the state is likely to
see in the near future.

K-12 Enrollment Growth to Slow Significantly. K-12 enrollment is
projected to increase by about 1 percent in 2004-05, bringing total enroll-
ment to about 6.3 million students. Figure 5 shows how enrollment growth
has slowed since 1996-97. Over the next ten years, K-12 enroliment growth
will continue to slow and actually decline beginning in 2008-09. This con-
trasts with growth averaging 2.2 percent annually during the 1990s.

Divergent Trends in Elementary and High School Enrollment. Fig-
ure 6 shows that the steady decline in K-12 enrollment growth masks
two distinct trends in elementary (grades K-8) and high school
(grades 9 through 12) enrollment. Elementary school enrollment growth
has gradually slowed since 1996-97. This enrollment is expected to de-
cline annually between 2004-05 and 2010-11. From the current year
through 2010-11, K-8 enrollment is expected to decline by 56,000 pupils
(1.3 percent). In contrast, high school enrollment growth is expected to
accelerate in the short term, reaching a 4 percent growth rate in 2004-05.
Then, growth is expected to slow sharply, becoming negative in 2011-12.
Expected growth from the current year to 2011-12 is approximately 200,000
pupils (11 percent).

Budget and Policy Implications

These trends have significant budgetary and policy implications for
issues such as class size reduction, teacher demand, and facilities invest-
ment. A few of the major implications include:

e Al percent increase in K-12 enrollment requires an increase of
approximately $415 million to maintain annual K-12 expenditures

per pupil.
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Figure 5
K-12 Enrollment Growth

Annual Percent Change
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Figure 6
Elementary and High School Enrollment Growth
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As enrollment growth slows, a smaller share of the state’s new
revenues will be consumed by costs associated with funding ad-
ditional pupils. The Legislature will then have the option of de-
voting these revenues to increasing per-pupil spending or to other
budget priorities.

In the near term, programs aimed at elementary grades (such as
K-3 class size reduction) will face reduced cost pressures related
to enrollment. Programs aimed at high school grades will face
increased cost pressures. This could present cost challenges for
many unified school districts because per-pupil costs of educat-
ing high school students tend to be higher than for elementary
school students.

Because of declining enrollment provisions in state law, more
school districts will benefit from the one year hold harmless pro-
vision in current law, increasing state costs per pupil.

Despite the general downward trend in enroliment growth, sig-
nificant variation is expected to occur across counties. For ex-
ample, between 2003-04 and 2012-13, Los Angeles’ enrollment is
expected to decline over 100,000 students (a 6 percent decline)
whereas Riverside’s enrollment is expected to increase by almost
80,000 students (a 22 percent increase).
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BUDGET
ISSUES

K-12 Education

GOVERNOR’S CATEGORICAL
CONSOLIDATION PROPOSAL

The Governor’s budget proposes to increase district fiscal and pro-
gram flexibility by consolidating $2 billion in existing categorical pro-
gram funds for 22 programs into revenue limits. While parts of the pro-
posal are still in development, we recommend the Legislature approve
the proposal with several modifications that we believe will further the
goals of the reform.

State funds for K-12 education fall into two main categories. The larg-
est source of funds is provided through a general purpose “revenue limit.”
Revenue limits support “core” education program costs such as teacher
and administrator salaries, lights and utilities, maintenance, and other
costs. Categorical programs generally support specific supplemental costs.
The 2003-04 Budget Act contains more than 70 categorical programs that
provide almost $12 billion in state funds for a wide range of district pro-
grams, including class size reduction, special education, teacher train-
ing, and child nutrition.

GOVERNOR'’S PROPOSAL

The 2004-05 Governor’s Budget proposes to consolidate $2 billion in
funding for 22 categorical programs into a general purpose grant that
would be distributed through each district’s and county office’s of edu-
cation (COEs) revenue limit formula. Of this amount, the budget pro-
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poses to defer payment of $146 million until 2005-06. As a result, about
$1.9 billion would actually be available to districts and county offices in
the budget year.

By including the categorical funds in the revenue limit, the proposal
would extend new flexibility to districts over the use of the $2 billion. As
revenue limit funds, the consolidated grant could be used for any pur-
pose—not just those permitted by the 22 existing categorical programs.
Along with this new flexibility, the proposal requires a district plan that
isintended to increase local accountability for district spending decisions.

The budget proposal would maintain the current distribution of funds
to school districts and COEs. This would be accomplished by calculating
the new grant for each district equal to the amount districts would other-
wise receive in 2004-05 from the 22 categorical programs. In future years,
the proposal would increase the grant annually to compensate for growth
in the student population and inflation.

Programs Proposed for Consolidation

Figure 1 displays the 22 categorical programs that would be consoli-
dated under the budget proposal. According to the administration, the
programs selected for consolidation meet one of three criteria: the pro-
grams (1) contain few restrictions on the use of funds, (2) do not support
services for special needs students, or (3) have stable district allocations.

The 22 existing programs support a wide variety of local activities.
Among the largest programs included in the consolidation are Home-to-
School Transportation ($520 million), which subsidizes bus services for
students, and the School Improvement program ($396 million), which
funds supplemental services that are identified by local school site coun-
cils. The proposed new grant also includes the portion of the Targeted
Instructional Improvement Grant (T11G)—$205 million—that pays for ac-
tivities called for under all voluntary desegregation agreements and those
court-ordered agreements that have been terminated by the courts. Fund-
ing provided for “active” court-ordered desegregation plans is not in-
cluded in the proposed consolidation.

Almost all state-funded staff development programs are consolidated
into the new grant, accounting for $385 million (19 percent) of the total.
This includes $235 million for the Staff Development Day Buyout pro-
gram and $88 million for the Beginning Teacher Support and Assessment
program. Instructional Materials funds ($175 million) also are merged
into the consolidated grant (although a new $188 million Instructional
Materials program is proposed separately from the consolidated grant).
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Figure 1
Governor’s K-12 Categorical Consolidation2
(Dollars in Millions)
Percent
2003-04 2004-05 Change
Home-to-School Transportation $519.6 $519.6 —
School Improvement 387.2 396.1 2.3%
Staff Development Day Buyout 229.7 235.7 2.6
Targeted Instructional Improvement 199.4 205.1 29
GrantsP
Instructional Materials 175.0 175.0 —
Supplemental Grants 161.7 161.7 —
Beginning Teacher Support and 86.0 87.5 1.8
Assessment
Year Round Schools 84.1 84.1 —
English Learner Assistance 53.2 53.2 —
Mathematics and Reading Professional 317 31.7 —
Development
Peer Assistance Review 25.2 25.9 29
Dropout Prevention 21.9 21.9 —
Tenth Grade Counseling 11.4 11.4 —
Specialized Secondary Programs 5.1 5.1 —
School Library Materials 4.2 4.2 —
Intersegmental Staff Development 2.0 2.0 —
Bilingual Teacher Training 1.8 1.8 —
International Baccalaureate 1.1 1.1 —
At-Risk Youth 0.6 0.6 —
Center for Civic Education 0.3 0.3 —
Pupil Residency Verification 0.2 0.2 —
Teacher Dismissal —C —C —
Totals $2,001.5 $2,024.4 1.1%
& Amounts include "deferred" funds—funds that are earned in one year but not paid until the next.
b Excludes funds provided pursuant to a court-ordered desegregation plan.
C Less than $50,000.

Accountability Requirements

The proposal requires districts and COEs to submit to the State De-
partment of Education (SDE) an allocation plan that would describe the
use of the grant funds and address six specific “accountability” issues.
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While draft legislation to implement the proposed block grant was not
available at the time this analysis was written, the Department of Finance
advises that district plans would include the following:

= An estimate of additional funding needed by districts to ensure
adequate school maintenance (including clean bathrooms).

= Anestimate of funding increases necessary to provide standards-
aligned textbooks to all students.

= The amount of the new grant districts would use to fully restore
the state-required level of reserves for economic uncertainty by
2005-06. (Trailer legislation to the 2003-04 Budget Act permits a
two-year opportunity to reduce reserves by half in order to give
districts greater flexibility to accommodate reductions in state
funding levels, but requires the reserves to be restored by 2005-06.)

= The proportion of the new consolidated grant that would be sub-
ject to collective bargaining.

= Adescription of the decision making process that would govern
funding distributed for school-site uses.

= Aplan for public participation in district funding allocation pro-
Ccesses.

Despite the requirement that districts address these six accountabil-
ity issues, the proposal actually would not place specific requirements
on the local use of the funds. Districts would not be required to spend
consolidated grant funds on maintenance, textbooks, and district reserve
funds—even if the local plan found that existing funding levels failed to
adequately meet district needs. Similarly, the proposal does not mandate
that districts distribute a share of the funds to school sites.

Instead of creating new mandates on the use of the new grant, the
budget seeks to increase local accountability over district spending prac-
tices. The budget proposes to accomplish this by involving greater num-
bers of parents, teachers, and principals in district budgeting decisions.
Highlighting maintenance, textbooks, and adequate reserves is intended to
provide new information to these community members—information meant
to further spur participation and discussion of district budget priorities.

In short, the administration’s proposal seeks to eliminate state-level
decision making over the $2 billion and the 22 narrow categorical pro-
gram requirements. In its place, the proposal provides local decision
making over the funds, which makes school boards accountable for mak-
ing the broad trade-offs that improve local outcomes. This represents a
significant change in the state’s approach to school funding. In the fol-
lowing sections, we review the strengths and weaknesses of the proposal.
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Benefits of the Governor's Plan

By giving districts greater flexibility over the use of existing categorical
funding, the Governor’s proposal would generate a number of impor-
tant benefits for school districts. These include:

= Greater Fiscal and Program Flexibility. Greater fiscal flexibility
would allow districts to direct the new grant funds to the highest
priority local needs and to craft local programs that address those
needs most effectively. Thus, the additional flexibility helps dis-
tricts maximize the local impact of state funds.

= Administrative Savings. Eliminating the individual program re-
guirements of the existing programs helps districts reduce local
administrative costs associated with process, accounting, and
compliance requirements.

< A Focus on Outcomes Rather Than Rules. Eliminating the cat-
egorical program requirements reduces the complexity of man-
aging funds and helps districts concentrate on using funds most
effectively to increase student achievement rather than compli-
ance with state rules.

e Clearer State/Local Relationship. By increasing local autonomy
over the use of funds, the state would clarify the school board’s
role in decision making over these funds. This would make it
easier for parents and voters to participate in local budget deci-
sions and hold school board members accountable for how funds
are used.

While we have few details on the specifics of the proposal, the ac-
countability provisions that are intended to spur increased participation
in district budgeting decisions also could result in significant benefits.
The state’s current accountability system for student achievement is de-
signed, in large part, to increase local pressure on districts to improve by
making parents and community members more aware of the quality of
education provided locally. District budgets reflect many important policy
and fiscal decisions that affect the quality of education provided to stu-
dents. Increasing parent and community participation in budgetary de-
cisions can help ensure that decisions reflect the needs and desires of
parents and students for improving student achievement. In addition,
broader participation can increase community awareness of issues fac-
ing the district and generate new ideas that expand the range of possible
solutions to those issues.
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ISSUES AND RECOMMENDATIONS

We have long recommended categorical program reform. Our 2002-03
and 2003-04 Analysis of the Budget Bill provided the Legislature with a
description of the proposals included in prior budgets and offered two
alternative proposals to consolidate current programs into categorical
block grants (please see the 2002-03 Analysis, p. E-77 and 2003-04 Analy-
sis, p. E-43). We think the Governor’s proposal represents a significant
step towards the goal of establishing a streamlined system of categorical
programs that provides significant local flexibility and addresses the ac-
countability issues that are implicit in the creation of many of the supple-
mental funding programs.

Accordingly, we recommend the Legislature approve the general
approach of the proposed consolidation. We would, however, suggest
several modifications to address four broad concerns we have identified
with the proposed consolidation:

= Selection Criteria. We outline alternate criteria for determining
which programs should be included in the new grant. Based on
these criteria, we identify two types of programs where increased
local accountability may not provide a sufficient balance of local
interests. We also have identified several other programs the Leg-
islature may want to consolidate in the new grant.

= Transition Issues. We have identified two “transition” issues that
could undermine the goals of the proposal in the near term.

= State Information Role Is Missing. We identify a missing ele-
ment of the proposal—increasing information to districts and
school sites on effective uses of funding.

= Accountability Through Community Involvement. We review the
essential elements of the accountability portions of the district
plan—a key element of the proposal—that are needed to increase
participation of community members in school affairs.

Below, we discuss these areas of concern.

Which Programs Should Be Consolidated?

We recommend the Legislature modify the list of categorical programs
that are included in the proposed grant in order to consolidate those
programs for which existing or expanded levels of community
involvement would provide sufficient local accountability.

2004-05 Analysis



Governor’s Categorical Consolidation Proposal E-43

As discussed above, the budget proposal cites three criteria for choos-
ing which categorical programs were included in the consolidated grant.
Specifically, the programs: (1) contain few restrictions on the use of funds,
(2) do not support services for special needs students, or (3) have stable
district allocations. We have two concerns with the criteria. First, we think
the criteria should more explicitly address whether strengthened local
accountability would eliminate the need for separate categorical funding
streams. Second, the proposal applies its own criteria inconsistently, con-
solidating programs that do not meet the three tests and excluding other
programs that satisfy the criteria.

LAO Alternate Criteria—A Focus on Accountability

Categorical programs are designed to address situations where local
incentives cause districts to underinvest in a particular input that is criti-
cal to the educational process. Frequently, low district spending results
from a lack of accountability—that is, no state or local mechanism helps
ensure districts devote sufficient resources to a specific input. Categori-
cal funding guarantees that districts will spend at least a minimum amount
on a particular service, thereby countering, at least in part, the local in-
centives to underinvest.

For this reason, we believe the criteria for categorical consolidation
should focus on whether local accountability would resolve the problem
of underinvestment. The proposal’s criteria only implicitly address in-
centive problems. For example, one of the proposal’s criteria is that pro-
grams included in the consolidation do not provide support for services
to special needs students. This suggests that, by excluding these programs,
the administration is not comfortable that local incentives for funds tar-
geted at special needs students is sufficient to ensure the needs of these
students would be met.

We think there are two basic criteria the Legislature should consider
as it reviews the proposed consolidation of categorical programs (see Fig-
ure 2 next page). The first is whether local accountability is sufficiently
strong that the Legislature can feel comfortable that districts generally
will provide the needed level of services and, as a result, categorical fund-
ing streams are unnecessary. The second criterion is whether adding funds
to revenue limits provides a reasonable allocation of funds to districts in
the future. We discuss our criteria in greater depth below.

Is Local Accountability Sufficient? Meaningful parent, teacher, and
principal participation in district budget processes can provide a suffi-
cient level of local accountability—particularly for services that have a
direct impact on core classroom inputs to education. These groups di-
rectly experience the impact of spending shortfalls for inputs such as text-
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books and maintenance. As a result, we believe that most categorical pro-
grams supporting core classroom services could be included in the con-
solidated grant. If, however, local accountability cannot adequately coun-
terbalance a local incentive to underinvest, the program should not be
consolidated.

Figure 2

LAO Criteria for Including Categorical Programs
In the Proposed Revenue Limit Grant

Local Accountability

Is local accountability sufficient to offset district incentives to underinvest
in program services?

There are two situations where local accountability may be sufficient:

* Where meaningful participation of parents, teachers, and principals can hold districts
accountable for providing a sufficient level of services to students (or schools).

e Where local accountability is created by other state or federal requirements to
provide the targeted services.

Funding Distribution

Is district need for funds measured reasonably well by district attendance?

District revenue limits are adjusted each year for growth in student attendance
and inflation. Adding categorical funds into district revenue limits means that
changes in district need for program services should generally be proportional to
changes in district attendance.

External mandates—such as other state or federal requirements—also
can create local accountability for certain actions. In these cases, categori-
cal funding streams are not necessary. For instance, TIIG funds district
costs of voluntary and court-ordered desegregation agreements. Simi-
larly, the Beginning Teacher Support and Assessment (BTSA) program
satisfies the state’s induction requirement that all new teachers must meet
before obtaining a teaching credential. Because these funds are designed
to help districts address specific requirements, consolidating these cat-
egorical programs as proposed would not alter any requirements dis-
tricts must meet.

Is District Need for Funds Measured Reasonably Well by District
Attendance? By adding funds to district revenue limits, future budgets
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would adjust the new grant based on changes in district attendance. There-
fore, programs that are identified as candidates for consolidation should
be reviewed to ensure that changes in attendance supports a reasonable
level of funding for program services in the future. Otherwise, consoli-
dation may create new distributional issues—affecting districts in very
different ways. Therefore, the Legislature should avoid consolidating
programs for which the level of need changes differently from changesin
district enrollment.

Most of the programs proposed for consolidation meet our criteria.
Some do not, however. Below, we discuss modifications to the programs
that, based on LAO criteria, should be included in the proposed consoli-
dation. Specifically, we recommend:

= Removing staff development programs from the new grant.

< Removing the English Language Assistance Program (ELAP) and
the portion of TIIG funds that districts with voluntary desegre-
gations programs use for instructional services for low-perform-
ing students.

e Including in the new grant the noninstructional portion of TIIG funds
allocated to districts with court-ordered desegregation programs.

= Including K-3 and high school class-size reduction and deferred
maintenance in the consolidated grant.

Remove Staff Development Programs

State staff development programs—especially BTSA and the Staff
Development Day Buyout—do not meet our accountability criterion. We
are concerned that the difficulty of making staff development programs
work effectively may result in a local incentive for teachers, administra-
tors, and school board members to underinvest in this activity. In addi-
tion, staff development activities support a critical part of the school im-
provement process. Eliminating the state’s programs at a time when the
state and federal governments are placing significant pressure on schools
to improve teacher quality may send a confusing signal to the school
community.

The budget would consolidate six staff development programs into
the new grant: Staff Development Day Buyout ($236 million),
BTSA ($88 million), Mathematics and Reading Professional Development
($31.7 million), Peer Assistance and Review ($25.9 million), Intersegmen-
tal Staff Development ($2 million), and Bilingual Teacher Training
($1.8 million).
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We are concerned that there is insufficient local accountability for
providing needed high-quality staff development. Although teacher qual-
ity is one of the largest determinants of student achievement—which
suggests that districts should have considerable incentives for investing
in teacher training—neither teachers nor administrators may see staff
development as an effective way to improve student achievement.

Effective staff development is very difficult to implement because
teachers may resist making changes in their teaching practices. Research
has documented the mismatch in the types of training teachers want and
the types they need. Teachers often want training in areas that have im-
mediate usefulness in their classrooms, yet this type of short-term train-
ing usually has little impact on the quality of instruction.

Staff training that results in higher student achievement has to help
teachers replace less effective teaching practices with more effective ap-
proaches. Like other professionals, however, teachers are reluctant to
abandon old teaching methods. Research also has documented that teach-
ers often resist major changes in their teaching methods unless they are
convinced that change is needed and likely to benefit students.

These findings suggest that staff development needs to take place in
a cooperative atmosphere, where districts hold school sites accountable
for improving instructional practices when needed, and teachers are in-
volved in identifying problems and crafting solutions. This balanced ap-
proach is very difficult to implement successfully. As a result, teachers,
administrators, and board members may see staff development as a rela-
tively inefficient way of improving the quality of education.

Both the state and federal governments emphasize the importance of
staff development in improving student performance. Under the federal
No Child Left Behind (NCLB) Act, for example, all K-12 teachers are re-
quired to meet the state’s definition of “highly qualified” by 2005-06. It
appears unlikely that California will meet this deadline. The contribu-
tion of teachers to school quality also is recognized in the two state inter-
vention programs for low-performing schools—the Immediate Interven-
tion in Underperforming Schools Program and High Priority Schools
Grant Program. At a time when the state and federal accountability pro-
grams are pressuring schools and districts to invest in their teachers’ ability
to meet student needs, transferring to revenue limits the state-funded
categorical programs targeted at improving teacher quality may send a
contradictory message to districts.

In addition, the BTSA program violates our distributional criteria.
Because induction programs are required for new teachers, BTSA funds
are distributed based on the number of first- and second-year teachers
working in each district. As a result, district allocations of BTSA funds
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change over time. In addition, new teachers are not evenly distributed
among districts. Districts with large numbers of poor students are more
likely to have a disproportionate share of beginning teachers. Thus,
changes in student enrollment do not adequately measure district need
for BTSA-type induction services.

For these reasons, we think this may be the wrong time to consoli-
date categorical funding for staff development into the proposed new
grant. This does not suggest that we believe that the existing state train-
ing programs, such as the Staff Development Day Buyout, represent the
most effective approach to providing staff development. Because teacher
buy-in is so critical to the success of staff development programs, greater
local flexibility over the use of these funds for staff development activi-
ties is likely to result in a greater impact on teaching practices. As an
alternative, therefore, we recommend grouping staff development pro-
grams into a block grant that would protect funds for this purpose but
provide districts with significant additional flexibility (see our recom-
mendation later in this chapter). If, after several years, the additional flex-
ibility does not allow districts to create more effective staff development
programs for their employees, the Legislature may want to revisit the
issue of folding state funds for these programs into the revenue limit.

Remove Funding for Services to Special Needs Students

Two programs that support services for special needs students are
proposed for consolidation—ELAP and TIIG. We would remove funds
targeted for special needs students from the proposal, as we remain
unconvinced that local accountability is sufficient. Funds for supplemental
instructional services to English learner or low-performing students are
protected under our proposal because districts sometimes have
underinvested in services to students who may need intensive supple-
mental assistance to achieve. State and federal accountability programs
based on student assessments are designed to alter local incentives re-
lated to this underinvestment. The success of these programs is still un-
proven, however. Only 19 percent of sixth grade economically disadvan-
taged students in California achieve at the proficient or advanced levels
on the state’s mathematics and English standards-aligned tests; over
50 percent of noneconomically disadvantaged students in the same grade
score at these levels. Until the accountability programs on student achieve-
ment show demonstrable progress in closing the achievement gap, we
recommend the Legislature maintain the protections on funds targeted
for instructional services to special needs students.

The inclusion of ELAP also violates our funding distribution criteria.
The program provides additional funding for services to students in
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grades four through eight who are learning English as their second lan-
guage. District ELAP grants are not based on district attendance. Instead,
district amounts change as the number of English learner students in the
district changes. Since including the program would violate both of our
criteria, we would exclude the program from the consolidation.

The THG presents a more complex situation, as the program sup-
ports instructional services for special needs students and a wide variety
of other types of district services (transportation, teacher stipends, and
magnet schools). Some districts spend a considerable portion of their TIIG
grant on these other services, especially transportation. Because TIIG ex-
penditures for these other services may be so interwoven into a district’s
overall educational program, it may be difficult to determine whether
these expenditures directly benefit low-performing students or whether
they underwrite base district costs.

One solution is to include TIIG funds that districts use to support
instructional services to low-performing students as part of the Economic
Impact Aid (EIA) program and consolidate the funds targeted at the
“other” services into the revenue limits. The EIA program provides dis-
tricts with targeted support for low-performing and English-learner stu-
dents. In that way, the state could protect funds targeted at supplemental
student services and increase district flexibility over the remaining por-
tion of the grant without changing how districts currently use TIIG funds.
Since the ultimate goal of desegregation and TIIG funding is improving
the achievement of disadvantaged students, this division appears con-
sistent with the Legislature’s original intent in establishing the programs.

The budget proposal excludes from the consolidated grant THG funds
for districts with court-ordered desegregation programs. We suggest in-
cluding funds for these districts in the reform, as the court-ordered pro-
grams are not fundamentally different from the voluntary programs. Only
one district program is still under court supervision. The other districts
operate essentially voluntary programs. For these reasons, we think court-
ordered district programs should be treated the same as voluntary programs.

Therefore, to continue state protections on funds for instructional
services to special groups of students, we recommend two changes to the
categorical proposal. First, we recommend the Legislature remove the
ELAP from the consolidated grant. In addition, we recommend dividing
THG grants into two parts. Funds for instructional services to students
would be added to EIA and the remaining funds would be consolidated
into revenue limits. We suggest the Legislature allow each district to iden-
tify the amount of its TIIG that would be included in the consolidated
grant and the amount that would be added to the EIA program.
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Add Three Programs to the New Grant

We have identified three additional programs that we believe war-
rant the Legislature’s consideration for inclusion in the consolidated grant.
These programs were selected because each has a direct impact on school
and classroom services that are important to the school community. Con-
sequently, we think the existing level of local accountability would likely
provide a sufficient level of community oversight regarding the use of
program funds. The three programs are discussed below.

Elementary and High-School Class-Size Reduction. We would in-
clude in the consolidated grant the $1.8 billion proposed for these two
programs in 2004-05 for several reasons. Class-size reduction—especially
in elementary schools—is very popular among parents and teachers. We
think involvement of these two groups in the district budget process likely
would require school boards to make a strong case that an alternative use
of these funds would lead to better outcomes for students.

In fact, including class-size reduction programs in the new grant could
also stimulate local participation in district financial decisions. The popu-
larity of smaller classes could motivate individuals to participate in dis-
trict affairs in order to protect the program from district budget cuts. As a
consequence, including these funds in the consolidated grant could actu-
ally contribute to the success of the accountability features of the proposal.

Including these funds also would increase local flexibility over the
implementation of smaller classes, thereby relieving districts of rigid state
rules over the use of the funds. In the past, we have recommended changes
in the 20:1 classroom cap because it creates significant administrative
challenges and unnecessarily increases district costs. Furthermore, these
high costs may be contributing to a reduction in district participation in
the program—preliminary SDE data shows a 5.4 percent decline in the
number of students in smaller K-3 classes from 2002-03 to 2003-04. In-
cluding the program in the consolidated grant would both increase flex-
ibility over the design of local programs and actually help districts pro-
tect smaller classes from local budget pressures if they so chose.

Deferred Maintenance. We also would include $250 million in fund-
ing for deferred maintenance in the new grant. This program supports
major maintenance and infrastructure projects—such as exterior paint-
ing, roof replacement, and long-term repairs to electrical, heating, and
plumbing systems that result because districts do not fully fund long-
term maintenance. As we have observed in the past, by funding only
deferred projects, the Deferred Maintenance program may actually create
a fiscal incentive for districts to defer needed projects, rather than deal
with them in a more timely manner.
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Local incentives for providing an adequate level of ongoing mainte-
nance have improved with changes in the states’ bond-funded modern-
ization program. Until 1998, the state paid 80 percent of modernization
programs with state bond funds. This created an incentive for districts to
underinvest in major maintenance on an annual basis and correct the
resulting infrastructure problems as part of modernization programs.
Since 1998, however, state bond acts require districts to (1) provide 40 per-
cent of the cost of modernization and (2) increase to 3 percent from
2 percent the proportion of district budgets spent annually on major main-
tenance for those districts participating in state bond-funded programs.
In addition, the local matching funds required under the Deferred Main-
tenance program count toward the 3 percent major maintenance require-
ment in the bond acts. As a result, the program does little to increase local
maintenance spending.

For these reasons, we recommend the Legislature include $250 million
for the Deferred Maintenance program in the proposed consolidated grant.

Impact of the LAO Recommendations

Figure 3 displays the 18 programs that would be consolidated as a
result of our recommendations and the seven programs that are proposed
in the Governor’s budget that we recommend excluding from the con-
solidation. While we would recommend consolidating fewer programs,
we include several large programs that are not part of the budget pro-
posal. As a result, under our recommendations, $3.8 billion in existing
categorical support would be shifted to revenue limits—almost double
the level proposed in the budget.

Transition Issues May Result in Unintended Consequences

We recommend the Legislature limit the uses of the consolidated grant
in the budget year in order to allow district governing boards, parents,
teachers, and principals time to consider local uses of the funds as part
of district 2005-06 budget processes.

The new consolidated grant would contain funds that districts cur-
rently receive for the 22 existing categorical programs. Districts use these
categorical funds for a wide variety of activities. Many of these district
activities will need to continue in 2004-05 even if the categorical funds
come to the district as general purpose monies. Thus, how the new grant
operates at the district level in the budget year is critically important.
Below we identify two important transition issues that may need to be
addressed.
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Figure 3

Summary of LAO Recommendations to Consolidate
Categorical Programs Into Revenue Limits

Programs Included:

e Class-Size Reduction e Targeted Instructional Improvement
(both K-3 and High School)2 Grants (partial)

* Home-to-School Transportation e Tenth Grade Counseling

e Dropout Prevention e Specialized Secondary Programs

e School Improvement e School Library Materials

o Deferred Maintenance? ¢ At-Risk Youth

e Instructional Materials e Center for Civic Education

e Supplemental Grants
e Year Round Schools

Pupil Residency Verification
Teacher Dismissal

Programs Excluded:

o Staff Development Day Buyout e Peer Assistance Review

e Beginning Teacher Support and Mathematics and Reading
Assessment Professional Development

e English Learner Assistance Bilingual Teacher Training
¢ Intersegmental Staff Development

a Programs LAO recommends adding to the Governor's grant consolidation proposal.

Proposal May Trigger Collective Bargaining Provisions

District collective bargaining agreements may force districts to spend
a large share of the consolidated grant on salaries—thereby actually re-
ducing district flexibility over the use of the categorical funds. Many dis-
tricts have approved collective bargaining agreements with teacher and
other employee unions that require the district to dedicate a proportion
of new general purpose funds to increasing employee salaries. As a re-
sult, the Governor’s proposal to transform the categorical funds into gen-
eral purpose funds could trigger these provisions and require districts to
spend a portion of the consolidated grant on salaries. These automatic
provisions can require districts to devote 50 percent or more of general
purpose funding increases to raising employee salaries.

In our discussions with district staff about these agreements, the au-
tomatic provisions were characterized as a way of avoiding acrimonious
negotiations each year over the use of cost-of-living adjustments
(COLAs)—or other increases—provided by the state. In addition, the pro-
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portional nature of the increases allows districts to avoid committing to
specific salary adjustments that may prove difficult to afford if state fund-
ing is lower than anticipated.

In this case, however, districts are already receiving the consolidated
grants as categorical funds and, presumably, they are spending the cat-
egorical funds on their intended purposes. As a result, if the budget pro-
posal triggers these automatic salary provisions, districts will be unable
to afford the same amount of services that the categorical funds purchased
in the current year. If half of a district’s grant is consumed by automatic
salary increases, what existing services will the district forego? It is likely
that “discretionary” activities, such as school improvement, will experi-
ence the brunt of any funding reductions, as districts may have little flex-
ibility in the near term to reduce spending on transportation, textbooks,
or staff development day buyout (which is included in teacher salary
schedules in some districts).

If the new grant triggers the automatic salary provisions, therefore,
the outcome of the budget proposal in many districts would be contrary
to one goal of the proposal—to increase local funding flexibility. Elimina-
tion of state categorical restrictions may allow districts to spend the re-
maining funds more efficiently. Because the amount of funds that would
be diverted to salaries is so large, efficiency savings would be unlikely to
allow districts to obtain the same level of services as currently provided
through the existing categorical programs.

This problem is easily remedied, however. The Legislature could place
the consolidated grant off-limits to collective bargaining for a year or
two. The COLA proposed in the Governor’s budget will still provide a
source of funds for teacher and staff salary increases. By protecting these
funds, the Legislature would prevent the new grant from triggering au-
tomatic provisions of local employee agreements and give districts time
to work with local employee unions to ensure that funding is available to
satisfy high-priority local needs for transportation, textbooks, or school-
site discretionary funding. In future years, when districts, unions, and
community representatives have had an adequate opportunity to plan
and adjust collective bargaining agreements, the legislation would allow
funds to be collectively bargained.

Expanded Community Participation
Is Unlikely to Occur With 2004-05 Funds
School districts begin detailed budget planning many months before

the start of the new fiscal year. Districts commonly use conservative as-
sumptions about anticipated state funding during the development pro-
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cess. Once the state budget is enacted, districts revise their budgets based
on actual funding levels appropriated by the state.

This process protects districts from making financial commitments
based on legislative proposals that are ultimately unsuccessful. Districts
are particularly reluctant to assume enactment of significant new pro-
posals, such as the Governor’s categorical consolidation. As a result, un-
less the Legislature signals agreement to the consolidation early in the
budget process, we think it is unlikely that many districts would include
the consolidation—and the accompanying accountability provisions—in
their spring budget development process.

Instead, district decisions about the use of the consolidated grant
would likely take place as part of the fall budget revisions. Because of the
short timelines of the fall revision process, we would expect most dis-
tricts would not use the flexibility afforded by the new grant—except to
cover shortfalls in district base budgets. Using the new grant to “plug
holes” in district base budgets would result in a very different allocation
of the funds compared to the existing categorical uses. In these cases,
strengthened local accountability would become very important so that
parent, teacher, and principal priorities were recognized during the revi-
sion process.

The short timelines of the budget revision process, however, also
would make it difficult for districts to implement the accountability pro-
visions in the proposal. Developing a meaningful assessment of whether
the district has adequately provided textbooks and maintenance could
take considerable time. In addition, a large proportion of parents, teach-
ers, and principals may be on vacation during July and August when
much of the budget planning would occur. We think the Legislature should
consider limiting district flexibility over the use of the new grants to their
current categorical uses in 2004-05. This would help ensure that mean-
ingful community participation could occur as part of the 2005-06 dis-
trict budget process.

Limit District Discretion During Transition Period

Given the above, we recommend the Legislature limit district discre-
tion over the use of funds in two ways. First, we recommend the Legisla-
ture require districts to use funds in the consolidated grant as if the cat-
egorical programs were in place for 2004-05 (including the existing “mega-
item” flexibility that allows districts to move funds between categorical
programs). This would allow the funds to be reprogrammed as part of
the 2005-06 local budget process. Second, we recommend the Legislature
prohibit districts from spending funds from the consolidated grant for
district-wide salary increases for two years. This would allow time for
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(1) districts to work with unions on the appropriate uses of the funds and
(2) parents, teachers, and principals to gain experience in the local bud-
get process and a greater understanding of the needs of their district and
various options for using the funds before the new grant could be used
for salary increases.

State Information Role Is Neglected

We recommend the Legislature appropriate $500,000 in unallocated
federal Title VI funds to develop a strategic plan for meeting school and
district information needs on effective programs. This plan would provide
aroadmap for a longer-term program to help local decision makers make
informed decisions about the uses of K-12 funds.

Decentralizing decision making as proposed in the budget magnifies
the importance of ensuring that district and site staff are informed of the
relative effectiveness of different expenditure options. This type of infor-
mation gathering is expensive, as there are few state or federal programs
that make such information easily available. Worse, existing studies may
conflict in their findings on the effectiveness of services or the needed
data simply may not exist.

It is easy to imagine the types of questions that may arise. For in-
stance, under the K-3 Class-Size Reduction program, districts have little
flexibility to determine how best to maximize the impact of smaller classes.
If the program is included in the consolidated grant, however, districts
would have to decide if a different approach to smaller classes would
resultin larger increases in student achievement. Of course, districts could
choose to continue existing practice. If a district felt a different approach
might benefit its students, how would it evaluate its options? Which
grades most benefit from smaller classes? Do the benefits increase as the
class size falls? Do English learner students benefit more than other stu-
dents? What type of training helps teachers maximize the advantages of
smaller classes?

Because the budget proposal makes no provision to assist districts
and school sites in finding and interpreting available data, the proposal
places this significant burden at the local level. This is not an argument
against decentralization, however. Rather, we think the state should sup-
port the role of generating and disseminating information on program
effectiveness. By addressing district information needs, the state could
help districts obtain a higher quality of data at a much lower cost.

The absence of any such proposal in the Governor’s categorical con-
solidation constitutes a missing element of the administration’s strategy
for reforming education finance. As a start to correcting this problem, we
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recommend the Legislature appropriate $500,000 in federal Title VI funds
to support development of a strategic plan for a state information dis-
semination program. Title VI funds are available to states for a variety of
assessment and accountability activities, including information designed
to “identify best educational practices.” In addition, the Governor’s pro-
posal for the Title VI funds (discussed later in this section) does not fully
allocate available federal funds in the budget year.

The plan would be based on an assessment of the types of informa-
tion that district staff, teachers, and principals would find most valuable.
The plan would also review available sources of information that cur-
rently exist from other state, federal, and academic sources. Based on dis-
trict needs and currently available information, the plan would recom-
mend an initial program of information collection and dissemination that
the Legislature could consider as part of its 2005-06 budget deliberations.
In addition, the plan would identify steps the state could take to satisfy
information needs that cannot be met through existing sources.

Community Involvement Is a Key Element

As we discussed above, the proposal to increase participation of par-
ents, teachers, and principals in the district budgeting process is a key
part of the budget proposal. Unfortunately, details on the administration’s
proposal were not available at the time this analysis was written. We will
provide comments on the specifics of the proposal during budget hearings.

In our 1999 report A K-12 Master Plan, we discussed the importance
of local accountability in helping school boards make decisions that are
in the best interests of students. We suggested that understanding and
balancing school board powers in order to create strong local account-
ability is an ongoing responsibility of the state. For this reason, we think
the budget proposal addresses a governance issue that is critical to the
overall success of our schools.

To make this feature effective, however, it is important that the pro-
posal create incentives for community members to participate in the bud-
get process and for districts to seek a broader range of input. Many barriers
face the parent who tries to participate in local budget decisions. District
staff or school board members may not want greater participation—they
may see expanded involvement as only making decisions more difficult.
In addition, education budgets are complex and often require substantial
knowledge about the district, requirements attached to state and federal
funds, and the educational improvement process. Districts may be reluc-
tant to make the significant investment in time needed to educate new
participants to the process.
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In many other states, citizen involvement is spurred by a personal
financial interest in the district’s budgeting practices because the district
governing boards establish a property tax rate as part of the budget pro-
cess. Inefficient use of funds results in higher taxes for district property
owners. This dynamic creates strong incentives for community involve-
ment in school affairs. Since the passage of Proposition13, school boards
in California no longer have independent taxing authority.

It may be useful, however, to examine the local processes required in
other states when school boards exercise their taxing authority. For in-
stance, some districts in Massachusetts require citizens to approve the
annual budget—and the resulting tax rate—in a “town-hall meeting.”
Citizens in attendance at the district’s annual budget approval meeting
vote to approve or disapprove the proposed budget for the coming year.
If citizens reject the budget, the school board must develop a new pro-
posal for a second vote.

This process creates incentives that can lead to meaningful local ac-
countability. The ability to vote on the district’s budget empowers citi-
zens to demand the types and amounts of services that will promote the
education of the town’s children. The vote also creates an incentive for
districts to ensure that citizens who are likely to vote on the budget are
informed about how and why district funds are spent in the manner pro-
posed. It also encourages districts to involve “citizen leaders” in the bud-
get process as a way of educating and soliciting input from the commu-
nity. Although the town-hall meeting may not work in California because
many districts are quite large, it is an example of the type of local process
that empowers the local community to participate in the local decision
making process and creates the incentive for districts to want increased
local involvement.

CONCLUSION

In general, we think the proposed consolidation warrants serious
consideration by the Legislature. Our recommendations are designed to
improve on the proposal—protecting the Legislature’s interest in using
categorical funding streams to improve the incentives facing districts,
avoiding near-term problems that could undermine the proposal’s goals,
and addressing the information needs districts face in making expendi-
ture decisions.

While this proposal would simplify the state’s system of K-12 cat-
egorical programs significantly, the Legislature may want to consider fur-
ther reforms. Proposals our office has provided in the 2002-03 and 2003-04
Analysis of the Budget Bill merit consideration in expanding the flexibility
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of school districts in exchange for revised accountability. Below, we dis-
cuss creating new block grant programs with existing staff development
and school safety programs as one avenue for building on the reforms
proposed in the consolidated grant.
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TEACHER QUALITY

Currently, the state provides Proposition 98 funding for 11 teacher
support and development programs. Each of these 11 programs has a
slightly different objective and is designed for a slightly different group
of teachers. For example, the state has separate programs for teaching
assistants, new teachers who lack adequate subject matter training, new
teachers who lack adequate pedagogical training, new teachers who have
sufficient subject matter and pedagogical training but need extra class-
room support and mentoring, veteran teachers who are struggling, vet-
eran teachers who are not struggling but might benefit from one to three-
day workshops, veteran teachers who seek special leadership training,
and veteran teachers who seek National Board certification.

The Governor’s budget proposes to eliminate one of these programs,
retain three programs, and shift funding associated with the remaining
seven programs into school districts’ revenue limits. Specifically, the
Governor’s budget eliminates funding for the preintern program because
preinterns, by definition, have not demonstrated subject matter compe-
tency and therefore do not meet the new federal requirements for highly
qgualified teachers. Additionally, the Governor’s budget retains three
teacher-related programs as distinct categorical programs for which cer-
tain school districts may apply separately for funding. Lastly, the
Governor’s budget shifts funding for seven teacher-related programs into
revenue limits. Although these seven programs would retain statutory
authorization, all associated funding provisions would be removed.

Figure 1 identifies the specific teacher-related programs that would
be shifted into revenue limits and those that would be retained as sepa-
rate categorical programs per the Governor’s budget proposal. As the
figure shows, the Governor’s budget includes a total of $423 million
(Proposition 98) for teacher-related programs. Of this amount, $385 mil-
lion would be shifted into revenue limits. The remainder would be dis-
tributed according to existing program-specific rules.
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Figure 1

Administration's Categorical Reform Proposal
For Teacher Quality Programs

2004-05 Appropriation
Teacher-Related Programs (In Millions)

Shifted Into Revenue Limits

Staff Development Buyout Days $235.7
Beginning Teacher Support and Assessment 87.5
Intersegmental Staff Development? 20
Bilingual Teacher Training 1.8
Mathematics and Reading Professional Development 31.7
Peer Assistance and Review 25.9
Total $384.6
Retained as Separate Categorical Programs
National Board Certification Incentives $7.3
Intern program 24.9
Paraprofessional teacher training program 6.6
Total $38.8
Grand Total $423.4

& Refers to two small programs—the College Readiness program and the Comprehensive Teacher
Education Institutes.

In this section, we briefly summarize our concerns with the
administration’s proposal specifically as it relates to teacher-related pro-
grams. As an alternative to shifting these programs into revenue limits,
we recommend the Legislature consolidate all ten remaining programs
into a teacher quality block grant and link funding with specific outcome
measures and data requirements.

Shifting Sends Confusing Message

In the previous piece, we discussed our overall concerns with the
administration’s categorical reform proposal and offered alternative cri-
teria for identifying whether specific categorical programs would be ap-
propriate candidates for shifting into revenue limits. Based upon these
criteria, we recommend the Legislature maintain separate funding asso-
ciated with teacher-related programs rather than shifting them into rev-

Legislative Analyst’s Office



E - 60 Education

enue limits. Our primary concern with the Governor’s proposal is the
confusing message its sends to the school community at this time. De-
spite research findings, large state investments, and new federal require-
ments all emphasizing teacher quality, the Governor’s budget proposal
would eliminate virtually all state focus on teacher quality.

Teacher Quality Is Key to State Reform Efforts. Research consistently
has found teacher quality to be the most important school-site determi-
nant of student achievement and a vital ingredient in any school improve-
ment program. Largely based upon recent research indicating that Cali-
fornia continues to suffer from an inadequate number and an inequitable
distribution of qualified teachers, the state has made substantial invest-
ments in teacher quality over the last decade. The 2001-02 Budget Act
included more than $800 million for teacher quality programs. Even af-
ter considerable reductions over the last two years, the Governor’s bud-
get proposal includes more than $400 million in teacher-related funds.

Federal Reforms Also Stress Teacher Quality. Federal law also places
considerable emphasis on teacher quality. Indeed, by the end of the 2005-06
school year, federal law is requiring all teachers working in public schools
to be “highly qualified” in all the core subjects they teach. Despite this
requirement and the short period within which states have to comply,
the Governor’s revenue limit proposal essentially would dismantle the
state’s teacher quality efforts. Moreover, in a related proposal, the
Governor’s budget eliminates the preintern program—the program the
state has developed specifically to help unqualified teachers demonstrate
subject matter competency. Taken together, these actions send a very du-
bious message regarding the state’s commitment to helping school dis-
tricts meet the new federal requirements.

Retaining Existing System Perpetuates Mixed Messages

The existing system of staff development programs suffers from its
own mixed messages. For the last two years, our Analysis has included
sections detailing many of the problems with the existing system. The
state currently is funding a dizzying array of programs that have over-
lapping objectives yet are poorly coordinated. For example, the state sup-
ports three different programs for new teachers, though new teachers
may participate in only one program at a time. Moreover, the new teach-
ers who are least prepared (many of whom are working in the most diffi-
cult schools) are required to participate in the program that offers the
smallest amount of funding, least amount of support, and most narrowly
defined services. For veteran teachers, the state’s largest program funds
one-to-three day workshops—a type of professional development that
research has found to be relatively ineffective. Add to this the fact that
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few of the programs are linked with specific outcome measures and none
has periodic reporting or evaluation requirements. (Even if they did have
evaluation components, the lack of a teacher-level data system makes it
virtually impossible to track teacher improvement in any meaningful way.)

Consolidate Existing Programs Into Teacher Quality Block Grant

Given the concerns expressed above, we recommend the Legislature
consolidate the ten remaining teacher-related programs into a teacher
quality block grant. This would allow the state to retain its focus on
teacher quality while simultaneously allowing school districts to pool
their existing resources and use them more strategically.

Rather than shifting most teacher-related programs into revenue lim-
its or retaining them as separate categorical programs, we recommend
the Legislature consolidate all ten programs into a teacher quality block
grant. Below, we discuss specific recommendations relating to the basic
elements of the block grant.

= Simple Funding Process. Similar to the administration’s revenue-
limit approach, we recommend distributing block grant funding
in a simple, streamlined manner using the Department of
Education’s (SDE) consolidated funding application.

= Per Teacher Funding Rates. We recommend allocating funding
to school districts based upon their number of new teachers. Rec-
ognizing the additional support new teachers need, we recom-
mend setting a higher funding rate for new teachers than vet-
eran teachers. If funding for these programs were pooled, we
estimate that the state would be able to provide $3,560 per first-
year and second-year teacher (slightly higher than the projected
2004-05 Beginning Teacher Support and Assessment rate of
$3,506) and $1,000 per veteran teacher (slightly higher than the
projected 2004-05 Staff Development Buyout rate of $914). (These
2004-05 rates do not include funding currently provided for the
National Board program because most of this funding would be
used to honor existing state obligations. Annually, as existing
awards expire, National Board funding could be shifted into the
block grant, thereby raising per teacher funding rates.)

< Broad Discretion to Implement Teacher Quality Programs. We
recommend allowing school districts broad discretion to imple-
ment teacher quality programs that are tailored to their specific
needs. Districts, therefore, would be allowed to participate in
existing state programs, join with nearby districts, county offices,
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and/or universities to operate collaborative programs, or develop
their own programs.

Pooling Resources Allows for More Strategic Deployment. Similar
to a revenue-limit approach, a block grant allows school districts to pool
all available teacher quality funds and dedicate them to their most press-
ing teacher quality needs. This would help school districts achieve effi-
ciencies by leveraging their existing resources more effectively. For ex-
ample, a block grant would provide school districts with greater oppor-
tunities to conduct more sustained activities for struggling teachers rather
than require short-term workshops for all teachers. Additionally, a block
grant allows school districts to better coordinate their teacher prepara-
tion, induction, and professional development programs, and it simpli-
fies the relatively complex administrative process districts must currently
maneuver to obtain teacher quality monies. Lastly, in contrast to a rev-
enue-limit approach, a block grant would have the additional benefit of
retaining the state’s focus on teacher quality and preserving fiscal incen-
tives for making investments in teacher quality.

Enhance Accountability for Improving Teacher Quality

To ensure that the greater flexibility provided through a teacher
quality block grant is balanced with greater accountability, we
recommend the Legislature develop a comprehensive teacher information
system. Specifically, we recommend the Legislature: (1) develop clear
teacher quality objectives and associated performance measures,
(2) enhance data-collection efforts to ensure performance can be tracked,
and (3) provide feedback and assistance to struggling school districts.

Whether teacher-related programs ultimately are funded separately,
consolidated within a block grant, or shifted into revenue limits, we think
the state should have a comprehensive teacher information system that
is compatible with the state’s student information system. Although a
teacher information system is critical under all three funding scenarios,
it is particularly critical in a block-grant or revenue-limit environment
that has few, if any, specific compliance requirements. In establishing a
teacher information system, we recommend the Legislature include:
(1) explicit outcome measures, (2) data reporting requirements, and
(3) feedback to struggling school districts.

Establish Explicit Outcome Measures. To hold districts accountable
for improving teacher quality, the state’s overriding objectives need to be
clear and measurable. In other words, the state needs to define the goals
of staff development and determine how success is to be measured. We
recommend the state evaluate school districts’ teacher quality investments
by tracking their performance in four areas—beginning teacher quality,
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teacher retention, professional development, and overall instructional
improvement. Figure 2 lists these areas and links each one to a specific
outcome measure. Two of these areas——beginning teacher quality and
professional development—would overlap with the federal accountabil-
ity system. The other two areas—teacher retention and instructional im-
provement—have long been state goals and the basis for several of the
state’s programs. For ease of assessment and comparison, we recommend
the Legislature merge these indicators into an Instructional Performance
Index that would be analogous to the state’s Academic Performance In-
dex except that it would focus directly on teacher quality.

Figure 2
Elements of Instructional Performance Index

Performance Goal Outcome Measure

Quality of beginning teachers e Percent of new teachers with full
credentials in subject areas they teach.

Teacher retention * Retention rate of beginning teachers.

Professional development o Percent of teachers participating in

high-quality professional development.

Overall instructional improvement e Percent of teachers whose average

class score on relevant California
Standards Tests improve.

Promote Strategic Data Collection. In addition to establishing ex-
plicit outcome measures, we recommend the Legislature develop a com-
prehensive teacher information system to ensure that teacher quality in-
vestments can be monitored and evaluated. Currently, some teacher in-
formation is collected by various state agencies, but the state does not
coordinate or leverage these independent efforts. Additionally, because
no common teacher identifier is being used in the separate data systems
that do exist, the value of the data already collected is substantially re-
duced, and many meaningful state-level analyses cannot be conducted.
For example, the state lacks data to determine if certain professional de-
velopment programs actually enhance either teacher quality or student
achievement. Similarly, data are not available to determine if certain pro-
fessional development programs are more cost-effective than other pro-
grams. Given the considerable shortcomings of these existing data-col-
lection efforts, we recommend the Legislature promote the development
of a coordinated teacher-level data system and align it with the student-
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level data system the state is currently developing. To enable the linking
with other state data, we recommend the Legislature require school dis-
tricts receiving teacher quality block grant funds to provide teacher-level
data using a common teacher identifier. If integrated into the automated
student-level data system (currently underway using Title VI funds), this
would place little additional burden on school district reporting require-
ments while significantly enhancing the state’s ability to conduct mean-
ingful program evaluations.

Provide Feedback and Assistance to Struggling Districts. A compre-
hensive teacher information system would allow the state to identify the
vital ingredients that make certain programs work in certain kinds of
school districts. This information would provide significant state-level
benefits—helping the state to make wise and strategic investments—but
italso would provide significant local-level benefits—helping school dis-
tricts learn from one another. Thus, we recommend that the teacher infor-
mation system be used to routinely disseminate best practice models.
Moreover, given that the block grant structure would result in fewer pro-
gram-specific administrative responsibilities for SDE, it could begin shift-
ing resources to provide this kind of feedback to struggling school districts.
This feedback might include sharing information about the effective strate-
gies and reform efforts used by similar school districts, helping redesign
districts’ staff development programs, or connecting struggling districts with
high-quality induction and professional development providers.

In sum, we have several concerns with the administration’s proposal
to shift funding associated with most teacher quality programs into dis-
tricts’ revenue limits. Most importantly, by removing the direct fiscal in-
centives school districts have for investing in teacher quality, we are con-
cerned that this funding shift might reduce the overall emphasis placed
on teacher quality. Rather than the administration’s revenue-limit ap-
proach, we recommend the Legislature consolidate ten categorical pro-
grams into a teacher quality block grant. As a condition of receiving block
grant funds, we recommend the Legislature require participating school
districts to report teacher-level outcome data in four performance areas.
Lastly, we recommend the Legislature embed these data in a new com-
prehensive teacher information system.
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(GOVERNOR'S SCHOOL SAFETY
CONSOLIDATION

The Governor’s budget proposes to consolidate five of seven existing
school safety programs into a School Safety Competitive Grant, leaving
two programs outside of the block grant. We recommend the Legislature
expand on the Governor’s proposal by creating a formula-driven School
Safety Block Grant combining all seven school safety programs and
12 school safety-related state reimbursable mandates. We also
recommend reversion of $1.6 million in current-year funds for competitive
grant programs that the State Department of Education does not plan to
administer.

The 2004-05 Governor’s Budget provides $100 million for school safety
programs (including deferrals), the same amount provided in 2003-04.
The budget also consolidates the Gang Risk Intervention Program and
four School/Law Enforcement Partnership Programs into a School Safety
Competitive Grant Program to increase local flexibility and effectiveness.
Currently, these programs provide competitive grants to school districts
and county offices of education (COEs) based on criteria including need
and quality of implementation plans. According to the Department of
Finance (DOF), funding for these five programs will be consolidated into
one budget item, but the underlying statute for the five programs will
continue to govern the use of the funds. In addition, current grantees will
have priority access to the funds. According to DOF, the Governor ex-
cludes from his block grant the School Safety and Violence Prevention
Grant Program and the Safety Plans for New Schools Program because
these programs provide funding to school districts on a formula basis. Fig-
ure 1 (see next page) lists the funding level for school safety programs for
the budget year.

Problems With Current Situation

Below, we summarize some of the basic problems with the current
array of school safety programs.
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Figure 1
Governor's School Safety
Competitive Grant Consolidation
(In Millions)
Proposed
Included Programs 2004-05
Gang Risk Intervention Program $3.0
School/Law Enforcement Partnership Programs
School Community Policing Partnership 10.0
School Community Violence Prevention 0.7
Partnership Mini-Grants/Safe School Planning 0.6
Conflict Resolution 0.3
Subtotal ($11.6)
Total $14.6
Excluded Programs
School Safety and Violence Prevention Grant Program $82.12
School Safety Plans for New Schools Programb 3.0
Total $85.1
Total, All Programs $99.7
& The Governor proposes to use $46.3 million in Proposition 98 reversion account funding and defers
the remaining amount until 2005-06.
b This program was previously within the School Law Enforcement Partnership Program; however, the
Governor proposes to maintain this program separately in the budget year.

Competitive Grants Have Significant Administrative Costs. The State
Department of Education (SDE) does not plan to administer three of the
competitive grant programs in 2003-04—School Community Violence
Prevention ($700,000), School Partnership Mini-Grants/Safe School Plan-
ning ($628,000), and Conflict Resolution ($280,000)—because the depart-
ment advises that it does not have adequate staff resources to administer
these small, but staff intensive grant programs. The SDE also did not ad-
minister these programs in 2002-03, and the funds reverted.

In addition to the administrative demands on the state, the competi-
tive grant programs place an even more onerous administrative burden
on schools. State law requires every school to develop a school safety
plan. School districts applying for one of the four School Law Enforce-
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ment Partnership Programs must develop an additional plan explaining
how their school district will collaborate with law enforcement and what
the school district will do with the funding. In addition, the school dis-
trict must submit data justifying their “higher level of need.” Figure 2 (see
next page) shows details on the specific requirements of each program.

Current Programs May Not Target Greatest Need. Schools with the
most need may not receive funding through the current competitive grant
programs for one of two reasons: (1) they choose not to apply because of
the involved application process, or (2) lack of comparable data makes it
difficult to assess which schools have greatest need. Thus, schools with
the most to gain from additional school safety funding may not receive
it, while others with lower needs but high-quality grant writers may get
additional funding. We believe that funding should be used to target the
highest-risk schools on a formula basis, and that a uniform set of eligibil-
ity criteria should be used.

Concerns With the Governor’s Proposal

Since the Governor’s school safety consolidation proposal maintains
the five existing competitive grant programs—including the existing pro-
gram requirements, eligibility criteria, and application processes, the only
benefit of the proposal is to allow SDE some flexibility to move funds
among the five grant programs. We believe the Governor’s school safety
consolidation proposal does not provide school districts any increased
flexibility or go far enough to consolidate programs that provide fund-
ing for similar intents and purposes. Specifically, the proposal misses the
opportunity to truly streamline the existing school safety programs
by: (1) continuing to operate the five competitive grant programs, (2) ex-
cluding the School Safety Violence Prevention Grant Program funding,
and (3) excluding reimbursement funding for state mandates. We dis-
cuss each of these concerns below.

Governor Continues Five Competitive Grant Programs. By consoli-
dating the funding for the five competitive grants into one budget item,
the administration would provide SDE with the flexibility to adjust the
funding distribution among the five grants. However, according to DOF
staff, the proposal would not eliminate statutes for any of the programs,
and current grant recipients would have priority in continuing to receive
funding. Since the Governor’s proposal would continue to administer five
grant programs, it does not eliminate any of the bureaucratic burden of these
programs. We also believe that using a formula process to target “high” need
schools may be more effective than the competitive grant process.
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Figure 2

Description and Funding Information for Programs
Included in the Governor's School Safety Block Grant

2003-04
2003-04
Grant Grant Grants
Program Criteria Cycle Amount Funded
Gang Risk Intervention Plan must prove 1year $100,000 to 15
Program. County offices need using safety $1,075,000
of education (COEs) offer data, justify mer-
counseling, sports, cultural its of proposal,
activities, and job training and have line-
to specific schools in county. item budget and
evaluation.
School Community Polic- Plan must prove 3year $325,000 33
ing Partnership Program. need, collabora-
Districts or COEs implement tion with commu-
plans collaboratively with nity and law en-
local law enforcement to im- forcement, and
prove school safety. sustainability.
Requires local
match, evalua-
tion, and annual
reporting. Grants
geographically
distributed.
Other Competitive Grant ~ Plan must prove lyear $5,000to —a
Programs. Three programs need; demon- $10,000

fund school safety plan im-
plementation, community
policing measures, and con-
flict resolution programs and
training: Partnership Mini-
Grants/Safe School Plan Im-
plementation, School Com-
munity Violence Prevention,
and Conflict Resolution.

strate collabora-
tion with students,
community, and
law enforcement;
and justify budget.
Requires local
match and
evaluation.

a According to the State Department of Education, grants were not awarded in 2002-03, nor will they be
awarded in the current year because they do not have sufficient staff to oversee the grant process. As a
result, this funding will revert to the General Fund in the current year, similar to what occurred in 2002-03.
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Proposal Excludes School Safety Violence Prevention Grant Program.
The budget provides $82.1 million to school districts through the School
Safety Violence Prevention Grant Program. These funds may be used by
school districts for any purpose that improves school safety or that re-
duces violence among students. Given this discretion, the program is tai-
lor-made for inclusion in a larger block grant. Essentially, consolidating
this program with the existing competitive grant programs would pro-
vide school districts greater flexibility to use school safety funding to
meet their local needs and priorities.

Proposal Excludes Funding for School Safety Mandates. As with all
other mandates in 2004-05, the budget does not fund ten state reimburs-
able mandates that require school districts to perform specific school safety
activities. This has the effect of deferring $30.3 million in 2004-05 costs to
future years. Under the current system, the state reimburses school dis-
tricts for the cost of meeting certain state mandates, such as (1) imple-
menting school suspension and expulsion policies and procedures,
(2) providing for emergency procedures, and (3) reporting crimes/inci-
dents at schools.

The Governor’s consolidation proposal does not incorporate these
programs in the reform of school safety funding. We believe there would
be benefits from doing so. For instance, school districts currently have an
incentive to maximize the size of their mandate claims because 100 per-
cent of the costs of the mandates are reimbursed by the state. The costs of
documenting and submitting state reimbursable mandate claims are also
significant. If school districts instead received their mandate funding
through the block grant, they would have a greater incentive to be more
efficient because any savings realized could then be redirected to fund
any purpose that meets the safety needs of the district.

LAO ScHOOL SAFETY BLOCK GRANT PROPOSAL

We recommend the Legislature create a formula driven School Safety
Block Grant, which consolidates the seven existing school safety programs
with funding for ten state reimbursable school safety mandates. Figure 3
(see page 71) shows the programs included in the LAO proposal, and
provides a breakdown of the funding into the three components of our
block grant proposal—per pupil grant formula, high-risk schools formula,
and a new school planning grant.

= Per Pupil Grant. Most of the school safety funding, $112 million,
would go to districts by a per pupil formula, based on enroll-
ment in grades 8 through 12. This funding level is equivalent to
the current funding provided for the School and Violence Pre-
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vention Grant Program and an amount necessary to fully fund
school safety state mandates.

e High-Risk Schools Formula Grant. We propose combining
$14 million from the five existing competitive grant programs into
aformula grant targeted at high-risk schools. We recommend that
these high-risk grants target the 20 percent of schools with the
highest safety needs, based upon uniform school safety data.
Currently, school districts are in the process of collecting suspen-
sion, expulsion, and truancy data to comply with No Child Left
Behind data collection requirements. We believe the expulsion
data collected, specifically the mandatory expulsion data, would
provide the Legislature with a useful measure of “need” to iden-
tify high-risk schools that would benefit from additional school
safety funding. The $14 million would be distributed to the high-
risk schools on a per pupil basis. These schools would also face
specific accountability requirements linked to their decreasing
the number of mandatory expulsions over a multiyear period
(see below).

< New School Planning Grant. We propose to retain the earmarked
funding to support new schools in developing school safety plans,
and provide $1 million for this purpose.

= School districts would be required to fund the costs of state man-
dates prior to funding other school safety purposes. In addition,
COEs would be eligible for block grant funding.

Accountability Provisions for High-Risk Funding. With regard to
high-risk schools receiving added funding under our proposal, the Leg-
islature may want to consider some added accountability provisions.
Given the serious problems at these schooals, it is imperative that either
improvements be made or other, stronger interventions occur. One op-
tion would be to link the high-risk component of our block grant to cur-
rent federal law related to “persistently dangerous” schools. The state
could define this term as those high-risk schools which fail to make ad-
equate enough improvement over time with the funding available from
their school safety block grant funds. This would then trigger more seri-
ous district and state interventions required under federal law to address
the problem.

Benefits of the LAO School Safety Block Grant Proposal

We believe that our alternative block grant proposal has the follow-
ing benefits: (1) it maximizes local control and flexibility, (2) targets fund-
ing to districts that have a greater need for school safety funding,
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Figure 3
Programs in LAO School Safety Block Grant

2004-05
(In Millions)

Programs Amount

Per Pupil Grant Formula

School Safety and Violence Prevention Grants $82.12
State Mandated Programs 30.3
Notification of Truancy 9.2
Habitual Truants 6.9
Notification to Teachers of Pupil Expulsion 5.2
Pupil Suspensions, Expulsions, and Expulsion Appeals 3.4
Pupil Classroom Suspension: Counseling 25
Law Enforcement Agencies 1.8
Pupil Suspensions: Parent Classroom Visits 0.7
Juvenile Court Notices Il 0.7
Expulsion Transcripts —
Subtotal ($112.4)
High Risk School Formula
School/Law Enforcement Partnership Programs $11.6
Gang Risk Intervention 3.0
Subtotal ($14.6)
School Safety Plans for New Schools 1.0
Total $128.0

& Includes $82 million deferred from 2004-05 into 2005-06.

(3) creates an incentive for districts to meet mandate requirements more
efficiently, and (4) limits administrative burden by combining programs
that have similar purposes. We discuss these benefits below:

Maximizes Local Control and Flexibility. Our School Safety Block
Grant proposal would provide school districts with greater control and
flexibility in regards to how they use school safety funding. Under the
block grant proposal, school districts would have more choice related to
the: (1) needs they choose to target, (2) types of programs they create,
and (3) program models they use to deliver services. School districts could

Legislative Analyst’s Office



E-72 Education

use their School Safety Block Grant funding for a variety of purposes that
support their local needs and priorities, including hiring personnel and
counselors, providing training, and purchasing safety devices.

Targets Funding to Schools With Greatest Need. Under our proposal,
schools that demonstrate a higher need for funding based on their num-
ber of mandatory expulsions would receive additional funding to assist
them in meeting their school safety needs. By providing these funds on a
formula basis instead of a competitive basis, all of the resources would
go to improving school safety, thereby foregoing the administrative costs
that accompany the grant process. These schools could then use this fund-
ing to provide additional services to reduce the incidences of violence
against pupils and school staff.

Creates Incentive to Meet Mandated Requirements More Efficiently.
Under the current system, school districts receive full reimbursement
funding from the state for completing certain school safety activities. In-
cluding funding for state mandates into the block grant creates the incen-
tive for school districts to be more efficient because any savings realized
could then be redirected to fund other school safety needs and priorities.

Limits Administrative Burden by Consolidating School Safety Pro-
grams. The existing system of funding school safety through multiple
programs increases state and local administrative costs. State adminis-
trative efforts are focused on such oversight functions as: (1) reviewing
applications and (2) tracking and monitoring the appropriate use of cat-
egorical funding. School districts also incur high administrative costs
because they must apply separately to multiple programs for funding
and, like the state, must track and monitor the appropriate use of cat-
egorical funding. Consolidating these programs would minimize the ad-
ministrative burdens associated with (1) reviewing and submitting nu-
merous applications for funding and (2) tracking and monitoring of dif-
ferent pots of categorical funding. Free of the various administrative re-
quirements, SDE could focus more on providing locals with program
support, and locals could focus more on maximizing the impact of fund-
ing on their school safety efforts.

Provides Added School Safety Accountability for High-Risk Schools.
We believe that targeting additional resources at schools with the great-
est safety risk and requiring improvements at these schools would help
ensure that school and district administrators take school safety seriously.
Our proposal would provide schools an opportunity to fix their safety
problems with the additional resources. It would also provide external
assistance for schools failing to improve.
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High Administrative Costs Prohibit SDE
From Administering Current-Year Grants

We recommend the Legislature revert $1.6 million provided in 2003-04
for three school safety competitive grant programs that the State
Department of Education is not administering because of the
administrative burden of the programs.

The 2003-04 Budget Act provided $1.6 million for three competitive
school safety grant programs—School Community Violence Prevention,
Partnership MiniGrants/Safe School Planning, and Conflict Resolution.
As described earlier, these programs provide grants of $5,000 to $10,000
to each school meeting specific requirements. Because the grant size is so
small, the $1.6 million would result in a large number of grants to ad-
minister. According to SDE, because the administrative burden of oper-
ating these programs is high and SDE does not have staff to operate the
programs, the department will not administer the three competitive grants
in 2003-04. (Similarly, SDE did not administer these grant programs in
2002-03, and the funding reverted on the natural.) We recommend the
Legislature revert these funds as part of the 2004-05 budget, and redirect
the savings to other K-14 priorities.

Safety Plans for New Schools Program Overfunded

We recommend that the Legislature reduce funding for the Safety
Plans for New Schools Program by $2 million, leaving $1 million to meet
anticipated needs of new schools.

The 2004-05 Governor’s Budget provides $3 million in funding for the
Safety Plans for New Schools Program. This funding is provided to new
schools to implement a comprehensive safe school plan. School districts
opening new schools receive $91 per pupil or a minimum grant of $5,000
per site to develop a safety plan. According to SDE, funding has not been
fully allocated in recent years. Last year, for example, SDE reverted ap-
proximately $2 million because actual need for funding totaled $1 mil-
lion. For the budget year, SDE estimates that as many as 80 new schools
may open and that $1 million dollars would be a sufficient level of fund-
ing for this program. Therefore, we recommend that the Legislature re-
duce funding by $2 million to reflect the actual demand for this program.
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CHARTER SCHOOLS

The Governor’s budget proposal makes significant changes to the
existing charter school funding model. This existing funding model con-
sists of three components: revenue limit funding, block grant funding,
and categorical funding. The Governor’s budget proposal makes a vari-
ety of adjustments to charter schools’ revenue limits and eliminates the
charter school categorical block grant.

Specifically, the budget adjusts the charter school funding model so
as to mirror the administration’s overall categorical reform proposal. This
entails: (1) transferring the funding associated with 22 categorical pro-
grams into charter schools’ revenue limits (as is proposed for traditional
public schools), (2) eliminating the charter school block grant and shift-
ing remaining funds into charter schools’ revenue limits, and (3) provid-
ing charter schools with Economic Impact Aid (EIA) funds directly rather
than providing in-lieu funding through the block grant.

Details of Governor’s Proposal Problematic

Although the Governor’s budget proposal seemingly would simplify
the charter school funding model, we have several concerns with the
details of the proposal.

Cements Certain Inequities. Under the proposal, the Department of
Finance (DOF) uses two distinct methods for shifting categorical fund-
ing into charter schools’ revenue limits. For 18 of the 22 categorical pro-
grams, DOF provides a per pupil funding rate to charter schools equal to
the average per pupil rate for traditional public schools. However, for
four of the 22 programs (Home-to-School Transportation, Instructional
Materials, School Library Materials, and Staff Development Days), DOF
locks in place the existing funding distributions. This has significant im-
plications for charter schools because these four particular programs are
among the largest of the 22 programs and together account for almost
$1 billion of the $2 billion to be shifted into revenue limits. They also are
programs in which charter schools are less likely than traditional public
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schools to be participating during the current year. Moreover, legislation
enacted just last year (2003) moved two of these four programs into the
charter school block grant—signaling the Legislature’s intent that associ-
ated per pupil funding rates be the same for charter schools and tradi-
tional public schools. The Governor’s budget proposal would prevent
these funding changes from ever occurring.

Potentially Creates New Inequities. In the process of dismantling
the charter school block grant, the Governor’s budget moves ten pro-
grams into charter schools’ revenue limits (see Figure 1 next page). This
shift occurs only for charter schools. This has two potentially troubling
implications:

= In the future, if any funding adjustment were made to one of
these ten programs, charter schools would be immune from the
impact. This could result in charter schools being treated either
considerably better (if one or more of the ten programs were
defunded) or considerably worse (if one or more of the ten pro-
grams were augmented) than traditional public schools.

= Giventhisshift occurs only for charter schools, the charter school
revenue limit would be slightly higher than that of the average
traditional public school. Because of this anomaly, in the future,
charter school revenue limits would be adjusted independently—
no longer linked directly to the average revenue limit of tradi-
tional public schools. This also could generate disparities between
charter schools and traditional public schools because their rev-
enue limits would no longer be adjusted automatically in a con-
sistent manner.

Potentially Reduces Future Fiscal Flexibility. Entirely dismantling
the block grant means the state no longer has a vehicle for providing
charter schools with in-lieu categorical funding. Lacking a block grant
option, in the future charter schools might need to apply separately for
all newly created categorical programs. Over time, this could drastically
reduce their fiscal flexibility and autonomy—among the cornerstones of
charter school legislation.

Retains More Than 20 Categorical Programs for Which Charter
Schools Have to Apply Separately. Even if no new programs were cre-
ated in the future and 22 categorical programs were shifted into revenue
limits in the budget year, charter schools still would have to apply sepa-
rately for more than 20 existing categorical programs. Lacking a block
grant structure, the state has no straightforward vehicle for providing
charter schools with in-lieu categorical funding. Reforming the existing
system therefore would be more difficult, more complicated, and poten-
tially lead to greater inequities (as discussed above).
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Figure 1

Charter School Block Grant Programs
Governor Shifts Into Revenue Limitsa

Advanced Placement Fee Waiver Program
Agricultural Vocational Education
Apprentice Program

Community Day School

Foster Youth Programs

Gifted and Talented

High-Risk Youth

Opportunity Programs

Partnership Academies

School Safety

2 The Governor's proposal shifts these programs only into charter

schools’ revenue limits. It does not shift these programs into
revenue limits for traditional public schools.

Restructure Charter School Funding Model—Simplify and Equalize

We recommend the Legislature reform the charter school funding
model to promote greater transparency and ensure more comparable
funding rates between charter schools and traditional public schools.
Specifically, we recommend the Legislature: (1) shift funding associated
with 17 categorical programs into charter schools’ revenue limits,
(2) consolidate 21 categorical programs into charter schools’ base block
grant, (3) enlarge the disadvantaged student component of the block grant
by including eight additional programs, and (4) amend charter school
law to include a comprehensive listing of the programs excluded from
the block grant.

In January 2004, we released a report entitled, Assessing California’s
Charter Schools, in which we recommended the Legislature restructure
the charter school categorical block grant and strengthen charter school
oversight and accountability. (Please see report for a more detailed dis-
cussion of charter school finance.) Below, we recommend the Legislature
make a variety of changes to the charter school funding model. Although
we recommend the Legislature apply certain aspects of the
administration’s revenue limit proposal to charter schools, we recommend
retaining the existing charter school block grant and using it to further
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categorical reform. Figure 2 summarizes the major components of our
alternative funding model.

Figure 2
LAO Alternative Charter School Finance Reform

\/ Revenue Limits. Shift funding associated with 17 categorical programs
into revenue limits. Charter schools’ revenue limit per pupil funding rate
would equal the average rate for traditional public schools.

\/ Charter School Block Grant. The block grant would consist of two
subgrants:

e Base Grant. Provide an in-lieu grant based on the average per pupil funding
rate for 21 categorical programs that address general education needs.

e Supplemental Disadvantaged Student Grant. Provide an in-lieu grant
based on the average per pupil funding rate for nine categorical
programs that target disadvantaged students.

Shift 17 Categorical Programs Into Revenue Limits. Earlier in this
chapter, we discussed the administration’s overall categorical reform pro-
posal. In that piece, we highlight the benefits of categorical consolidation
and recommended the Legislature shift the funding associated with
17 categorical programs into revenue limits. We recommend this funding
shift occur for both traditional public schools and charter schools. In the
process of shifting these programs, we recommend providing a per pupil
funding rate to charter schools equal to the average per pupil funding
rate for traditional public schools.

Consolidate Many Remaining Categorical Programs Into Block
Grant. We recommend retaining the base charter school block grant and
consolidating 21 programs within it. Figure 3 (see next page) lists these
21 programs. More than two-thirds are programs already in the existing
block grant. Given the remaining six programs all serve traditional K-12
populations, we think they too should be consolidated within the charter
school block grant. In the process of consolidating these programs, we
recommend providing a per pupil funding rate to charter schools equal
to the average per pupil funding rate for traditional public schools.

Expand Disadvantaged Student Component of the Block Grant. We
also recommend the Legislature expand the disadvantaged student com-
ponent of the block grant by consolidating charter schools’ in-lieu EIA
funding and funding associated with eight other programs designed spe-
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Figure 3

Consolidate 21 Programs
Within Base Block Granta

Programs in Existing Block Grant

Advanced Placement Fee Waiver Program
Agricultural Vocational Education

Apprentice Program

Beginning Teacher Support and Assessment
Community Day School

Foster Youth Programs

Gifted and Talented

High-Risk Youth

Intersegmental Programs

Mathematics and Reading Professional Development
Opportunity Programs

Partnership Academies

Peer Assistance and Review

School Safety

Staff Development Buyout Days

Additional Programs Recommended for Inclusion

After School Programs

Core Supplemental Instruction

Intern Program

Paraprofessional Program

Principal Training

Regional Occupational Programs and Centers

@ Reflects LAO recommendation.

cifically for disadvantaged students. Figure 4 lists these nine programs.
We recommend that disadvantaged student funding continue to be based
on a count of the disadvantaged students enrolled in charter schools.
Consolidating all nine programs would generate additional incentives
for charter schools to serve disadvantaged students—one of the core leg-
islative objectives of charter schools—without increasing administrative
burdens or adding new fiscal complexities.

Amend Charter School Law to Promote Greater Transparency. Lastly,
we recommend the Legislature codify in a single section (specifically, in
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Figure 4

Expand Disadvantaged Student
Component of Block Granta

Programs in Existing Block Grant

Economic Impact Aid

Additional Programs Recommended for Inclusion

California School Age Families Education

English Language Learners Student Assistance
Gang Risk Intervention Program

Mandatory and Remedial Supplemental Instruction

National Board Certification for Teachers in
Low-Performing Schools

Public School Accountability Programs
Remedial Supplemental Instruction
Targeted Instructional Improvement Block Grant

2 Reflects LAO recommendation.

Education Code 47634[b]), all programs that are excluded from the char-
ter school block grant. In tandem, we recommend the Legislature adopt a
new statutory provision requiring all newly established categorical pro-
grams that are to be excluded from the block grant to be specified in this
code section. Together, these actions would promote a common under-
standing of excluded programs and make block grant calculations less
controversial.

In sum, we recommend the Legislature make a variety of changes to
the charter school funding model. Similar to the administration’s overall
reform proposal, we recommend shifting 17 categorical programs into
revenue limits for both charter schools and traditional public schools. In
contrast to the administration’s specific charter school proposal, we rec-
ommend the Legislature use the categorical block grant to further cat-
egorical reform and enhance charter schools’ fiscal flexibility. Specifically,
we recommend consolidating 21 programs within the base component
and nine programs within the supplemental disadvantaged student com-
ponent of the block grant. Lastly, we recommend amending charter school
law to codify in a single section all the categorical programs excluded
from the block grant.
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EcoNowmiC IMPACT AID

We find that the Economic Impact Aid (EIA) funding formula is
outdated and results in district allocations that appear arbitrary and
unpredictable. We recommend the Legislature simplify the EIA formula
so that district allocations are predictable and meet local needs for
serving both poor and English learner students.

The 2004-05 Governor’s budget provides $548 million for the Eco-
nomic Impact Aid (EIA) program. This funding level represents a
$49.1 million increase from the current year due to: (1) $34.6 million for
growth and inflation and (2) the Governor’s proposal to shift $14.5 mil-
lion in EIA funding from the charter school block grant into a separate
schedule within the EIA budget item.

The EIA program provides funding to school districts to provide com-
pensatory education services to low-performing and English learner (EL)
pupils. School districts use funding for a variety of purposes, including:
(1) extra assistance to low-achieving pupils, (2) supplemental instruc-
tional services to EL students, (3) training to teachers who instruct EL
students, and (4) supplementary materials.

School districts receive EIA funding based on two main formulas:

e Primary Formula. The primary formula uses a complex multi-
step process that includes the following features:

— “Need” for EIA funds is measured by each district’s relative
concentration of EL, poor, and transient students.

— Poverty is by far the most important factor in determining
district EIA need. The formula uses two different measures
of poverty—the enrollment of students from families receiv-
ing California Work Opportunity and Responsibility to Kids
(CalWORKSs) grants and poverty data from the 1990 Census.

In 2003-04, the primary formula determined EIA allocations for 205
school districts, providing an average of $280 (ranging from $220 to
over $1,000) for each EL and CalWORKSs student in these districts.
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= Secondary Formula. The secondary formula distributes funds to
districts whose primary funding allocations would not be suffi-
cient to serve a “reasonable” portion of the population of pupils
from disadvantaged backgrounds. The secondary formula has
two elements:

— Per-Pupil Grant. Districts that would receive a relatively
small allocation through the primary formula receive fund-
ing based solely on the number of CalWORKSs and EL stu-
dents. In 2003-04, approximately 600 school districts received
$219 for each student in the two target groups.

— Minimum District Grant. Districts with very low numbers
of EL pupils and pupils from families receiving CalWORKSs
receive a minimum grant. In 2003-04, approximately
175 school districts received minimum grants.

EIA FORMULA IS OUTDATED AND PROBLEMATIC

The EIA funding mechanism has been in existence for more than
25 years. During this time, the state’s demographics and the needs of the
student population have changed dramatically. For example, 25 years
ago, pupils living in poverty represented a majority of the student popu-
lation in need of compensatory funding. Since that time, poverty as mea-
sured by students in CalWORKSs families has declined and the number of
EL students has grown dramatically. Figure 1 (see next page) displays
the trends for these two groups.

As the figure shows, the number of EL students increased by 450 per-
cent since 1980 and CalWORKSs increased by 17 percent. As a result, the
EL population, which was half the size of the group of students whose
families received welfare in 1980, is now 2.5 times larger than the
CalWORKSs group. District use of EIA funds reflect these trends. Districts
report using about 85 percent of EIA funds for EL services.

These changes in student demographics have resulted in the alloca-
tion of a greater share of EIA funds to districts with large proportions of
EL students. Because of the formula’s heavy emphasis on poverty, how-
ever, districts with large numbers of poor students still receive far more
than districts with large numbers of EL students. In addition, the com-
plexity of the EIA formula results in allocations that appear arbitrary and
unpredictable. We discuss these issues in greater detail below.
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Figure 1

K-12 Enrollment of English Learners and
Students in Families Receiving CalWORKs

(In Millions)
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Heavy Emphasis on Poverty Skews Per-Pupil Payments

As noted above, districts report using 85 percent of EIA funds for EL
services. The heavy emphasis on poverty in the EIA formula, however,
results in allocating large per-pupil amounts to districts with high pov-
erty rates. As a result, we question whether the formula does a reason-
able job of allocating funds to help districts address the needs of both
groups of students.

A close look at EIA allocations for two districts of similar size illus-
trates the heavy emphasis on poverty. Figure 2 displays the EIA alloca-
tions and the number of EL and CalWORKSs students in Oakland and
Santa Ana Unified School Districts. In 2003-04, Oakland received
$350 for each EL and CalWORKSs student in the district based on about
31,500 students in the two groups. Santa Ana received $221 for each based
on about 46,000 students in the two groups. As a result, Oakland received
about $11 million, or about $900,000 more than Santa Ana, despite hav-
ing many fewer targeted students.
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Figure 2

Economic Impact Aid (EIA)
Allocations

Oakland and Santa Ana Unified School Districts
2003-04

Oakland Santa Ana

English learner students 18,589 41,278

CalWORKs® students 12,946 4,655
Total students 31,535 45,933
EIA Funding

Totals (in millions) $11.0 $10.1
Per pupil 350.0 221.0

& california Work Opportunity and Responsibility to Kids.

District Allocations Appear Arbitrary and Unpredictable

As discussed above, the EIA formula is extremely complex. This com-
plexity results in district allocations that are hard to understand based on
underlying district demographics. Our review of district EIA allocations
reveals that the formula:

Treats Similar Districts Very Differently. Districts with almost
identical numbers of EL and CalWORKSs students can receive very
different amounts of EIA funds. For instance, Burrel Union EI-
ementary receives $812 for each of the 34 EL and CalWORKSs stu-
dents in the district (21 and 13, respectively). Buena Vista Elemen-
tary receives only $221 for each of the 35 students in the two
groups (23 and 12, respectively). Given that the number of stu-
dents needing extra assistance in these two districts are almost
identical, the widely differing amounts seem hard to justify.

Generates Unpredictable Changes in District Allocations. The
EIA formula creates unpredictable results from year-to-year,
which complicates district planning efforts. For instance, more
than 300 districts received increases in 2003-04 even though the
number of EL and CalWORKSs students enrolled in the district
declined. Similarly, 16 districts received funding decreases in
2003-04 despite experiencing an increase in the number of stu-
dents in the two groups.
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SIMPLIFY AND REFOCUS EIA FORMULA

Given these problems, we recommend the Legislature revamp the
EIA formula so that it distributes funding based on the number of poor
and EL pupils enrolled in each district. This would direct more of the
funds to districts based on the number of EL pupils, which is consistent
with how districts currently use EIA funds. This also would result in more
stable and predictable district allocations, which would change as the
target populations rise or fall. Below, we describe the features of our pro-
posed EIA formula.

Maintain Key Features of the Current Funding Model

Rather than completely redesign the EIA formula, our proposal builds
on three existing features of the formula, as follows:

= Per-Pupil Grants. Districts would receive a set amount of fund-
ing for each EL and CalWORKSs pupil, similar to the existing sec-
ondary formula.

= Concentration Grants. Additional funding would be distributed
to districts with a large proportion of poor and EL pupils.

e Minimum District Grants. A minimum grant would be avail-
able for districts with small numbers of eligible pupils.

These three design elements would ensure that districts receive a level
of funding that is proportional to the needs of the targeted populations.
While most districts would receive a uniform amount for each EL and
CalWORKSs student, the concentration and minimum district grants rec-
ognize that all districts do not face the same circumstances. The mini-
mum grant ensures a minimal level of funds to operate a program—no
matter how few EL or poor students attend the district. The concentra-
tion grant recognizes that districts may face a more difficult challenge in
educating students when the proportion of EL and poor students is rela-
tively high.

Per-Pupil Grants. Under our proposal, most EIA funds would be
distributed to districts through a per-pupil grant of approximately
$210 for each EL or CalWORKSs student enrolled in the district. In addition,
our EIA formula would provide a per-pupil grant for each EL student who
was redesignated as “fluent” in the previous year. This is intended to reduce
the fiscal incentive for school districts to keep students classified as EL.

Concentration Grants. Districts with a large proportion of EL and
poor pupils would receive additional funds. Under our proposal, dis-
tricts in which the proportion of CalWORKSs and EL students exceeds

2004-05 Analysis



Economic Impact Aid E-85

55 percent of their total enrollment would be eligible to receive an addi-
tional $180 per pupil for each pupil above the 55 percent threshold. We
estimate that, using our formula, about 125 school districts would re-
ceive a concentration grant.

One benefit to our proposed concentration grant is that it increases
as the proportion of students in the two groups increases. For example,

= District A, with 55 percent of its students EL or CalWORKSs, re-
ceives only the base funding of $210 per pupil.

= District B has 70 percent of its students EL or CalWORKs, and
receives almost $250 per pupil.

= District C, with 90 percent of its students EL or CalWORKSs, re-
ceives $280 per pupil.

As with the existing formula, EL students could be counted as both EL
and a poor student.

Minimum District Grant. Our proposal would continue the two ex-
isting EIA minimums ($4,901 and $7,356), which are based on the num-
ber of EL and CalWORKS students in the district.

District Allocations Under the LAO Proposal

Our proposal provides several “levers” within the revised funding
formula that could be used to alter the distribution of funds. For instance,
by increasing concentration grants, the formula would provide more funds
to heavily impacted districts and less to all other districts. Similarly, in-
creasing the concentration “threshold” focuses concentration funds on a
smaller subset of districts.

We ran several simulations using different assumptions for these
policy options to find the combination that minimized the number of
districts that would receive significant funding reductions under our pro-
posed formula. By increasing the formula’s emphasis on EL students,
however, our proposal would create a significantly different distribution
of EIA funds.

Under our formula, about half of all districts would not experience a
change of more than 5 percent in their existing EIA grants. There is, how-
ever, a fairly large group of districts whose allocation would change sig-
nificantly. For instance, about 18 percent of districts would experience
an increase of more than 20 percent. These districts generally have larger
EL populations and smaller numbers of CalWORKSs students. Another
13 percent of districts would experience a reduction of at least 20 percent.
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In recognition of the fiscal difficulty a significant decrease in EIA fund-
ing could cause districts, we suggest a transition period that limits re-
ductions in district EIA allocations to 15 percent each year. This practice
is similar to protections afforded school districts under the current fund-
ing mechanism.

Merge Other Funds Into EIA

We recommend including funding for the English Learner Assistance
Program and a portion of the Targeted Instruction Improvement Grants
into Economic Impact Aid in order to consolidate all state programs
that support instructional services to English learners and low-income
students.

Earlier in this section, we reviewed the Governor’s proposed con-
solidation of 22 categorical funds into revenue limits. In that analysis, we
recommend the Legislature exclude two programs from the consolida-
tion—English Learner Assistance Program (ELAP) and a portion of Tar-
geted Instruction Improvement Grants (TIIG). We made this recommen-
dation because we think categorical protection for instructional services
to “at-risk” students is needed.

Rather than maintain separate appropriations for ELAP and TIIG,
however, we suggest an alternative course. Specifically, we recommend
consolidating ELAP funds into the EIA program and appropriating TIIG
funds districts spend for instructional services to low-performing stu-
dents as part of EIA. This would maintain the current uses of these funds
and simplify the state’s system of categorical funding.

ELAP. Adding the $53.2 million in ELAP funds into EIAwould result
in distributing the ELAP funds based on our proposed formula. The ELAP
increases state support for services to EL students in grades four through
eight. Folding ELAP funds into EIA would resolve two issues with the
existing program. First, by providing additional funds for students in
grades four through eight, the state may reward districts that have failed
to redesignate quickly their English learner students. Because of the
program’s focus on grades four through eight, districts that help students
master English quickly receive a smaller share of the ELAP funds. Merg-
ing ELAP funds into EIA would eliminate this problem.

Second, districts would like to be able to use ELAP funds for stu-
dents in grades other than four through eight. A recent evaluation of EL
programs in California included survey results showing that district staff
believe that restricting these funds to students in the five grades creates a
barrier to using the funds most effectively. By distributing the ELAP funds
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through the EIA formula, our recommendation would give districts flex-
ibility to use funds to meet their highest priority needs.

TIHG. We suggest a different course for the TIIG funds. Specifically,
we recommend the Legislature maintain district allocation of TIIG funds
used for instructional services as an “add-on” to the amount these dis-
tricts receive through the EIA formula. We do not propose folding THG
funds into the main EIA formula because it would redistribute the deseg-
regation funds now going to a few districts to a much larger set of dis-
tricts. Because of the large amounts districts receive through TIIG and
because they may have formal or informal local agreements about how
these funds are used for desegregation purposes, we think the Legisla-
ture should not at this time alter the distribution of TIIG funds. In the
future, the Legislature could reduce differences in the amounts of total
EIA funds provided to “desegregation” districts and all other districts.

Conclusion

The EIA program provides critical resources to schools for meeting
the needs of EL and low-income students. Our recommendations would
retool the EIA funding formula to be more responsive to changes in these
K-12 populations. Our proposal also would simplify the funding formula,
making district allocations easier to understand and more predictable.
Finally, our recommendations would streamline the state’s system of cat-
egorical funding by consolidating into EIA two programs that provide
support for the same populations. While our recommendations would
reduce some district allocations while increasing others, in the long-run,
we think all districts would be better served by a simple, transparent
funding formula that recognizes district needs for both their EL and poor
students.
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REVENUE LIMITS

The largest source of school district revenues comes in the form of
revenue limits. Revenue limits provide general purpose funds—money
districts may use at local discretion for the support of local programs. In
2004-05, the budget proposes $31.4 billion from local property taxes and
the General Fund for school district revenue limits, an increase of $2.7 bil-
lion from the revised 2003-04 budget. Revenue limits represent about two-
thirds of all state and local property tax funds districts receive.

Several significant increases account for the rise in revenue limits:

= $1.9 billion due to the proposal to shift funding for 22 categorical
programs into revenue limits.

= $545 million for a 1.84 percent cost-of-living adjustment(COLA).

= $293 million to pay for a 1 percent anticipated increase in the
number of K-12 students in the budget year.

= $225 million due to significantly higher district Unemployment
Insurance ($129 million) and Public Employees’ Retirement Sys-
tem (PERS) costs ($96 million).

= $110 million to further equalize school district revenue limits.

These increases are offset by a $447 million reduction due to increases
in revenue limit payment deferrals and deficits.

Below, we discuss three issues regarding the budget proposal for rev-
enue limits. First, we review problems with the existing structure of the
revenue limit formula. We also examine the budget’s proposal to provide
equalization funds in 2004-05. Finally, we discuss the 2004-05 Governor’s
Budget proposed restoration of reductions made in the current year to
“excess tax” districts.
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SIMPLIFY THE REVENUE LIMIT FORMULA

We recommend the Legislature revise the system of district revenue
limits by merging funds provided through six “add-on” programs into
base revenue limits. This would greatly simplify the computation of
general purpose funding, make school funding easier to understand, and
allow the state to equalize over time the amount of general purpose funds
districts actually receive.

In December 2003, we issued The Distribution of K-12 Education Gen-
eral Purpose Funding, which examines how well the existing system of
revenue limits serves the state in creating a reasonably uniform distribu-
tion of general purpose funding. The report concludes that the formula
has become unnecessarily complex and results in district general pur-
pose funding levels that are significantly less uniform than is usually
recognized.

Figure 1 (see next page) displays the major elements of the revenue
limit formula and the budget’s proposed amount for each part of the for-
mula. As the figure illustrates, there are ten existing elements in the for-
mula that affect district funding levels. The formula begins with the base
revenue limit. The state has assigned each district a base revenue limit,
which is based on a variety of historical factors. The base revenue limit is
the amount typically used to measure the fairness of the distribution of
state funding to districts, and past legislative efforts to equalize general
purpose funding has focused on reducing differences in this grant.

Except for Necessary Small Schools (NSS), each of the other elements
provides add-on support to districts. That is, for each district that quali-
fies for the various adjustments, the state adds to—or, in the case of the
PERS reduction, reduces—district revenue limit funds. The NSS program
is an alternative funding source to revenue limits, and small schools re-
ceive NSS funds in lieu of revenue limit funds. In total, the budget pro-
poses to spend $2 billion in state funds and property tax revenues for
these nine adjustments to base revenue limits.

Continuation school funding provides a good example of these add-
on programs. State law requires all high school and unified school dis-
tricts to operate a continuation school to provide an alternate educational
setting for students. Districts that opened new continuation schools after
1978-79 are eligible for supplemental funding. Funding for schools exist-
ing in 1978-79 was added to base revenue limits as part of the Proposi-
tion 13 revisions to school finance.

In 2002-03, 361 districts received an average of $53 in additional gen-
eral purpose funds for each student in the district. The per-student amount
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varied significantly—ranging from $0.50 per average daily attendance
(ADA) to $853 per ADA—in part because the continuation school for-
mula is designed to ensure that very small continuation schools can op-
erate. The other 57 districts operated continuation schools in 1978-79 and,
therefore, received no additional funding.

Figure 1

Major Elements of the District Revenue Limit Formula

2004-05

(In Millions)

Program Description Total Cost
Base Revenue Limit Pays for the basic costs of educating a student. $27,753.42
Necessary Small Schools Subsidizes very small schools, usually in small districts. 109.7
Excess Taxes Property tax revenues in excess of the amount needed 201.4

to fund a district’s revenue limit entitlement. These
districts receive only basic aid and categorical funds
from the state. (Non-Proposition 98).
Meals for Needy Pupils Funding in lieu of property tax revenues that were 126.8
approved by voters prior to Proposition 13.
SB 813 Incentive Programs  Funding to increase the length of the school day and 1,231.7
school year and to increase minimum teacher salaries.
Enacted in 1983.
Minimum Teacher Funding to increase minimum teacher salaries. 87.1
Salary Incentive Enacted in 1999 and 2000.
Interdistrict Attendance Funding for an interdistrict attendance program affecting 05
two districts.
Continuation Schools Funding for continuation high schools if the school was 344
opened after the passage of Proposition 13.
Unemployment Reimbursement for district Ul costs in excess of the 2122
Insurance (Ul) district's 1975-76 Ul costs.
Public Employees’ Reduces district funding based on the difference -10.3
Retirement System between the current district contribution for PERS
(PERS) Reduction employees and a specified base amount.
Total $29,715.7

8 Amount includes deferrals in payments to districts, and proposed equalization funding. Excludes revenue limit funds resulting
from the budget's proposal to merge 22 categorical programs and the charter school block grant into revenue limits.
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Which Add-Ons Provide General Purpose Funds?

The nine adjustments are similar to the continuation school add-on
in several ways. Each alters base revenue limits to reflect the Legislature’s
action to pay for a specific initiative. Except for one, the adjustments date
from the 1970s and 1980s. Finally, the add-ons are similar in that each
adjustment treats districts differently, usually for reasons that were im-
portant at the time the Legislature created them.

Because the add-ons support a specific funding “program,” however,
we reviewed each adjustment to determine whether they provide cat-
egorical rather than general purpose funding. We developed two criteria
for determining whether the adjustments—from our perspective—should
be considered general purpose funding:

= First, is the funding free of any state-imposed conditions on dis-
tricts that accompany the money? If the answer is yes, the funds
are clearly general purpose in nature.

= Second, if the answer to the first test is no, do all (or virtually all)
districts participate in a program supported by the funds? If the
answer to this question is yes, the activities are, in essence, a part
of the base program for K-12 schools in California and the supple-
mental funds should be considered general purpose.

After reviewing the nine add-on programs, we conclude in our re-
port that eight of the nine adjustments provided general purpose funds.
The only adjustment that we identify as categorical in nature is the Mini-
mum Teacher Salary Incentive program. Below, we briefly discuss how
the eight add-ons meet our criteria as general purpose funds.

Funds That Are Free of State-Imposed Conditions. Three of the eight
adjustments place no state requirements on districts in exchange for the
additional state funds, as follows:

= Necessary Small Schools. This program supports the cost of very
small schools that operate in small districts. The program oper-
ates as an alternate funding source rather than as a supplement
to base revenue limits—that is, districts do not receive a base rev-
enue limit for students attending a school funded through the
small school program. The higher level of funds provided through
this program may be used for any district cost.

= Excess Tax Revenues. In 2002-03, property tax revenues in 60 dis-
tricts exceeded these districts’ revenue limit entitlement. Districts
are permitted to keep these additional local revenues, which may
be used for any district purpose.
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Meals for Needy Pupils. This program provides funding to dis-
tricts that enacted property tax levies to support free or reduced-
price meals prior to Proposition 13. Despite the name of the pro-
gram, the 372 districts receiving these funds have complete free-
dom over their use.

Programs in Which All Districts Participate. Five programs met our
criteria as general purpose funds because the programs have become part
of the state’s “base” K-12 education program. These programs include:

SB 813 Incentive Programs. Three programs created by Chap-
ter 498, Statutes of 1983 (SB 813, Hart), provide incentive funds
to districts in exchange for increasing instructional time and
teacher salaries. Since virtually all districts participate in these
programs, the programs have become part of the state’s base K-
12 education program, and the incentive money is essentially
general purpose funding. In fact, both the state Departments of
Education and Finance include these incentives in their cost esti-
mates of base revenue limits (although the payments are excluded
for equalization purposes).

Interdistrict Attendance Agreements. Since 1993, state policy has
encouraged interdistrict attendance. The state does not, however,
provide additional funds to districts that allow students to use
“choice” to attend school in a different district that where they
reside. Two districts, Capistrano Unified and Fallbrook Union
High, receive a revenue limit adjustment pursuant to an
interdistrict attendance agreement affecting the two districts. As
a result, funding provided for this arrangement constitutes an
increase in general purpose funding for the two districts.

Continuation Schools. The state provides additional funds for
continuation schools created after 1978-79. Since state law requires
all unified and high school districts to operate at least one con-
tinuation school, this program’s subsidies result in an increase in
general purpose funds to districts that have opened continua-
tion schools more recently.

Unemployment Insurance (Ul) Reimbursement. This program
pays district Ul costs that exceed the amount each district in-
curred in 1975-76. All districts are required to participate in the
Ul program. By paying for these costs, the state increases general
purpose funding to districts.

PERS Reduction. This adjustment reduces the amount of general
purpose funds districts receive by the difference in each year’s
PERS contribution rates and the rate required in 1981-82. Virtu-
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ally all districts experience a reduction in revenue limit funds
because of this adjustment. If it did not exist, districts would have
a larger amount of general purpose funds.

One revenue limit add-on, the Minimum Teacher Salary Program,
did not meet our criteria because a relatively large proportion of districts—
about 13 percent—do not participate in the program. Even this program,
however, was a close call. For many districts, the incentives clearly are
general purpose funds, as districts were eligible for incentive payments
even if their minimum salaries exceeded the program’s required mini-
mum at the time the program was established.

Add-Ons Distort Funding Distribution

The eight adjustments add an average of $238 per ADA in large uni-
fied school districts. Figure 2 displays the average per-pupil amounts this
group of districts received for base revenue limits and the eight add-on
programs in 2002-03. The data do not represent actual figures for any one
district. Instead, they represent the average amounts distributed to all
large unified districts through the various adjustments in the revenue
limit calculation.

Figure 2

LAO General Purpose Funds
Large Unified School Districts

2002-03
Dollars Per Average Daily Attendance
Average High Low

Revenue Limit $4,571.20 $6,592.16 $4,406.37
Necessary Small School 14.23 1,312.72 —
Excess Taxes 51.65 5,843.40 —
Meals for Needy Pupils 22.25 616.17 —
SB 813 Incentive Programs 216.69 385.75 168.99
Unemployment Insurance 461 13.04 —
Continuation School 12.84 122.82 —
PERS?2 Reduction -87.88 — -232.33

Totalsb $4,809.40 $10,684.40 $4,549.53

2 pyblic Employees' Retirement System.

b Includes constitutionally required “basic aid” payments. Funding for these payments was eliminated

in the 2003-04 Budget Act.
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Figure 2 also shows the high and low amounts large unified districts
actually received for base revenue limits and each adjustment in 2002-03.
The range in base revenue limits is about $2,200 between the highest-
and lowest-funded large unified districts. After including funding from
the add-on programs, the range is more than $6,000 per pupil. While ex-
cess property taxes and Meals for Needy Pupils contribute the largest
increases, several of the other adjustments provide per-pupil increases in
the hundreds or thousands of dollars to some districts while providing
other districts nothing. Even the SB 813 Incentive programs—in which
all large unified districts participate—show a $215 per pupil difference
between the highest and lowest funding level.

Because some districts receive large increases through the add-on
programs while other districts receive little, the adjustments to base rev-
enue limits increase disparities in district general purpose funding lev-
els. In 2002-03, 66 percent of large unified districts received a base rev-
enue limit that was within $100 per ADA of the average for the group.
Using our definition of general purpose funding, however, only 22 per-
cent of these districts fell within $100 per ADA of the $4,809 average gen-
eral purpose funding level received by large unified districts.

Consolidate Add-Ons Into Base Revenue Limits

We recommend the Legislature revise the revenue limit formula by
consolidating six of the add-on programs in the current formula into one
general purpose grant. This would have several important benefits. From
a fiscal standpoint, folding these adjustments into the base revenue limit
would allow the Legislature to equalize the amount of general purpose
funds districts actually receive, not just the amount represented by the
base revenue limit. Over the long run, this would result in a more uni-
form distribution of funds to districts.

A second important benefit of the consolidation is that it would sim-
plify the state’s funding system. This would reduce an extensive amount
of state and district paperwork and add transparency about school fund-
ing for the education community, policy makers, and parents. Thus, by
simplifying this part of the state’s funding system, our proposal is con-
sistent with one of the goals of the Governor’s categorical reform plan.

For these reasons, we recommend the Legislature consolidate the fol-
lowing revenue limit adjustments into district base revenue limits: Meals
for Needy Pupils, SB 813 Incentive Programs, Interdistrict Attendance,
Continuation Schools, Unemployment Insurance, and the PERS Adjust-
ment. We recommend against including the NSS subsidy in the base be-
cause the current program allows the state to tailor these grants each
year as the size of the school and other conditions warrant. In addition,
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excess tax revenues also should not be included in the consolidation, as
this would permanently award the higher funding levels resulting from
the high level of property tax revenues to these districts.

DELETE EQUALIZATION FUNDS

We recommend the Legislature delete $110 million in General Fund
support for revenue limit equalization proposed by the Governor due to
the state’s fiscal situation. We also recommend the Legislature adopt
trailer bill language directing the Quality Education Commission to
establish new equalization targets for small school districts.

The 2004-05 Governor’s Budget proposes $110 million to make progress
towards establishing more uniform district base revenue limits. In past
years, we have argued in favor of equalizing revenue limits for two rea-
sons. First, equalization funding provides general purpose funds that
districts can use to meet local needs. Second, historic differences in rev-
enue limit funding levels have no analytical foundation to suggest that
these differences reflect local need for general purpose funds.

Given the state’s fiscal situation, however, we recommend the Legis-
lature delay equalizing revenue limits to future years. This would pro-
vide the Legislature with $110 million in General Fund support that could
be used to reduce the structural budget gap between ongoing state pro-
gram costs and General Fund revenues.

If the Legislature desires to maintain Proposition 98 appropriations
at the level proposed in the budget, we recommend using the $110 mil-
lion to reduce the Proposition 98 “credit card” obligations. As discussed
earlier in this chapter, the budget proposes to continue the current-year
level of payment deferrals ($1 billion) and revenue limit “deficits”
($900 million). In addition, the budget proposes to defer paying the
$300 million budget-year cost of state mandated local programs (bring-
ing total deferred mandate costs to more than $1.5 billion).

For instance, using the $110 million on a one-time basis to reduce the
proposed level of deferrals would generate two benefits. First, by im-
proving district cash flow, reducing the level of deferrals would improve
district finances. Second, using the funds for this one-time purpose would
provide the Legislature with additional discretionary funds in 2005-06.
This would help ensure that funds are available in the future to adequately
support base K-12 programs.
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Assess “Size and Type” Funding Distinctions

The budget’s proposal to equalize revenue limits sets a goal of bring-
ing all districts to the amount currently provided to the district at the
ninetieth percentile of all districts within each size and type. This is cal-
culated by listing all districts beginning with the lowest-funded district
and counting the average daily attendance of each district until the nine-
tieth percentile student is reached. The base revenue limit of that student’s
district would establish the proposal’s long-term equalization goal.

In comparing revenue limits, the state groups districts by size (large
and small) and by type (elementary, unified, and high school). These
groupings were created by the Legislature in the 1970s and are based on
the idea that some types of districts (small and high school) are more
costly to operate than others (large and elementary). For instance, certain
fixed costs—such as a superintendent and school board—result in some
administrative costs which are higher (on a per-pupil basis) in small dis-
tricts than in large districts. Unified district funding levels were intended
to reflect a blend of elementary and high school district funding levels.
While in theory these size and type funding differentials make sense, we
are not aware of any assessment of whether the current funding levels
are appropriate.

In the past, state equalization efforts have increased district base rev-
enue limits to the previous year’s average for each size and type. Be-
cause of historical factors, however, the average for some size and type
groups was disproportionately affected by a relatively small number of
very high funded districts. As a result, these groups of districts experi-
enced significantly larger equalization increases than other groups. This
occurred simply because of the way equalization was implemented and
not for particular policy reasons.

Proposal Has Unintended Consequences. The approach proposed in
the Governor’s budget is intended to treat different types and sizes of
districts similarly. Unfortunately, district data from 2002-03 indicate the
budget proposal would result in somewhat arbitrary increases that would
further distort average revenue limits for districts of different sizes and
types. Figure 3 shows the 2002-03 median (or fiftieth percentile) and nine-
tieth percentile revenue limits for the six size and type groups. The dif-
ference between these two figures is the amount a typical district would
receive if the equalization targets proposed by the budget were fully
funded. For instance, the median large unified district would receive a
$68 revenue limit increase (1.5 percent). By comparison, the median small
unified district would receive a $206 increase, or 4.2 percent. The smaller
adjustment for large districts is due to the fact that their revenue limits
are much more uniform than for small districts.
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Figure 3
Effect of the Governor’s Equalization Proposal
Revenue Limits by Size and Type
2002-03 Data
Number of Ninetieth Difference

Size and Type Districts Median ~ Percentile  Amount Percent
Unified Districts

Large (more than 1,500 ADA®) 258 $4,512 $4,580 $68 1.5%
Small 69 4,856 5,062 206 4.2
High School Districts

Large (more than 300 ADA?) 87 $5,191 $5,300 $109 2.1%
Small 4 5,720 5,812 92 16
Elementary Districts

Large (more than 100 ADA?) 473 $4,347 $4,429 $82 1.9%
Small 91 5,323 5,484 161 30

a Average daily attendance.

The figure shows that the budget proposal would result in signifi-
cantly different increases for districts in the different size and type group-
ings. For instance, the budget proposal would give small unified dis-
tricts a 4.2 percent increase but only a 1.5 percent increase to large uni-
fied districts. If we assume the current median revenue limit represents
the relative costs of each size and type, the budget proposal would dis-
tort these relationships by providing very different amounts to districts
in the various groups.

The problem with the budget proposal is that it would equalize rev-
enue limits based on the existing distribution of revenue limits (ninetieth
percentile district) rather than on an amount that is derived from the rela-
tive costs facing districts in each size and type category. Because of the
many changes made to revenue limits in the past 25 years, we think equal-
izing based on the current distribution of revenue limits, such as the bud-
get proposes, would result in equalization targets that are somewhat ar-
bitrary and may have unintended consequences. For this reason, we be-
lieve the state should reexamine the size and type categories and develop
new equalization targets.
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Quality Education Commission Should Examine Targets. We think
the state Quality Education Commission could develop new targets rela-
tively easily as an extension of what it is already required to do by state
law. The commission was created by the Legislature in 2002 to develop
an estimate of reasonable funding levels needed to allow all students to
meet state performance levels. The authorizing legislation requires the
commission develop adequate funding levels for elementary, middle, and
high schools. This information would provide the data needed to estab-
lish new targets for large districts.

Existing law, however, does not require the commission to examine
the differential for small districts or to reassess the existing definitions of
small districts. Given the large number of districts that qualify as small
under existing definitions, it would seem reasonable for the commission
to revisit these issues as part of its work. Therefore, to provide the Legis-
lature with the information to establish sound equalization targets for all
types and sizes of districts, we recommend the Legislature adopt trailer
bill language to require the commission to develop definitions of the ap-
propriate maximum size of a “small” elementary, unified, and high school
district and the adequate funding level needed by these districts.

REINSTATE REDUCTIONS FOR BASIC AID DISTRICTS

We recommend the Legislature enact trailer bill language to reduce
$9.9 million in funds proposed to restore categorical program reductions
to “basic aid” districts until the state also restores the 3 percent revenue
limit reductions for all other K-12 districts.

The 2003-04 Budget Act reduced district base revenue limits by about
3 percent. This reduction (also known as the revenue limit “deficit™”) was
accomplished in two parts. First, base revenue limits were reduced to
offset the statutorily required 1.8 percent COLA in 2003-04. Second, an
additional 1.2 percent reduction was applied to the 2002-03 funding lev-
els. The budget proposes to continue these reductions in 2004-05 for a
savings of $907 million.

The Legislature also reduced funding for basic aid districts by a simi-
lar proportion. The State Constitution requires the state to provide a mini-
mum of $120 per pupil (or $2,000 per district, whichever is higher) in
state “basic aid” funds. Districts receiving basic aid payments receive all
or almost all revenue limit funds from local property taxes. In 2002-03, the
state provided this minimum level to 61 districts through the revenue limit.

In 2003-04, the Legislature made two changes to funding for basic
aid districts. First, it eliminated the revenue limit payment of $120 per
pupil by counting categorical funding toward the constitutionally required
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minimum. Second, because basic aid districts receive no or almost no
state revenue limit funds, the Legislature reduced categorical program
funding for these districts by up to 3 percent of their base revenue limits.
This resulted in a $9.9 million savings to the state. Each district was re-
quired to identify the categorical programs from which funds would be
taken to accommodate this reduction.

The 2004-05 budget proposes to restore the $9.9 million reduction to
categorical funds of basic aid districts. According to the Department of
Finance, it believes the reduction was intended as a one-time savings.
While the Legislature drafted the statutory language implementing this
reduction to apply only to the current year, this does not necessarily im-
ply the Legislature intended to restore the reduction to basic aid districts
while maintaining the cuts to revenue limits. In fact, the Legislature also
enacted trailer bill language as part of the 2003-04 Budget Act that ex-
pressed its intent to eliminate the 3 percent revenue limit reduction as
soon as possible.

In our view, the Legislature made the reduction to basic aid districts
in an attempt to implement a consistent base funding reduction to all
districts. Treating basic aid districts and all other districts inconsistently
seems at odds with this intent. Therefore, we recommend the Legislature
adopt trailer bill language to eliminate $9.9 million proposed to backfill
in 2004-05 the current year cut to basic aid districts. By making this re-
duction, the Legislature would have additional funds to meet its other
budget priorities or reduce the structural General Fund gap between rev-
enues and expenditures.
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MANDATES

The Governor’s budget recognizes 49 state-mandated local programs
for K-12 education in 2004-05. These mandates require districts and county
offices of education (COESs) to conduct a wide range of instructional, fis-
cal, and safety activities, and require local processes designed to protect
parent and student rights.

The State Constitution requires the state to reimburse local govern-
ments for the costs of complying with state mandates. State law requires
the Commission on State Mandates (CSM) to determine whether state
law or regulation creates a state-mandated local program and whether
the mandate requires the state to reimburse local governments for their
costs of following the mandate. The CSM also develops claiming guide-
lines for the specific mandated local activities that are eligible for reim-
bursement.

The budget proposes basically no funding for K-12 mandates in
2004-05. This is because the budget defers payment for 2004-05 claims to
future budgets due to the fiscal condition of the state. With these budget-
year deferrals (estimated at roughly $300 million), we estimate the state
will owe about $1.6 billion in unpaid mandate claims at the end of 2004-05.

New Mandates Recognized. The budget recognizes for the first time
eight mandates approved by CSM. These mandates are (1) Peace Officer’s
Procedural Bill of Rights, (2) Financial and Compliance Audits, (3) Physi-
cal Education Reports, (4) Health Benefits for Survivors of Peace Officers
and Firefighters, (5) County Office of Education Fiscal Accountability
Reporting, (6) Employee Benefits Disclosure, (7) School District Fiscal
Accountability, and (8) Photographic Record of Evidence. Claims sub-
mitted by school districts and county offices for these eight mandates in
2001-02 total $4.5 million.

The budget does not recognize the Standardized Testing and Report-
ing (STAR) mandate, which also was approved by CSM. According to
the Department of Finance (DOF), the administration believes districts’
claims far overstate the level of actual mandated costs experienced by
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districts. As a result, DOF proposes to delay recognizing this mandate
until STAR claims are audited.

Mandates Proposed for Suspension or Elimination. The budget also
proposes to suspend or repeal five existing mandates that were suspended
as part of the 2003-04 Budget Act. These mandates are: (1) School Crimes
Reporting Il, (2) School Bus Safety Il, (3) Investment Reports, (4) Law
Enforcement Sexual Harassment Training, and (5) County Treasury Over-
sight Committee. The first two mandates proposed for suspension or re-
peal affect only K-12 education; the remaining three mandates affect all
local government entities. District and county office claims for these five
mandates totaled $34.3 million in 2001-02. The School Crimes
Reporting Il ($11.9 million) and School Bus Safety Il ($22.1 million) ac-
count for almost all of the total cost for these five mandates.

Reform of the Mandate Process

The budget also proposes several changes to the mandate reimburse-
ment process, including:

« Legislation that would allow the Legislature to limit mandate
costs through the annual budget act.

= Revising the CSM process so that the Legislature approves reim-
bursement guidelines and cost estimates earlier in the process.

= Limiting mandate reimbursement to the “least costly approach,”
rather than actual costs of complying.

= Increasing audits of K-12 education mandate claims.

The budget proposal to reform the process for reimbursing local
agency costs of mandates reflects the administration’s concerns that the
existing law “has created a confusing, expensive process that is not re-
sulting in either the expected reimbursement for local agencies nor in-
formed fiscal choices for the Legislature and the administration.”

We share those concerns. In our 2004-05 Budget Bill: Perspectives and
Issues, we discuss problems with the current mandate process. Given the
magnitude of the problems with the existing process, we conclude that
the Legislature should consider a fundamental revamping of the state
mandate process. Please see our Perspectives and Issues for our analysis of
this issue.
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K-12 MANDATE ISSUES

Below, we discuss four issues specific to state-mandated programs
in K-12 education. These issues were discussed in our December 2003
report entitled, New Mandates: Analysis of Measures Requiring Reimburse-
ment. In that report, we reviewed six K-12 education mandates that were
approved by CSM in 2002 and 2003 (several other mandates discussed in
the report apply to all local agencies, including school districts and COEs).
The report finds several problems, including:

= Offsetting Revenues. The state may pay more than necessary for
K-12 mandated costs because the CSM guidelines sometimes do
not recognize offsetting revenues that are provided through the
annual budget act.

e Federal Mandates. The CSM decision on the STAR mandate ig-
nores federal assessment requirements that were in place at the
time the Legislature enacted the STAR program. In addition, state
law does not authorize the commission to recognize expanded
federal testing requirements required under the No Child Left
Behind (NCLB) Act. Without the Legislature’s intervention, the
state is likely to pay unnecessarily high costs for student assess-
ment and other mandates.

= Unnecessary Programs. We identified two mandated local pro-
grams that we believe are unnecessary and should be eliminated.

We discuss these issues further below.

Recognize Offsetting Revenues

We recommend the Legislature add budget bill language to several
K-12 budget items in order to guarantee that districts use funds the state
appropriates to satisfy local mandated costs. We also recommend
adoption of trailer bill language to request the Commission on State
Mandates to revisit the issue of offsetting revenues in one program.

The Legislature appropriates funds in the annual budget act to pay
for two programs that were recently approved as reimbursable state man-
dates by the CSM. The programs are the STAR program, which tests stu-
dents in grades 2 through 11, and the County Office of Education Fiscal
Accountability Reporting program, which requires county office over-
sight of school district budgeting processes. The proposed 2004-05 Bud-
get Bill includes $11.8 million for STAR district administrative support
and $5 million for county office fiscal oversight activities. Appropriations

2004-05 Analysis



Mandates E-103

for these programs have been provided annually in the budget act since
the inception of the programs.

The CSM claiming guidelines do not recognize the county office ap-
propriations and inappropriately narrow the use of the STAR funding to
offset mandated costs. As a result, our review of district STAR claims
showed a sample of districts often failed to appropriately use state ap-
portionments as an offset to district expenses. County office fiscal claims
appeared to represent total costs—without recognizing state funds pro-
vided for the program. As a result, we believe the state may wind up
paying for some mandated activities twice—once through the direct ap-
propriation and a second time as part of the local mandate claims.

The budget bill does not contain explicit language requiring districts
to use these funds to satisfy the programs’ mandated costs. While we
believe the state’s intent in providing these funds is clear, there may be
some legal question about whether districts and county offices could give
first priority over the funds to satisfy nonmandated activities associated
with the programs, and then use any remaining funds to pay for the re-
quired activities. Adding clear budget language requiring districts and
county offices to use state funds appropriated for these two programs for
their mandated costs would protect the state from the possibility of hav-
ing to pay for the same mandates twice.

There are two other programs for which we suggest the same lan-
guage. While not currently established as mandates, the CSM wiill con-
sider in the future whether the California English Language Develop-
ment Test (CELDT), the California High School Exit Examination
(CAHSEE), and state Remedial Instruction programs constitute reimburs-
able mandates. The 2004-05 proposed budget also contains funds to cover
remedial instruction program costs and local administrative costs for the
testing programs. Adding our proposed language could reduce future
mandate claims for these programs.

For this reason, we recommend the Legislature add budget bill lan-
guage to Item 6110-113-0001 and Item 6110-113-0890 requiring districts
to use state apportionments to first satisfy any mandated local costs of
STAR, CELDT, and CAHSEE. We also recommend amending Provision 2
of Item 6110-107-0001 (county office fiscal oversight) and remedial edu-
cation programs (Item 6110-104-0001) to provide the same requirement.

Require CSM to Revisit the Fiscal Accountability Reporting Man-
date. As we discussed above, the CSM guidelines make no mention of
existing funding that is available to counties to satisfy any local man-
dates created by their fiscal oversight responsibilities. The Legislature
has attempted to pay for county office costs in a direct manner by provid-
ing funds in the annual budget act. Since the commission’s decisions
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makes no acknowledgement of this appropriation, we recommend the
Legislature adopt trailer bill language to request the commission to re-
consider its decision on the County Office of Education Fiscal Account-
ability Reporting mandate and make any modifications necessary to
clarify the extent to which budget act appropriations to county offices
should be considered offsetting revenues to any state-mandated local costs
of the program. This change could eliminate all outstanding claims for
this mandate, which total $2 million through 2003-04.

Reconsider the STAR Mandate

We recommend the Legislature adopt trailer bill language requesting
the Commission on State Mandates to reconsider its decision on the
Standardized Testing and Reporting program mandate to clarify whether
federal testing requirements would reduce the scope of the state-mandated
costs and to address the issue of offsetting state revenues.

As we noted above, the Governor’s budget does not recognize the
CSM action to approve as state-reimbursable mandates various local ac-
tivities required under the STAR testing program. In 2001-02, local claims
for this program totaled $36 million.

In our December report, we identified two problems with CSM’s find-
ings on this program. First, as discussed above, CSM claiming guidelines
inappropriately narrow the activities against which state funds should
apply as offsetting revenues.

Second, the commission did not consider whether federal testing
mandates contained in the Improving America’s Schools Act (IASA)
would reduce the number and cost of reimbursable state mandates. State
statutes guiding the mandate process direct CSM to deny reimbursement
when the state creates a local mandate in the implementation of federal
law. State-required activities that exceed the federal mandate, however,
are still reimbursable.

Several of the reimbursable mandates identified by the CSM were
required by the federal IASA. The state’s decision to enact the STAR pro-
gram was, at least in part, designed to bring California into compliance
with the federal Title 1 program (which was part of IASA). Assessment
requirements included in the IASA that could affect the CSM decision on
STAR include:

e Administering the STAR Tests in Three Grades. Although STAR
requires testing students in ten grades, federal law required test-
ing in at least three grades.
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< Reasonable Accommodations for Special Education Students.
Federal law requires special testing arrangements for students
with special learning needs.

= Parental Notification. The IASA requires certain Title | schools
to notify parents of individual student assessment results.

Our review suggests that federal mandates contained in the IASA
should render a significant portion of the STAR mandate costs ineligible
for reimbursement. The CSM approval of the STAR mandate makes no
mention of the federal requirements, however. According to commission
staff, issues of federal mandates are normally raised by DOF or the State
Department of Education (SDE). The record shows neither agency raised
the issue of federal mandates in this case.

At this point, the commission has completed its work on the STAR
mandate and the three-year period for an appeal by DOF of this decision
has expired. As a result, the Legislature’s only recourse is to request CSM
to revisit the issue of federal mandates and modify its decision on the
STAR mandate as appropriate to reflect the requirements of federal law.
The Legislature also could request the commission to revisit the issue of
offsetting revenues for this program. To accomplish this, we recommend
the Legislature adopt trailer bill language as follows:

The Legislature requests the Commission on State Mandates review its
Statement of Decision regarding the Standardized Testing and Reporting
test claim and make any modifications necessary to this decision to
clarify (1) whether federal testing requirements in place at the time the
program was enacted should reduce the scope of the state-mandated
costs and (2) whether the parameters and guidelines appropriately
identify the activities against which funds provided through the annual
budget act should apply as offsetting revenues.

Revise Statutes to Broaden Federal Exclusion

We recommend the Legislature, as part of any reforms to the mandate
process, broaden the federal mandate exclusion so the Commission on
State Mandates could waive state reimbursement any time federal law
requires the same local program. This change would result in significant
savings for the existing Standardized Testing and Reporting program and
several other potential K-12 mandates the commission will consider in
the future.

As noted above, existing state mandate statutes direct CSM to deny
reimbursement to local agencies when a mandated local program is cre-
ated in the implementation of a federal program requirement. To deny
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reimbursement, however, the federal requirement must be in place at the
time the local activities were mandated by the state.

State law requires, however, reimbursing local agencies when state
law creates a mandated local program and federal law changes to also
require the same program or activity. There are two situations where this
can occur. State mandates that are approved by CSM and, subsequently,
are required by the federal government remain a state-reimbursable lo-
cal program. In 2002, for instance, NCLB was enacted to replace IASA.
Testing requirements in the new federal law parallel closely those of the
STAR program. Under NCLB, annual testing is required in seven grades,
rather than the three required by IASA. If CSM was allowed to update its
STAR decision to reflect the NCLB testing requirements, we would ex-
pect the number and cost of reimbursable STAR mandates would fall
substantially.

The second situation occurs when federal law changes to conform
with a program creating a state-mandated program that has not com-
pleted the CSM process. The CELDT, for instance, was first administered
as a state-required testing program in 2001. In 2002, federal law changed
to require a virtually identical test. Under existing law, the local costs of
administering CELDT will likely constitute a reimbursable mandate for
as long as state law requires the test to be administered. This situation
applies to several other K-12 mandates, including the School Account-
ability Report Card and special education Behavioral Interventions Plans
mandate claims.

This creates a rather absurd position for the state. The Legislature
could eliminate the costs associated with these programs by deleting the
Education Code requirements that mirror the federal mandate. The pro-
gram requirements on school districts would not change, but now the
mandate would be considered a federal, not state, mandate. If the state
does not make these technical changes, however, the state would con-
tinue to pay for the local costs of the mandate each year.

The distinction in law that state mandates are not reimbursable only
if the federal requirement comes before the state requirement is artificial.
It elevates process above common sense, and disadvantages the state in
the mandates process. Therefore, we recommend the Legislature change
state statute so that state mandates become nonreimbursable any time
federal law requires the same local activities.
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Eliminate Two Mandates

We recommend the Legislature eliminate the Physical Education
Reports mandate and—contingent on an expected change in accounting
requirements—the Employee Benefits Disclosure mandate because they
are unnecessary. Elimination of the two mandates would result in annual
savings of at least $500,000.

Physical Education Reports. This mandate directs districts to report
annually whether students in grades 1 through 8 received 200 minutes of
physical education instruction every ten days, as required by state law.
The SDE also is required to audit a sample of district records each year.
District claims for this mandate in 2001-02 totaled $55,000.

This mandate overlaps with information obtained through another
mandate—Physical Fitness testing, which requires schools to assess the
physical fitness of students in three grades every two years. The results
of these tests are posted on the SDE website for each school and district,
and inform the Legislature, parents, and local communities about the
success of school physical education programs.

In addition, the department never implemented the district report
portion of the Physical Education Reporting mandate. Instead, SDE in-
corporated the 200-minute requirement into its review process that as-
sesses district compliance with several state and federal mandates. The
reviews of the 200-minute instructional requirement began during the
current year. As a result, we are uncertain what mandated activities re-
sulted in $55,000 of district claims in 2001-02. Because SDE implemented
the intent of the Legislature in a way that does not require district re-
ports, we recommend the Legislature delete the Physical Education Re-
porting mandate.

Employee Benefits Disclosure. This mandate requires districts to:

= Estimate Future Retiree Health and Welfare Benefit Costs. Dis-
tricts and COEs are required to conduct an actuarial study every
three years to estimate their multiyear fiscal liabilities for retiree
health and welfare benefits.

< Report on Budget Changes Due to Collective Bargaining. Dis-
tricts must report to county superintendents on budget revisions
that result from adopting a collective bargaining agreement.

Districts submitted $450,000 in claims for these mandated activities in
2001-02.

The Governmental Accounting Standards Board (GASB) is currently
considering whether to require all governmental agencies to recognize
future liabilities for retiree health benefits in their financial statements.
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The GASB establishes standards of accounting and financial reporting
used by state and local governments. The GASB proposal would require
all local agencies to conduct an actuarial report on retiree health benefits
every three years.

The GASB plans to issue a final ruling on its policy in spring 2004. If
it adopts its proposed policy, the state mandated actuarial reports would
no longer be necessary. Therefore, we recommend the Legislature delete
the mandated reports if the GASB proposal is approved. We will report
in budget hearings on the status of GASB’s final ruling.
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FEDERAL ACCOUNTABILITY
AND ASSESSMENTS

ACCOUNTABILITY

The federal No Child Left Behind (NCLB) Act requires the state to
develop an integrated state and federal accountability system. In sum-
mer 2003, the state submitted its consolidated state NCLB plan. The state
plan created a new accountability system that measures school and dis-
trict “adequate yearly progress” (AYP) that operates parallel to the exist-
ing state system measured by the Academic Performance Index (API).

The state and federal systems are based mainly on Standardized Test-
ing and Reporting (STAR) assessment results. However, the two systems
measure school performance differently. The federal accountability sys-
tem focuses on the percentage of students at a school that meet a certain
level of achievement. The state accountability system measures the growth
in school achievement from year-to-year—regardless of the level of stu-
dent achievement at the school.

Low-Performing School Intervention Programs. Accompanying the
two measurements of school performance are two systems of interven-
tions and sanctions for schools that fail to meet accountability targets.
The state programs include the Immediate Intervention for Under Per-
forming Schools (I1/USP) and the High Priority Schools Grant Program
(HPSGP). Generally, I1/USP targets schools with below-average API
scores that also failed to achieve their API growth scores, and HPSGP
targets the 10 percent of schools with the lowest API scores. Both state
programs are voluntary, providing fiscal incentives ($200 per pupil for
I1/USP and $400 per pupil for HPSGP) to support the cost of developing
and implementing a school improvement plan.

In contrast, the federal intervention and sanction system—known as
Program Improvement (Pl)—relies on districts to intervene in schools
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using existing Title | funding. Figure 1 shows the interventions for Title |
schools that fail to meet AYP targets. A school that does not make its AYP
target for two consecutive years enters Pl (Year 1). Each year a Pl school
fails to make AYP results in additional sanctions. After four years, fed-
eral law requires a major restructuring of the school. To leave PI, schools
must make AYP targets in two successive years.

Figure 1

No Child Left Behind Program Improvement—
Sanctions and Interventions for Title | Schools

‘/ Year 1—School Choice
e Develop a two-year improvement plan.

e Use 10 percent of Title | funds for professional development focused on
school improvement.

* Provide students with the option to transfer to any other school in the
school district and pay the transportation costs.

‘/ Year 2—Supplemental Services
e Level 1 interventions.

e Use Title | funds to obtain tutoring/after school program from the State
Department of Education (SDE) approved public or private provider.

Year 3—Corrective Action. Level 1 and 2 interventions, plus school
district must do one of the following:

* Replace responsible staff.

e Implement new curriculum.

o Significantly decrease management authority at school level.
e Appoint an external expert to advise school.

e Extend school day or school year.

e Restructure internal organization of school.

Years 4 and 5—Restructuring. Level 1, 2, and 3 interventions, plus pre-
pare a plan that must be implemented within one year. Options include:

e Reopen school as charter school.

o Replace most of the school staff.

e Hire private management company to operate school.
e Turn the operation over to SDE.

e Other major restructuring.

2004-05 Analysis



Federal Accountability and Assessments E-111

Figure 2 shows the number of schools in California in Pl in 2003-04.
More than 1,200 schools are at different stages of Pl. An additional 1,155
Title | schools failed to make their AYP for the first time in 2002-03. If
their 2003-04 assessment results do not improve, these schools will have
failed to make AYP for two consecutive years, and therefore will enter PI.
Over the next several years, we expect that most of the 5,469 Title | schools
will face interventions unless the state amends the AYP system (discussed
below).

Figure 2

No Child Left Behind
Program Improvement Schools

2003-04
Level of Intervention Number of Schools
Year 1 640
Year 2 220
Year 3 335
Year 4 11
Total 1,206

Integrate State and Federal School Intervention Programs

We recommend the State Department of Education report at budget
hearings on its proposal for the integration of state and federal
intervention programs in order to inform the Legislature of how it intends
to bring California into compliance with federal law.

Federal law requires states to develop one system of accountability
and intervention. The State Board of Education (SBE) approved
California’s integrated accountability program, which uses both the con-
cepts of AYP and API. The board has not approved any policy for inte-
grating the state and federal intervention systems. As a result, the state
continues to operate the 11/USP and HPSGP programs—which are ori-
ented to school-based accountability—even though the federal system
encourages states to focus on district accountability.

In the Analysis of the 2003-04 Budget Bill, we provided a framework to
integrate the state and federal accountability systems. Figure 3 (see next
page) outlines the principles we recommended the Legislature use to de-
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sign these systems. We would place the state’s focus on intervening at
the district level and the lowest-performing schools. Interventions in the
remainder of schools would be the responsibility of school districts and
the federally-mandated network of county office of education assistance
called the “statewide system of school support.”

Figure 3
Framework for an Integrated Accountability System

Focus state interventions at the school district level.

Target state interventions only at the neediest schools.

Require districts to intervene at other schools needing assistance.

Redesign High Priority School Grant Program to serve state and
federal purposes.

Transition schools in state intervention programs to new system
expeditiously.

SN N X X X

Align outcome expectations with other state goals.

Under our principles, schools participating in 11/USP would be
transitioned to the federal system as quickly as possible. The HPSGP,
which targets schools in the first decile, would continue and become the
only state program directly intervening in schools. Finally, federal and
state outcome expectations on student assessments would be aligned with
passage of the high school exit exam.

In approving California’s NCLB plan, the federal government re-
minded the state that the plan was incomplete, as the state had not in-
cluded a plan for the integration of state and federal intervention pro-
grams. At the time this analysis was written, the board had not approved
such a plan nor had the State Department of Education (SDE) issued a
formal proposal on the issue.

Therefore, to inform the Legislature of how California will come into
compliance with federal law, we recommend SDE report to the budget
committees on its proposal to integrate the state and federal intervention
programs.
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Federal Law Requires District Interventions

We recommend the State Department of Education and State Board
of Education provide the Legislature with a detailed plan on how the
state will meet the intervention requirements for school districts whose
schools are failing to improve.

The federal system also requires states to establish performance tar-
gets for school districts, and requires the state to intervene in districts
failing to meet those targets (see Figure 4). Thus, for the first time, the
state will hold school districts responsible for the academic outcomes of
their students. We believe this relationship makes sense and aligns the
accountability system with the finance system—the state provides fund-
ing to school districts and not schools.

Figure 4

No Child Left Behind Program Improvement—
Sanctions and Interventions for School Districts

\/ The State Board of Education (SBE) must identify school districts that do
not make adequate yearly progress (AYP) for two years and provide tech-
nical assistance for two consecutive years.

\/ Districts that do not make AYP after two years move to corrective action,
which requires SBE to do one of the following:

o Defer programmatic funds or reduce administrative funds.
e Institute a new curriculum.
e Replace school district personnel.

* Remove schools from jurisdiction of the school district and establish
other public governance or supervision.

e Appoint a trustee in place of the superintendent or school board.
o Abolish or restructure the school district.
o Authorize students to transfer to other school districts.

By investing more resources to directly assist districts, the state can
help districts build and sustain the capacity to assist low-performing
schools. Without effective district involvement in school-level reform,
change is much more difficult. In the recent Evaluation Study of the Public
School Accountability Act, the American Institute of Research found that
districts have a significant influence on the effectiveness of direct state
intervention in schools. The report found that district influence was not
always positive, and that for some districts, the impact of the district on
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the school actually reduced the effectiveness of the reform. These find-
ings suggest that improving district administration and governance is a
prerequisite to improving the performance of individual schools.

No school districts are facing state intervention in 2003-04. The dis-
trict intervention feature of NCLB is new and a school district must fail
for two years to enter NCLB PI. The SBE has not determined specific
performance targets for districts, and therefore it is not known how many
districts will require state intervention. Even if the numbers are relatively
small, the state will need to build capacity fast, and determine how to
ration limited funds to assist districts with the greatest need. As such, we
recommend SDE and SBE provide the Legislature with a detailed plan
on how the state will meet the intervention requirements for school dis-
tricts whose schools are failing to improve.

Federal Funds to Assist Schools and Districts Going Unused

We identify unallocated Title | funds available for district and school
interventions to assist low-performing schools, $13 million of which must
be spent before October 2005 or the state will lose it. We recommend the
Legislature require the State Department of Education and the
administration to provide a comprehensive plan on how the funds will
be used to assist low-performing schools and districts.

Along with the new intervention requirements of NCLB, federal law
requires states to set aside a portion of the main Title | grant to intervene
in districts and schools not making AYP. Figure 5 shows the amount and
uses of these resources over the last two years and the administration’s
2004-05 proposal.

Under federal law, states have 27 months to spend federal funds or
they revert to the federal government. Currently, assuming all 2002-03
and 2003-04 appropriations are spent, the state will have used $29.5 mil-
lion by the end of 2003-04. This amount is slightly greater than the amount
of federal funds received in 2002-03 (which must be spent by October 2004).
Therefore, the state will not lose any federal funds in the current year.

In contrast, we estimate that the proposed Governor’s budget could
resultin the state returning over $13 million to the federal governmentin
October 2005. There are several high-priority uses for these available funds:

= District Accountability. The first PI districts will be identified in
2004-05. Since the state has little experience assisting low-per-
forming districts, a portion of these funds could be used to sup-
port improvement programs for districts that fail to meet state
performance targets.
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Figure 5

Federal Accountability Funding for
School and District Interventions

(In Millions)
2002-03 2003-04 2004-05
Actual Estimated Proposed
Funds available (including carryover funds) $29.1 $48.3 $98.1
Expenditures 13.6 15.9 19.18
Carryover $15.5 $32.5P $79.0

& Administration’s estimate of budget-year expenditures.

b The Legislature set aside $17.2 million pending legislation on school district accountability and other
issues; however, no legislation was introduced.

= Pl Schools. As discussed above, a large number of schools will
likely enter Pl in 2004-05. The Legislature may want to consider
using a portion of the intervention funds to assist districts that
have a significant number of schools in PI.

= Evaluation. The state should support an in-depth evaluation of
its district intervention program in order to learn what assistance
is critical to strengthening district capacity to assist schools.

To avoid losing federal funds, we recommend SDE and the adminis-
tration provide the Legislature with a comprehensive plan for spending
at least $13 million—and up to $79 million—in Title | intervention funds
that would assist schools and districts with the difficult task of turning
around low-performing schools. We recommend that these plans focus
around district interventions because (1) state intervention in districts
supports the current governance structure, and (2) federal law requires
states to intervene in failing school districts.

Legislature Should Set Realistic Expectations
For Federal Accountability

We recommend that the Legislature amend the Public Schools
Accountability Act to define “proficiency” for purposes of the federal
No Child Left Behind Act as passage of the high school exit exam for
grades 10 through 12, and being on track to pass the high school exit
exam for grades 3 through 8.
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As part of the definition of AYP, SBE opted to maintain the current
definition of academic proficiency. For grades 3 through 8, students must
score at the proficient or advanced levels on the California Standards
Tests (CST) for English language arts (ELA) and mathematics. For grades
10 through 12, SBE selected a score on the California High School Exit
Exam (CAHSEE) that corresponds to proficiency levels on the CST. This
score is higher than the score required to pass the CAHSEE.

Figure 6 shows that on average a little more than one-third of stu-
dents are proficient as measured by the CST in math and ELA in
grades 4 and 8. However, for English learners and economically-disad-
vantaged students, as few as 14 percent and at most 34 percent, score at
the proficient or advanced levels depending on grade and subject. For
special-education students, the scores are even lower. Over the next 12
years, the schools will have to improve until all students are proficient. It
will be very difficult for all students to reach this standard and many
schools will be identified for PI. In light of these consequences, we be-
lieve the Legislature should reconsider the definition of proficiency, to a
level more consistent with student expectations established in state law.

Figure 6

Percent of Students Proficient and Above
On State Assessments

Results From the 2003 California Standards Test

Grade 4 Grade 8
Type of Student Math English Math English
All 46% 39% 29% 31%
English learners 34 21 18 14
Economically disadvantaged 33 24 16 16
Special education 20 15 6 5

The SBE designed the proficient and advanced achievement levels to
correspond to students who are on track to attend the University of Cali-
fornia or the California State University. While the state expects all stu-
dents to aspire to these proficiency levels, SBE did not establish these
performance levels as a requirement for all students. The only perfor-
mance requirement for all students is passage of CAHSEE. The SBE set
the minimum passing score for CAHSEE at a level that reflected a perfor-
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mance expectation for all students, and this level is lower than what would
be considered proficient on the CST.

Since schools are under pressure to meet AYP, schools have an in-
centive to concentrate on students near the proficient level—those who
need only a little extra attention to reach the proficient level. Such a local
strategy could ignore students scoring at the below-basic, and far below-
basic level. We believe that creating such an incentive is contradictory to
recent legislative efforts to focus more attention and resources at the lower-
performing students and schools.

We recommend that the Legislature change the definition of profi-
ciency to make passage of CAHSEE the ultimate goal for all students.
The definition of proficiency for grades 3 through 8 could be defined at a
level commensurate with being on track to pass the CAHSEE. While this
recommendation will create a lower standard than what SBE approved
for the definition of AYP, it will provide a more consistent message for
what the state expects of schools and students. It will also slow the rate
that schools enter NCLB PI.

ASSESSMENTS

State Risks Losing Federal Funds

We recommend (1) the Department of Education report at budget
hearings on the status of federal Title VI spending and whether the state
is likely to return a portion of these funds in 2003-04 or 2004-05, and
(2) the Legislature adopt trailer bill language to appropriate $8 million
in Title VI funds in the current year for the California English Language
Development Test to ensure the state does not lose any of the 2002-03 or
2003-04 federal grants. This also would save $8 million in General Fund
support for this program in 2003-04.

The Governor’s budget proposes spending $32 million in federal Title
VI funds for the support of state assessment and data collection programs,
an increase of $4 million from the current-year revised amount. This net
increase results primarily from proposals to augment STAR by $2.4 mil-
lion, increase funding for the CAHSEE by $6.3 million, and reduce fund-
ing for development costs of the longitudinal student assessment data
base by $4 million.

Title VI funds are intended to pay for state and local costs of assess-
ment and data reporting activities required under NCLB. Federal rules
governing the Title VI funds require states to spend—not just obligate—
each year’s grant within 27 months from the beginning of the state’s fis-
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cal year in which they are received. Any funds that remain unspent must
be returned to the federal government.

The state received $29 million in federal Title VI funds in 2002-03. It
appears that the state will spend roughly this amount by October 1 of
this year. If, however, the state spends less than $29 million by that date,
it will have to return some federal funds. The state could be in a similar
situation come October 1, 2005.

To provide the Legislature with better data on the status of these fed-
eral funds, we recommend SDE report during budget hearings on actual
and projected expenditures of Title VI funds in 2002-03, 2003-04, and
2004-05. (The department was able to provide estimates of when 2002-03
appropriations would be spent, but could not supply the same data for
the current or budget years.) Because the Legislature needs this informa-
tion to assess the state’s Title VI spending plan, we recommend SDE pro-
vide a quarterly accounting of Title VI spending over the three years.

We also recommend the Legislature adopt trailer bill language to
appropriate $8 million in unspent Title VI funds for the California En-
glish Language Development Test (CELDT) in 2003-04. As we note above,
part of the problem placing the state at risk of losing federal funds is the
large amount of unspent carryover that has developed over the first two
years of the grant. By spending a portion of this grant on a 2003-04 pro-
gram that spends funds relatively quickly, the state could guarantee that
no federal funds would be lost in either year. The CELDT test is a good
candidate because it is supported primarily by the General Fund and is
administered in the fall (and therefore spends most of its appropriation
relatively early in the fiscal year). For these reasons, we recommend us-
ing $8 million of unspent Title VI funds for current-year CELDT costs.
This would replace a like amount of one-time General Fund monies, re-
sulting in savings the Legislature could use to meet its priorities in K-12
education or other parts of the state budget.

Our recommendation would leave about $7 million in Title VI funds
unspent. We believe this reserve should be maintained until the costs of
the longitudinal student assessment data base become clear. The depart-
ment expects to begin the development of a feasibility study in 2004-05
and select a vendor for the construction of the data base in 2005-06. Keep-
ing a reserve of federal funds would ensure that funds are available to
support this high-priority data system and meet other unexpected as-
sessment and data needs that may develop over the next two years.
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INSTRUCTIONAL MATERIALS

We recommend that the Legislature shift $250 million in instructional
materials funding into revenue limits, $75 million more than the
Governor’s proposed shift. This level of funding restores funding to the
2002-03 base level, and reflects expected need for 2004-05. We recommend
the Legislature reject the Governor’s creation of a new categorical
program proposal because it contradicts the streamlining provided in
the Governor’s revenue limit proposal. Combined, these recommendations
free up $113 million for other legislative priorities.

Governor’s Proposal Contradictory

In the 2004-05 budget, the Governor shifts $175 million of existing
instructional materials funding into the revenue limit as part of his pro-
posal to streamline categorical programs and provide school districts in-
creased flexibility. The budget also provides $188 million for a new in-
structional materials categorical program. According to the Department
of Finance (DOF), programs selected for inclusion in revenue limits met
the following criteria: (1) they contain few restrictions on the use of funds,
(2) they do not support services for special needs students, and (3) they
have stable district allocations. Given these criteria, the Governor folds
the ongoing instructional materials funds into revenue limits. At the same
time, however, the Governor proposes to create a new categorical pro-
gram with $188 million in instructional materials funding, distributed
similarly to the current program.

DOF Has Not Been Able to Explain the Rationale for the Contradic-
tory Proposals. Instructional materials funding clearly meets the
Governor’s criteria for inclusion in the revenue limits—it provides a stable
source of funding and every school district receives this funding. The
Governor’s proposal, however, disregards the administration’s criteria
and creates a new program providing funding for the same purpose as
the funding folded into the revenue limit. The Governor’s initial reason
for shifting program funding into the revenue limit was to streamline the
categorical system and provide school districts increased flexibility by:
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(1) eliminating the number of programs and requirements and (2) allevi-
ating administrative burden. Instead, the Governor has failed to stream-
line and has continued the current bureaucratic process.

Fold Instructional Materials Into Revenue Limits. In our analysis of
the Governor’s categorical consolidation proposal earlier in this chapter,
we provide the Legislature with a set of criteria to use to determine
whether a categorical program should be included in the revenue limit.
Our suggested criteria focus on whether districts have local incentives to
underinvest in a particular service. We believe that instructional materi-
als are inputs that are critical to the educational process. Because stan-
dards-aligned materials play a large role in ensuring that a school district’s
pupils perform well on standardized tests, we do not believe this is an
area where school districts would have an incentive to underinvest. In
addition, having instructional materials funds in the revenue limit would
provide school districts with greater flexibility to determine which in-
structional materials are highest priority for their district. Therefore, we
recommend the Legislature shift all of the instructional materials fund-
ing into the revenue limit. In the next section, we examine the appropri-
ate level of instructional materials funds to fold into the revenue limit given
recent legislative action and upcoming instructional materials adoptions.

Governor’s Funding Level Too High

In the budget year, the Governor provides a significant increase above
current-year instructional material funding levels by providing an addi-
tional $188 million in funding. According to DOF, the Governor provides
this increase to: (1) restore funding for the instructional materials block
grant to an amount closer to the level intended to provide for purchase of
the 2002 English language arts adoption and (2) provide incentive fund-
ing to school districts to purchase newly adopted English language arts
and the 2005 history/social science standards-aligned materials.

Figure 1 provides instructional materials funding information. As
shown in 2002-03, instructional materials funding within the instructional
materials block grant was $293 million, including $250 million ongoing
and $43 million one-time (the latter prioritized for purchasing standards-
aligned materials for English language learners and reading interven-
tion materials for pupils in grades 4 through 8). In the current year, the
Legislature reduced ongoing instructional materials funding from
$250 million to $175 million—a reduction of $75 million. We recommend
restoring $75 million of base funding, returning instructional materials
funding level to $250 million, for the reasons discussed below.
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Figure 1
Instructional Materials Funding

2002-03 Through 2004-05
(In Millions)

2004-05 Proposed

2002-03 2003-04 Governor LAO

Instructional Materials Block Grant

Base $250 $175 $188 —
One-time incentive funding 43 — — —
Revenue limit — — 175 $250
Lottery funds for instructional materials® 81 72 72 72
Totals $374 $247 $435 $322

a Represents Proposition 20 funding that is specifically designated for instructional materials. Dollar
amounts represent projections by the Lottery Commission.

Many Districts Have Funds Available for English Language Arts
(ELA) Materials. Figure 2 (see next page) provides recent history related
to standards-aligned instructional materials and highlights important leg-
islative actions. As shown, Chapter 481, Statutes of 1998 (AB 2519,
Poochigian), required the State Board of Education (SBE) to conduct an
interim adoption of basic and partial programs in ELA. To provide school
districts with funding to purchase these materials, the Legislature cre-
ated the Schiff-Bustamante Instructional Materials Program, Chapter 312,
Statutes of 1998, (AB 2041, Bustamante). The SBE adopted interim ELA
materials in summer 1999. In January 2002, the SBE adopted fully-aligned
ELA materials. In recent years, the Legislature has attempted to balance
the desire to transition school districts to the 2002 ELA materials, while
recognizing the investments that some school districts made in the 1999
ELA materials. Since the state has not adopted new materials in any sub-
ject areas in the last two years, school districts have continued to focus
their resources on purchasing ELA materials.

Districts used different strategies, however, with regard to their Schiff-
Bustamante funding. Many districts spent their funds on the interim
materials, and they now need additional funds to purchase the fully-
aligned ELA materials. Other districts, however, did not purchase the
interim materials and “banked” their funds, which can now be used to
purchase the 2002 ELA materials. We believe that the Governor’s pro-
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posed augmentation does not recognize that many districts have been
banking funds the last two years to pay for the 2002 ELA materials.

Figure 2
Recent History of Standards-Aligned Instructional Materials

1995 Through 1998—State Develops Academic Content Standards. As required
by law, the State Board of Education (SBE) adopts academic content standards in
English language arts (ELA), mathematics, science, and history/social science.

1998—Schiff-Bustamante Instructional Materials Program Provides
$1 Billion. In order to get standards-aligned instructional materials in the
hands of students, the state invests $1 billion over a four-year period to
purchase instructional materials adopted by SBE in 1999.

1999—State Adopts First Standards-Aligned Materials. Chapter 481,
Statutes of 1998 (AB 2519, Poochigian), requires SBE to conduct a special in-
terim adoption of basic and partial programs in ELA and mathematics. By July
1999, the board adopted ELA materials. Under current law, school districts can
purchase ELA materials through June 2005.

2002—State Adopts Comprehensive ELA Materials. The SBE recently
adopted new ELA materials that include reading intervention programs for
English learners in grades 4 through 8.

2002—L egislature Creates Instructional Materials Funding Realignment
Program. Legislature merged three existing programs into one instructional mate-
rials block grant. The Legislature prioritizes the use of the funds: (1) newly adopted
standards-aligned materials in ELA and math, (2) standards-aligned materials in
history/social science and science, (3) other materials.

School Districts Likely to “Pilot” History/Social Science Materials
in 2005-06. The history/social science instructional materials are sched-
uled for adoption in January 2005. Because the purchase of instructional
materials represents a significant investment to school districts, they typi-
cally choose to pilot various instructional materials to determine which
materials best meet the needs of their district. Piloting the materials in-
volves a structured and monitored process in which various materials
are used in different classrooms to provide teachers experience with the
program’s organization, assessment, and range of instructional strate-
gies. Typically, school districts pilot newly adopted materials in the spring
and fall following the adoption, usually for a period of six months to two
years. We expect school districts to begin piloting the history/social sci-
ence instructional materials during the spring of the budget year and to
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purchase these materials in budget year plus one or later depending on
their pilot period. Therefore, less funding is required in the budget year
because piloting does not cost a great deal.

Restore Instructional Materials Funding to 2002-03 Level by Redi-
recting $75 Million From Governor’s Categorical Program. We believe
that the Governor’s combined funding level of $363 million is too high
given that (1) many districts already have funds for their ELA purchases
and (2) school districts likely will pilot—rather than purchase—
history/social science materials in the budget year. We recommend, there-
fore, that the Legislature reduce funding for instructional materials by
$113 million from the Governor’s proposed level and redirect those sav-
ings to other legislative priorities. We believe that this level of funding
would provide districts sufficient funds to both purchase ELA materials
and sufficient history/social materials to pilot the materials in 2004-05.
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EDUCATION TECHNOLOGY

COUNTY OFFICES OF EDUCATION INTERNET ACCESS

We recommend the Legislature delete $21 million in funding provided
to county offices of education for the high-speed Internet2 access, as the
program has limited benefits to schools and school districts and the
technology is still relatively expensive.

The 2004-05 Governor’s Budget creates a new Internet access program
providing $21 million in funding to county offices of education (COEs)
to provide high-speed Internet access (commonly referred to as Internet2)
to schools and school districts. According to the Office of the Secretary
for Education, the Governor provides these funds to maintain the state’s
investment in the Digital California Project (DCP). To date, the adminis-
tration has failed to provide (1) information about the effectiveness of
DCP and (2) basic program information including the relationship of the
new program to DCP, the funding distribution mechanism, and a budget.

Background

What Is Internet2? Internet2 is a high-speed national network devel-
oped by a working group of 34 universities. It provides faster, more reli-
able Internet service and can transmit up to 45,000 times more informa-
tion than the existing Internet technology. Figure 1 summarizes key fea-
tures of Internet2. Currently, over 200 universities across the nation are
connected to Internet2.

What Is DCP? The DCP is a multiyear project to develop, imple-
ment, and manage a statewide education network for K-12 schools. To
date, the University of California has had oversight responsibility for DCP,
but has contracted with the Corporation for Education Network Initia-
tives in California, a nonprofit corporation of California higher educa-
tion Internet users, to develop and implement K-12 access points for
Internet2.
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Figure 1
Features of Internet2

Significantly larger bandwidth than the standard Internet.

Information can be transferred 45,000 times faster than with standard
Internet technology.

Ability to transmit video, complex images, and large amounts of data.

Fewer people on the network, which relieves congestion.

Private network, which reduces privacy concerns and eliminates
advertising.

AN N N NN

The DCP has extended Internet2 to 56 of the 58 COEs. The DCP would
eventually provide access to K-12 schools. The goals of DCP, as stated in
the DCP plan, are shown in Figure 2. Meeting these goals could provide
K-12 schools with benefits such as access to enhanced computer applica-
tions (such as interactive video and multimedia learning experiences), as
well as access to higher education resources (such as online staff devel-
opment programs and digital libraries).

Figure 2
Goals of the Digital California Project

As Specified in the Digital California Project Plan

‘/ Provide a common communications infrastructure foundation for K-12
and higher education in California.

Facilitate access to content resources for teaching and learning in
grades K-12.

Enable the state and educators to effectively address some of the
challenges of learning in grades K-12 in the 21* century.

Develop an ongoing mechanism that will enable California education to
sustain a cohesive K-12 and higher education statewide infrastructure.

<N X
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For schools to realize these benefits, however, they must be able to
connect to the Internet2 access points at the COEs. This is often called the
“last mile” connection. The DCP is missing this critical piece since it does
not include funding to connect Internet2 to districts, schools, or the class-
room. Thus, in order to benefit from the proposed state expenditures for
DCP, nearly all districts and schools would have to purchase computers,
local area networks, and/or telecommunications services for the last mile.
We estimate this cost would be significant. While the goals of DCP are
noble, schools and districts have demonstrated few uses for the technol-
ogy and high speed connectivity available through Internet2.

Governor’s Proposal—High Cost and Low Benefit

We recommend the Legislature reject the Governor’s Internet2 pro-
posal for the following reasons:

Schools and Districts Would Need to Spend Funds to Connect to
COEs. As mentioned above, the schools and districts would have to make
sizable one-time and ongoing investments to connect the last mile to COEs.
The administration has been unable to demonstrate that schools and dis-
tricts are willing to make such investments at this time. Without the in-
vestment and the last mile connection, DCP has little value to schools
and districts.

Few Software Products Require Such High-Speed Access. Part of the
reason that few schools and school districts have invested in the infra-
structure to connect to the counties is that there are few software prod-
ucts that require high-speed connectivity. Because so few schools and
districts nationwide have access to high-speed connections, publishing
and software design companies have not yet invested resources to de-
velop products that take advantage of this technology. And, given that
other states are in similar state budget situations as California, it is not
likely that the demand for these products will increase soon.

Potential Uses of Internet2 Are Not Necessarily Cost Effective. As
mentioned above, some of the potential uses include online professional
development. While these are clearly viable applications, currently it is
likely to be more cost effective to pay teacher travel costs to attend offsite
professional development, or to pay a consultant to come to the district,
than to pay the costs to connect to DCP.

Cost Likely to Fall in Future. Generally, state-of-the-art technology
is relatively expensive. As usage of a specific technology increases, the
price generally falls. Internet2 is likely to follow a similar trend. In the
future, when applications for Internet2 are widely available and the cost
to connect is cheaper, investing in faster connectivity may be a worth-
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while investment. However, since that time may be many years in the
future, we recommend the state delay such investments and redirect the
$21 million to other budget priorities.
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CHILD CARE

The Governor’s budget proposes a number of significant reforms to
California’s subsidized child care system. These proposals effectively
prioritize limited child care resources. However, the Governor’s proposals
lack important policy, implementation, and administrative details that
would help the Legislature weigh state savings against reducing child
care services for a significant number of lower-income families. We
evaluate the proposals’ effect on children, families, and the state budget,
and present some alternative approaches.

BACKGROUND

California’s subsidized child care system is primarily administered
through the State Department of Education (SDE) and the Department of
Social Services (DSS). A limited amount of child care is also provided
through the California Community Colleges. Figure 1 summarizes the
funding levels and estimated enrollment for each of the state’s various
child care programs as proposed by the Governor’s 2004-05 budget.

As the figure shows, the Governor’s 2004-05 budget proposes about
$3 billion ($1.8 billion General Fund) for the state’s child care programs.
This is a decrease of about $60 million from the estimated current-year
level of funding for these programs. About $1.4 billion (49 percent) of
total child care funding is estimated to be spent on child care for current
or former California Work Opportunity and Responsibility to Kids
(CalWORKS) recipients. The total proposed spending level will fund child
care for approximately 684,100 children statewide in the budget year.

CalWORKs Child Care System

State law requires that adequate child care must be available to
CalWORKSs recipients receiving cash aid in order to meet their program
participation requirements (a combination of work and/or training ac-
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Figure 1
California Child Care Programs
2004-05
(Dollars in Millions)
State Estimated Governor’s
Program Control® Enrollment Budget
CalWORKs
Stage 1P DSS 89,000 $510.4
Stage 2P SDE 93,500 546.2
Community Colleges (Stage 2) CCC 3,000 15.0
Stage 3 SDE 57,000 368.8
Subtotal (242,500) (1,440.4)
Non-CalWORKs
General Child Care SDE 86,100 $593.4
Alternative Payment Programs SDE 29,800 182.3
Pre-School and After-School SDE 308,500 511.0
Other SDE 17,200 225.1
Subtotal 441,600 1,511.8
Totals—All Programs 684,100 $2,952.2
a Department of Social Services (DSS); State Department of Education (SDE); California Community
Colleges (CCC).
b Includes holdback of reserve funding which will be allocated during 2004-05 based on actual need.

tivities). If child care is not available, then the recipient does not have to
participate in CalWORKSs activities for the required number of hours,
until child care becomes available. The CalWORKSs child care is deliv-
ered in three stages:

= Stage 1. Stage 1 is administered by county welfare departments
(CWDs) and begins when a participant enters the CalWORKSs
program. In this stage, CWDs refer families to resource and re-
ferral agencies to assist them with finding child care providers.
The CWDs then pay providers directly for child care services.

= Stage 2. The CWDs transfer families to Stage 2 when the county
determines that participants’ situations become “stable.” In some
counties, this means that a recipient has a welfare-to-work plan,
or employment, and has a child care arrangement that allows
them to fulfill their CalWORKSs obligations. In other counties,
stable means that the recipient is off aid altogether. Stage 2 is
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administered by SDE through a voucher-based program. Partici-
pants can stay in Stage 2 while they are in CalWORKSs and for
two years after the family stops receiving a CalWORKSs grant.

e Stage 3. In order to provide continuing child care for former
CalWORKSs recipients who reach the end of their two-year time
limit, the Legislature created Stage 3 in 1997. Recipients timing
out of Stage 2 are eligible for Stage 3 if they have been unable to
find other subsidized child care. Assuming funding is available,
former CalWORKS recipients may receive Stage 3 child care as
long as their income remains below 75 percent of the state me-
dian income (SMI) level and their children are below age 13.

Non-CalWORKs Child Care System

As discussed above, CalWORKS recipients are guaranteed child care
in certain programs that are reserved for current and former CalWORKSs
recipients. In contrast, non-CalWORKSs child care programs (primarily
administered by SDE) are open to all low-income families at little or no
cost to the family. Access to these programs is based on space availability
and income eligibility. This is because child care for low income non-
CalWORKSs families is not fully funded and waiting lists are common.

Families receive child care subsidized by SDE in one of two ways, either
by (1) receiving vouchers from the Alternative Payment (AP) program pro-
viders that offer an array of child care arrangements for parents or (2) being
assigned space in public or private child care centers or “family child care
homes” that contract with SDE to provide child care. (Family child care
homes provide care in the home of the provider.)

Current-Year Child Care Reforms

As part of the 2003-04 budget package, the Legislature approved a
number of child care reforms that affected both CalWORKs and non-
CalWORKSs child care. These changes to eligibility and provider reim-
bursement rates are described below.

Elimination of Child Care Eligibility for 13-Year Olds. Budget trailer
bill provisions eliminated child care services for 13-year olds. This age
group could previously receive subsidized care if they were in families
with incomes below 75 percent of the SMI level.

Elimination of Child Care Eligibility for “Grandfathered” Families.
In 1997, the Legislature reduced the family income eligibility require-
ments for subsidized child care from 100 percent to 75 percent of the SMI,
adjusted for family size pursuant to Chapter 270, Statutes of 1997
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(AB 1542, Ducheny). However, Chapter 270 specified that children from
families with incomes between 75 percent and 100 percent of SMI that
were already receiving subsidized care could maintain (be grandfathered
in) their right to such care as long as their family income did not exceed
100 percent of SMI. The 2003-04 budget package eliminated this eligibil-
ity exception.

Changes in Regional Market Rates. The state reimburses AP child
care providers based on the regional market rate (RMR). The RMR is a
survey of what child care providers charge in each region. This informa-
tion is used to determine the maximum reimbursement rate the state will
pay providers in any given region. Separate rates are calculated depend-
ing on provider type, age of children, and time in care. The Legislature
lowered the maximum reimbursement rate from the 93" percentile to the
85" percentile of the RMR. This means that under the new policy, the
state will fully reimburse about 85 percent of regional providers, and will
not fully reimburse the 15 percent of providers with the highest costs.

GOVERNOR’S BUDGET PROPOSES
ADDITIONAL REFORMS

Figure 2 (see next page) compares the Governor’s child care reform
proposals to current law. The Governor’s budget proposes a number of
reforms to the CalWORKSs and non-CalWORKSs subsidized child care sys-
tems including changes in program eligibility, family fees, and provider
reimbursement, which we describe below.

Eligibility Restrictions

The Governor’s budget proposes several child care eligibility changes.
The administration estimates tht these changes would result in combined
savings of about $84.8 million and appproximately 20,000 children los-
ing elibility for subsidized child care. (The Governor’s budget assumes
that the 11 and 12 year olds that lose eligibility for subsidized child care
would receive after-school care under the proposal.) The proposed eligi-
bility restrictions achieve savings by eliminating the funding associated
with the “freed-up” child care slots that are vacated due to eligibility
restrictions rather than redirecting the savings to fund child care for chil-
dren on waiting lists. We summarize the proposals, describe the impact
of the proposed eligibility changes on children and families, and offer
issues for legislative consideration.
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Figure 2

Eligibility

Current Law/Current

Practice

Administration’s Child Care Proposals Compared to
Current Law/Current Practice

Administration’s Proposal
(and Budget-Year Impact)

Income Eligibility

Age Eligibility

Stage 3
Child Care

Eligibility for
Nonworking
Parents

Family income up to
75 percent of the SMI
(for a family of four).

Children up to age 13
are eligible for both
CalWORKs and non-
CalWORKs child care.

Former CalWORKs
participants are eligible
for Stage 3 as long as
they meet income and
age eligibility. Current
practice prevents fami-
lies from applying for
non-CalWORKs child

care while receiving aid.

No time limit as long as
families remain eligible.

Implement a three-tiered eligibility
structure. Maximum income
eligibility in “high” cost county
would remain the same. Income
eligibility in “medium” and “low”
cost counties would decrease.
Annual adjustments based on
CNI. ($9.3 million savings, 1,900
children lose eligibility.)

Eliminate eligibility for 11 and 12
year olds if after-school programs
are available (for which they
would receive priority placement).
($75.5 million savings; 18,000
children lose eligibility and
move to after-school
programs.)

Limit Stage 3 child care to one
year (in addition to two years in
Stage 2). Families currently in
Stage 3 would receive one
additional year. CalWORKs
families could sign up for non-
CalWORKs care as soon as they
have income. (No impact in the
budget year.)

Limit eligibility to two years. (No

savings scored; caseload
impact unknown.)

Continued
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Other Proposals

Reimbursement  Providers are Creates a six-level reimbursement
Rates reimbursed at up to 85" rate structure that reimburses

percentile of the RMR.  providers between 40" and 85"
percentile of the RMR?,
depending on licensure, training,
and whether they serve private
pay clients. ($57.7 million
savings; 95,592 children
impacted.)

Family Fees Families with income Families with income over
over 50 percent of SMI 40 percent of SMIP pay fees up to
pay fees up to 8 percent 10 percent of gross income.
of their gross income. (22,3 million savings; fees
increased for 77,250 children.)

Totals
Savings (All Funds) $164.8 million
Children Losing Eligibility 20,000
(including those children
switching to after-school care)
Children Subject to Increased Fee 77,250

a RMR=Regional Market Rate.

b SMi=State Median Income.

Income Eligibility

The Governor’s proposal to create a three-tiered child care eligibility
structure reflecting the cost-of-living differences among counties has
merit. The proposed eligibility structure would, however, lower the
income eligibility threshold for subsidized child care in medium- and
lower-cost counties, resulting in an estimated 1,900 children losing
eligibility for subsidized child care programs for a state savings of
$9.3 million in 2004-05. While the proposal lowers the eligibility
threshold, it does maintain eligibility for families with the lowest income.

Proposal Creates a Three-Tiered Income Eligibility Structure. Under
current law, income eligibility (last increased in September 2000) for child
care is based on the SMI (adjusted for family size). The administration pro-
poses creating a three-tiered income eligibility structure that reflects the dif-
ferences in cost of living among counties. Current eligibility levels for fami-
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lies in “high-cost” counties would remain the same, while eligibility for fami-
lies in all other counties would be reduced. Figure 3 shows the proposed
income eligibility levels for subsidized child care. As the figure shows, a
family of three in a “medium-cost”” county with monthly income above $2,729
would no longer be eligible for subsidized child care.

Figure 3

Proposed Maximum Monthly Subsidized
Child Care Income Eligibilitya

Family Size
land 2 3 4 5 6 or More
High cost countyb $2,730  $2,925 $3,250 $3,770  $4,290
Medium cost county® 2,606 2,792 3,102 3,599 4,095
Lower cost countyd 2,482 2,659 2,954 3,427 3,900

a
b
c

Current income eligibility is the same as the high cost county figures.
High cost counties: Marin, San Francisco, and Santa Clara.

Medium cost counties: Alameda, Contra Costa, Los Angeles, Monterey, Napa, Orange, San Diego,
San Luis Obispo, Santa Barbara, Santa Cruz, Solano, Sonoma, and Ventura.

d Lower cost counties: All other counties.

The Governor’s budget proposes basing income eligibility thresh-
olds on the fixed dollar amount shown in Figure 3 beginning in October
2004. This amount would be adjusted annually in accordance with changes
in the California Necessities Index (CNI). The income eligibility changes
would result in an estimated 1,900 children losing eligibility for child
care for a total state savings of $9.3 million.

Child Care Costs Vary by Region. Like the cost of living, child care
costs vary across the state. A recent study done by the Public Policy Insti-
tute of California and the SPHERE Institute showed that both family-
based care and center-based care was significantly more expensive in the
Bay Area, with the highest statewide costs in Santa Clara, San Francisco,
and Marin Counties. Furthermore, the study showed that child care costs
varied across the state.

Conclusion. We believe that an income eligibility system that takes
regional cost of living into account has merit because a family living in a
high cost region of the state will, on average, need to spend more on
housing, child care, food, and other necessities.

2004-05 Analysis



Child Care E-135

In considering the administration’s proposal, the Legislature should
first evaluate the merits of a differential income eligibility system, and
then determine the level of savings it would want to achieve with such a
policy. The administration has devised a differential income eligibility
system by adopting the current income eligibility threshold as the eligi-
bility ceiling in high cost counties and then lowering eligibility thresh-
olds in low and medium cost counties. As a result, the administration’s
proposal generates General Fund savings. Alternatively, a state income
eligibility system that recognizes differences in regional costs of living
could be developed in a fiscally neutral way.

Age Eligibility

The administration proposes to eliminate subsidized child care for
11 and 12 year olds, except when after-school programs are not available
to serve these children. Under the proposal, 11 and 12 year olds would be
given priority in after-school programs. Although we believe that the
proposal is reasonable given the state’s fiscal constraints, our analysis
indicates that the administration has signi