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I. Proposition 98 Overview

Proposition 98 — Information Only

Total Proposition 98 funding for K-14 education in 2004-05 is proposed at $46.7
billion, an increase of $768.9 million (1.7 percent) over the revised 2003-04
budget. While an increase, the level of Proposition 98 funding proposed by the
Governor in 2004-05 is $2 billion below the level required to meet the Proposition
98 minimum guarantee.

The $768.9 million increase in Proposition 98 funding in 2004-05 is completely
covered by the allocation of additional local property tax revenues to K-14
education. As indicated in Table 2, Proposition 98 General Fund revenues actually
decline by $426.3 million in 2004-05 due to an estimated net increase in property
taxes of $1.2 billion.

The net increase in property taxes under Proposition 98 is the result of three
different factors:

(1) The Governor’s proposal to shift $1.3 billion in additional local property taxes
to the Education Revenue Augmentation Fund (ERAF) in order to support K-14
education;

(2) A $1.3 billion reduction in property taxes to K-14 education as a result of the
“triple flip” financing structure to pay for the Economic Recovery Bond (pursuant
to Chapter 2, Statutes of 2003, Fifth Extraordinary Session); and

(3) An increase of $1.2 billion in estimated local property taxes due to K-14
schools from general increases in local property tax receipts.

Table 1
Proposition 98 Summary 2003-04 2003-04 2004-05

(dollars in thousands) Budget Act Revised Proposed $ Change % Change
Distribution of Prop 98 Funds
K-12 Education $38,891,843  $41,480,820 $41,937,017 $456,197 1.1
Community Colleges 4,623,085 4,358,857 4,678,804 319,947 7.3
Dept. of Developmental Services 11,624 10,863 10,758 -105 -1.0
Dept. of Mental Health 17,851 13,400 8,400 -5,000 -37.3
Dept. of Youth Authority 37,685 36,781 34,041 2,740 -7.4
State Special Schools 38,017 40,302 40,302 0 0
Indian Education Centers 3,778 3,778 4,330 552 14.6
Total $43,623,883  $45,944,801 $46,713,652 $768,851 1.7
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Prop 98 Fund Source

State General Fund $28,842,957  $30,166,130  $29,739,800 $-426,330 -14
Local Property Taxes $14,780,926 $15,778,671 $16,973,852  $1,195,181 7.6
Total $43,623,883  $45,944,801 $46,713,652  §768,851 1.7
K-12 Enrollment-ADA* 5,990,495 5,978,127 6,039,207 61,080 1.2
K-12 Funding per ADA* $6,588 $6,940 $6,945 $5

* Average Daily Attendance

As indicated in Table 2, of the total $46.7 billion in Proposition 98 spending
proposed for 2004-05, $41.9 billion is attributable to K-12 and $4.7 billion is for
Community Colleges. The K-12 share of the Proposition 98 minimum funding
level increases by $456.2 million (1.1 percent) and the Community Colleges
funding increases by $319.9 million (7.3) percent. Community College funding
grows at a higher rate due, in large part, to a $200 million funding deferral from
2003-04 to 2004-05, which distorts true year-to-year comparisons in funding.

The number of students in K-12 schools, as measured by unduplicated average
daily attendance (ADA), is estimated to increase by 61,080 in the budget year, an
increase of 1.2 percent over the revised current-year level. Average per-pupil
Proposition 98 funding is estimated to be $6,945 in 2004-05, an increase of $5 over
the $6,940 per pupil funding in 2003-04.

Calculation of the Minimum Guarantee

Proposition 98, a constitutional amendment passed by the voters in 1988 and
amended by Proposition 111, established a minimum funding level for K-12 schools
and Community Colleges. Proposition 98 funding is generally calculated as the
greater of:

e Test 1 —a specified percent (approximately 34.5 percent) of state General
Fund revenues.

e Tests 2 and 3 — The amount provided in the prior-year adjusted for K-12 ADA
growth and an inflation factor. For “Test 2,” this inflation factor is the
percentage change in per-capita personal income. For “Test 3” the inflation
factor is equal to the annual percentage change in per-capita state General
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Fund revenues plus 0.5 percent--used only when it calculates a guarantee that
is less than that determined by “Test 2.”

Proposition 98 also includes a provision allowing the state to suspend the minimum
funding level for one year through urgency legislation other than the Budget Bill.
(For additional detail on Proposition 98 calculations, see Attachment A.)

Revenue Shift/Educational Revenue Augmentation Funds (ERAF). The
Governor proposes to shift $1.336 billion in ERAF funding from local
governments to K-14 education, which reduces the General Fund obligation to K-
14 education by $1.336 billion in 2004-05." Of this amount, $1.168 billion is
shifted to K-12 programs and $168 million is shifted to community colleges.
According to the Legislative Analyst, this equates to roughly a 25 percent increase
in ERAF obligations or a 10 percent decrease in local property tax revenues.
Without this shift, the state would have to provide $1.3 billion more General Fund
for Proposition 98 than the Governor’s budget or approximately $869 million more
from General Fund than the 2003-04 budget.

The Governor’s proposed ERAF shift is assigned to Senate Budget Subcommittee
#4, which currently plans to hear this budget item at its April 21" hearing.

II. Proposition 98 — Major Budget Issues

Governor’s Proposition 98 Budget Proposals. The Governor proposes roughly
$1.9 billion in additional spending for K-12 schools in 2004-05. These new funds
are the result of $456 million in new Proposition 98 funds, an estimated $1.1
billion in K-12 Proposition 98 funds “freed-up” from one-time expenditures, and
$300 million in program savings (child care reductions, program eliminations, and
other program savings.)

The Governor proposes using $1.2 billion of these additional funds to cover
statutory growth and COLA for revenue limits and categorical programs. In
contrast, the 2003-04 budget provides growth for revenue limits and special

To balance the state budget in 1992-93 and then again in 1993-94, the Legislature and Governor Wilson
permanently shifted more than $3 billion in property tax revenues from counties, cities, special districts, and
redevelopment agencies to each county's Educational Revenue Augmentation Fund (ERAF) to benefit K-14
education (K-12 schools and Community Colleges). These shifted funds reduce the state’s General Fund
obligation for K-14 education by a commensurate amount. In 2003-04, it is estimated that cites, counties,
redevelopment agencies, and special districts will deposit $5.171 billion into ERAF; the estimate for 2004-05 is
$5.527 billion.
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education only but does not provide COLAs for any programs. The 2003-04
budget also reduces revenue limits by 1.2 percent ($350 million).

The Governor’s January 10 Budget also proposes $730 million for various program
increases in 2004-05 including: Public Employee’s Retirement System (PERS) and
Unemployment Insurance (UI) employer rate adjustments ($242 million); revenue
limit equalization ($110 million); deferred maintenance ($173 million);
instructional materials ($188 million); and high speed Internet access ($21
million).

The Governor proposes a net increase of $433 million in Proposition 98 funding
for K-12 education alone in 2004-05. This reflects a $612 million decrease in
General Fund dollars Education in 2004-05, which is offset by a $1.0 billion net

increase in property tax revenues in 2004-05.

Governor’s Education Agreement. According to the Department of Finance, the
Governor’s January 10 Budget reflects an agreement with the “education
community” to:

e “Rebase” (suspend) Proposition 98 in 2004-05 at a level $2 billion below the
minimum guarantee level;

e Provide approximately $1.2 billion in funds for enrollment growth and COLA
for revenue limits and categorical programs; and

e Establish priorities for Proposition 98 funding in 2004-05 and in future years.
As detailed in the Governor’s Budget Summary, these include:

1. General purpose funds to restore revenue limit deficits made in 2003-04;

2. Funds for payment of valid, deferred state mandate reimbursements; and

3. Any remaining funds split 75 percent for general purpose apportionments
and 25 percent for other State priorities.

It is unclear whether other proposals in the Governor’s January 10 budget are a
part of the agreement (or not), as the Legislature has not been notified of the
precise elements of that agreement. It is also unclear what the specifics are for
those elements of the proposal that have been generally described by the
Department of Finance. Many questions remain about these proposals.

2 For K-14 education (K-12 and Community Colleges) the Governor proposes a net decrease in General Funds of
$426 million and a net increase in local property taxes of $1.2 billion in 2004-05.
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Additionally, the Legislature has become aware that the Governor reached a new
agreement with the education community on January 21 that will revise several
augmentations originally proposed in the January 10 budget. The table below
summarizes these changes, as verified by the Department of Finance.

Revisions to the Governor’s Agreement for K-14 Education *

Dollars In Millions Governor’s Jan 10 Governor’s Jan 21 Change
Budget Agreement Budget Agreement

K-12 Equalization 110,000 82,230 -27,770

CCC Equalization 80,000 59,804 -20,196

Deferred Maintenance 173,300 0 -173,300

Instructional Materials 188,000 0 -188,000

Discretionary Growth & 0 139,177 139,177

COLAs**

Deficit Reduction 0 270,089 270,089

(Revenue Limit Funds)

Total $551,300 $551,300 0

* Beyond the Governor’s $1.2 billion agreement for statutory growth and COLAs for revenue limits and categorical
programs in 2004-05.

**Includes approximately $86 million in growth and COLAs for community colleges apportionments and
categorical programs, and $53.1million in growth and COLAs for K-12 categorical programs that traditionally
receive growth and COLAS.

In summary, the January 21 revisions to the agreement:

e Add $139.2 million to provide COLAs for community colleges and K-12
programs not subject to statutory COLAs;

e Add $270 million in general purpose funding (revenue limits) in order to
reduction existing revenue limit deficits;

e Eliminate any augmentations to restore funding for instructional materials and
deferred maintenance; and

e Reduce augmentations for K-12 and community college equalization.

Other elements of the Governor’s revised agreement alter the funding priorities
outlined in the Governor’s January 10 budget by adding two new priorities to the
top of the list: restoration of K-12 and CCC equalization funds and restoration of
deferred maintenance and instructional materials funds.

Without formal notification about all the elements of the Governor’s agreement as
contained in the January 10 budget, it is difficult for the Legislature to analyze the
Governor’s Budget. The Legislature has not received any formal budget
notification of the January 21 revisions to the agreement and has been informed
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that formal notification will not occur until May Revision. For this reason, the
Subcommittee may wish to question the Department of Finance about the specifics
of the Governor’s agreement. Some questions include:

o Does the agreement include a $2 billion reduction to the Proposition 98
minimum guarantee regardless of changes in the level of the minimum
guarantee at May Revise?

o The original agreement, as generally described to the Legislature, appears to
have expanded to include other augmentations proposed in the Governor’s
January 10 budget. Beyond those identified in the chart above, what other
augmentations are a part of the agreement, e.g. PERS and Ul increases?

o Does the agreement include the shift of $2 billion in categorical funds to
revenue limits?

Budget Issues/Actions:
1. Proposed Suspension in 2004-05.

The $752 million increase for K-14, Proposition 98 funds in 2004-05 is estimated
by the Governor to be $2 billion below the level that would otherwise be provided
under the minimum guarantee. As a result, the Governor proposes that Proposition
98 be “rebased” at a level approximately $2 billion below the minimum guarantee,
as required by law. This action would require suspension of Proposition 98 in
2004-05.

Suspension of the constitutional funding requirements of Proposition 98 requires
the Legislature to approve the suspension in a bill -- separate from the Budget Bill
-- with a two-thirds vote.

According to the Legislative Analyst’s Office (LAO), the state is likely to save $2
billion annually for several years under the Governor’s suspension plan.

In addition, suspension would create an additional $2 billion maintenance factor,
which the Governor estimates would be repaid over the four years. According to
the Department of Finance, the state will end the 2004-05 year with $2 billion in
maintenance factor funding from prior years when Proposition 98 levels were
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based upon Test 3. Suspension would bring total maintenance factor to $4 billion
at the end of 2004-05.

The Governor, as a part of his January 10 agreement with the education
community, proposes a number of priorities for use of maintenance factor
repayment funds in 2004-05 and beyond. These priorities include: (1) restoration
of revenue limit deficits (reductions and COLAs) from 2003-04; (2) funding for
valid education mandate reimbursements; and (3) splitting any remaining funds --
75 percent for revenue limits and 25 percent for other state funding priorities.

The LAO recommends that the Legislature suspend the Proposition 98 minimum
guarantee for 2004-05. If the Legislature chooses to suspend, the LAO
recommends that the Legislature determine the appropriate level of K-14 funding
without regard to the amount of the suspension. In determining the appropriate
level of K-14 funding, the LAO recommends that the Legislature balance K-14
priorities with other General Fund priorities.

The LAO notes that without suspension the Legislature will have to make $2
billion in reductions to non-Proposition 98 programs. If the Legislature raises
taxes, without suspension, most of the new revenues would go to Proposition 98.

2. Proposition 98 Settle-Up for 2002-03 & 2003-04

The Governor estimates that Proposition 98 funding for K-14 is below the
minimum guarantee by $517.8 million in 2002-03 and $448.4 million below in
2003-04. These changes are the result of higher-than-expected state tax revenues,
changes in student attendance and apportionment costs, and a shift of K-12
operating costs from 2002-03 to 2003-04, due in large part from an increase in the
deferral amount of the second principal apportionment.

The Governor does not propose providing funding to meet the Proposition 98
guarantee in 2002-03 or 2003-04, nor does the Governor propose suspending
Proposition 98 in 2003-04. (Suspension is an option for addressing the problem in
2003-04; it is unclear whether suspension is an option for 2002-03.)

Instead, the Governor proposes that $966 million in funding for “settle-up” of these
past-year and current-year expenditures, which are needed to meet the Proposition
98 constitutional guarantee, be “deferred” until 2006-07. The Governor further
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proposes using any future funds appropriated for settle-up for one-time purposes
such as instructional materials, training, and deferred maintenance.

The Governor’s 2004-05 budget assumes that the Proposition 98 guarantee is fully
funded at the minimum level in 2002-03 and 2003-04.

The LAO recommends that the Legislature suspend the minimum guarantee in
2002-03 and 2003-04 to eliminate $966 million in future Proposition 98 settle-up
obligations. According to the LAO if the Legislature does not suspend the
minimum guarantee for 2002-03 and 2003-04, the state will be obligated to pay
this $966 million bill — viewed as a loan -- in the near future, regardless of the
state’s fiscal situation.

Trailer Bill Language: The Administration has not yet developed statutory
language to defer Proposition 98 settle-up until 2006-07.

2. Certification of Past Years.

Background: Current law requires the Department of Education, Community
Colleges and the Department of Finance to jointly certify Proposition 98 inputs and
the overall appropriation level within nine months of the end of each fiscal year.
(Proposition inputs include student ADA, per capital General Fund revenues, per
capita personal income.)

However, the Proposition 98 appropriation has not been certified since 1994-95 —
nearly eight years. While the statute is clear about the certification timeframe, the
process is not being enforced. The upshot of delays in certification, according to
the LAOQ, is to place the state at risk of increased Proposition 98 obligations for
past years.

For example, the LAO indicates that changes in state population estimates from
2000 census data, lower state populations estimates in 1995-96 and 1996-97. As a
result, per capita General Fund revenues increase, which in turn increase the
Proposition 98 guarantee for these two years. According to the LAO these changes
create a potential $251 million obligation to the state. This potential obligation
would not exist if the state had certified Proposition 98 in the timeframe required
by statute.
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The Governor’s budget appears to tie payment of Proposition 98 settle-up to 2002-
03 and 2003-04 to retiring “outstanding debts” to school districts from 1995-96
and 1996-97.

The LAO recommends that the Legislature certify — “close the books” — on
Proposition 98 funding levels for the 1995-96 to 2001-02 fiscal years. This action
would require budget trailer bill language.

As a part of this recommendation, the LAO further recommends that the
Legislature certify the Proposition 98 calculations for these years using the state’s
population estimates available in the late 1990’s and used to determine the state’s
minimum guarantee in 1995-96 and 1996-97.

In addition, the LAO suggests that the Legislature work with the Administration to
develop a more definitive certification process in statute. The LAO suggests that
certification be timed to occur one year after the close of the prior fiscal year (past
year minus one year) in order to accommodate anticipated adjustments. Within
this timeline, the LAO believes it would be ideal to certify the Proposition 98 level
for a given fiscal year, prior to the start of the second following fiscal year. For
example, the 2002-03 Proposition level would be certified before the start of the
2004-05 fiscal year.

4. Continuation of Deferrals.

The Governor’s 2004-05 Budget proposes to continue $1.0 billion in various K-12
programs deferred from 2002-03 to 2003-04. These deferrals were enacted last
year as a part of a package of mid-year budget reduction proposals and involve a
shift in second principal apportionment payments, referred to as P-2 payments,
from June to July 2003. The 2003-04 Budget Act restored a net total of $609.7
million in deferrals from previous years, which creates additional capacity for
spending in 2004-05.

The Governor’s 2004-05 budget also proposes using $144.4 million in one-time
Proposition 98 Reversion Account funds to restore funding for some programs
subject to deferred appropriations schedules. Of this amount, $98.1 million fully
restores funding for the Targeted Instructional Improvement Grant program, which
was deferred from 2003-04 to 2004-05, and $46.3 million partially restores
appropriations from the School Safety Program that were deferred from 2004-05 to
2005-06.
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The LAO recommends that the Legislature gradually begin paying off deferrals
and develop a repayment plan to restore all deferred funds over time. The LAO
further recommends that the Legislature make it a priority to repay deferrals before
funding new expenditures or programs. The LAO has identified over $300 million
in K-12 savings and $80 million in community college savings, that could be
applied to reducing program deferrals and other “credit card” debt. These
reductions will be discussed at future Subcommittee hearings.

The Department of Education has raised concerns about utilizing apportionments
for P-2 deferrals. Problems arise in properly estimating the amount of these
apportionments for purposes of meeting a specific deferral target. In 2003-04, this
contributed to unanticipated increases in the deferral amounts, which in turn had
implications for Proposition 98 settle-up in that year.

In order to minimize these changes in the future, staff recommends that the LAO
work with the Department of Education and Department of Finance in developing
a list of alternative deferrals as substitutes for programs on the current list of
deferrals.

[Budget Trailer Bill Language — See attachment. ]

5. K-12 and Community College Split. The Governor proposes a Proposition 98
“split” between K-12 schools and Community Colleges for 2004-05 of 89.6
percent for K-12 and 10.4 percent for Community Colleges.

For more than a decade, current law has required a Proposition 98 funding split
between K-12 and Community Colleges of approximately 89 percent versus 11
percent. This split is based upon the percentage of Proposition 98 funding received
by K-12 schools and Community Colleges in 1989-90. This statutory “split” has
been suspended by the Legislature for more than ten years (since 1992-93) to
reflect actual spending percentages.

The LAO recommends that the Legislature annually adjust the funding share to
reflect its budget priorities relative to current circumstances.

[Budget Trailer Bill Language — See Attachment. ]

III. Enrollment Growth & Cost-of-Living Adjustments (COLA’s)
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The Governor’s January 10 Budget proposes $1.2 billion to fund enrollment
growth and COLAs for revenue limit and categorical programs. The Governor’s
January 10 Budget does not include COLAs for some categorical education
programs that are not required by statute to receive COLA’s. The Governor’s
January 21 education agreement proposes another $53.1 million to fully fund
growth and COLA’s for all K-12 education programs that traditionally receive a
COLA.

In comparison, the 2003-04 (current year) budget provides growth funding for
revenue limits and only one categorical program (special education), and does not
fund COLAs — estimated at 1.8 percent -- for any education programs. In addition,
the 2003-04 budget reduces revenue limit funding generally by 1.2 percent.

Budget Issues/Actions:

1. Enrollment Growth Funding. Enrollment growth for K-12 education is
estimated to grow by 1.02 percent in 2004-05, which is notably lower than the
year-to-year rate over the last decade when rates averaged 2.2 percent according to
the LAO.

Over the next five years, K-12 enrollment growth rates overall are predicted by the
Department of Finance to fall to zero. In fiscal year 2008-09, overall K-12
enrollment is expected to decline. This trend reflects the loss of children born to
“baby-boomers” who are aging out of the K-12 schools.

The Governor’s Budget provides $406.2 million to fully fund enrollment growth
for revenue limits and categorical programs subject to statutory growth
adjustments in 2004-05. Of this amount, the budget provides $279.8 million for
revenue limits; $37.4 million for special education; and $89 million for other
categorical programs.

The Department of Finance will update enrollment growth estimates as part of the
Governor’s “May Revise” to reflect population updates, as well as, revisions to the
Governor’s January 10 education agreement.

2. Cost-of-Living Adjustments (COLAs). The Governor’s Budget proposes
$742.4 million to fully fund statutory COLAs for K-12 revenue limit and
categorical programs in 2004-05. This provides a 1.84 percent COLA for revenue
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limits ($554.8 million); special education ($70.0 million); and other categorical
programs ($117.6 million) that require a COLA pursuant to state statute.

The Department of Finance will update COLA estimates as part of the Governor’s
“May Revise” to reflect inflation updates, as well as, revisions to the Governor’s
January 10 agreement.

3. Deficit Factor

Background: The Legislature has approved deficit reduction funding for revenue
limits in years when the statutory COLA has not been fully provided. This was the
case during the recession years of the early 1990°s when the statutory COLA for
revenue limits was not fully funded. As a result, the state created a second set of
revenue limits, called “deficited” revenue limits. Deficited revenue limits reflect
the amount that the state actually provides to school districts and county offices of
education for revenue limits.

The state keeps track of the difference between base revenue limits and deficited
revenue limits — by acknowledging through statute revenue limit deficit factor. The
deficit factor specifies the amount the state owes schools by a percentage that is
approved in statute as part of the annual budget package.

The 2003-04 budget provides growth funding for revenue limits, but suspended the
1.8 percent COLA for these programs. In addition, the 2003-04 budget reduced
revenue limit funding by 1.2 percent. Together these actions resulted in
approximately $900 million in savings. Budget trailer bill language contained in
AB 1754 (Chapter 227; Statutes of 2003) created a 3.0 percent deficit factor for
these revenue limits reductions and foregone COLA’s that would be restored to
revenue limit calculations in 2005-06.

The Governor’s January 10 Budget proposes to continue the revenue limit deficit
factor in 2004-05, estimated at $907 million. However, the Governor’s January 21
agreement with the education community includes $270 million in augmentation
funds for revenue limit deficit reduction funding in 2004-05. This would reduce
outstanding deficit factor to approximately $637 million.

Budget Trailer Bill Language — See attachment
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IV. Other Revenue Limit Adjustments and Increases

Budget Issues/Actions:

1. Revenue Limit Equalization.

Background: In the 1971 Serrano v. Priest state Supreme Court decision, the
court specified a range (currently about $335.00) to measure equality in school
funding. (Approximately 98 percent of the state’s pupils are funded within that
range which meets the court’s standards.) In the years following the Serrano
decision, the Legislature has enacted several statutes designed to equalize revenue
limits among the state’s school districts.

The passage of SB 727 (Chapter 854; Statutes of 1997) by both eliminating
excused absences from the revenue limit calculation—beginning with the 1998-99
school year—and increasing revenue limits to offset the effect of lower attendance,
also significantly changed revenue limit levels. To some extent SB 727 also
increased the variation in revenue limits and changed which districts were above
and below revenue limit averages.

The LAO has advised the Legislature in recent years that without supplemental
funding it will take a long time to reach equalization targets. In past years, the
LAO has calculated it would take roughly 12-45 years to bring at least 95 percent
of pupils to the same revenue limit.

While equalization funding was not included in the 2002-03 budget, the education
budget trailer bill to that budget -- AB 2781 (Chapter 1167; Statutes of 2002) --
appropriated $406 million for equalization in 2003-04. AB 2781 distributed funds
evenly on a pre-SB 727 and post-SB 727 basis. The Governor vetoed $203 million
(half) of these funds provided for pre-SB 727 equalization, leaving $203 million
for equalization in 2003-04. AB 1754 (Chapter 227, Statutes of 2003), the
education budget trailer bill to the Budget Act of 2003 later eliminated these funds.

The Governor’s budget proposes $109.9 million for revenue limit equalization in
2004-05 to address disparities in base funding among school districts.

The LLAO recommends that the Legislature delete $110 million for revenue limit
equalization proposed by the Governor in 2004-05, given the state’s fiscal
situation. In addition, the LAO recommends that the Legislature delay revenue
limit equalization and redirect funds to pay off deferrals until a year when
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Proposition 98 can fund “credit card” obligations — deferrals, revenue limit deficits
or unfunded state mandates.

The LAO also recommends that the Legislature adopt trailer bill language to
require the Quality Education Commission to develop definitions and adequate
funding levels for small schools districts of all types — elementary, unified and high
school.

The LAO 1is concerned that the Governor’s equalization proposal focuses on
bringing all districts to the 90" percentile of all size and type districts and, as a
result, has the unintended consequence of resulting in different increases for
districts of different sizes and types. The Quality Education Commission was
established by legislation in 2002 in response to recommendations from the K-
University Master Plan Commission. The Commission is charged with determining
the level of school funding that would be adequate to allow students to meet state
standards.

2. Revenue Limit Consolidation -- LAO Proposal

Background: In addition to base revenue limits totaling $27.8 billion, the LAO
has identified nine other major revenue limit programs. Together these nine
programs account for approximately $2 billion in state and local expenditures.

Eight of these nine programs are technically considered revenue limit “add-on”
programs, meaning that if a district qualifies for the program, the state adds
revenue limit funds. (In the case of the PERS offset, the state decreases district
revenue limits.)

The LAO finds that except for the Minimum Teacher Salary Incentive program, all
of the other revenue limit add-on programs were established in the 1970s and
1980s. Additionally, the LAO notes that each of these programs treats school
districts differently, typically to reflect purposes when they were created.

In searching for revenue limit add-on programs that would be good candidates for
being folded into base revenue limits, the LAO assessed programs to determine if
they truly provided general purpose funding or if all districts (or nearly all) districts
participated in the program.

The LAO identified six revenue limit add-on programs that met either of these
tests. These six programs, and funding associated with them, include:

1. Meals for Needy Pupils ($126.8 million);
2. SB 813 Incentive Programs ($1.2 billion);
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3. Interdistrict Attendance ($.5 million);
4. Continuation Schools ($34.4 million);

5. Unemployment Insurance ($212.2 million); and

6. PERS Offset (-$10.3 million).

The LAO recommends that the Legislature revise the system of district revenue
limits by merging funding for these six “add on” programs into a single general
purpose grant. Together these programs provide nearly $1.6 billion in revenue
limit funding. According to LAO, this proposal would simplify the computation of
general purpose funding, make it easier to understand, and include additional
general purpose revenue limit funds in equalization adjustments over time.
Including these additional funds would provide a fairer picture of general purpose
revenue limits actually received by districts and, according to the LAO, result in a
more uniform distribution of funds among school districts.

Staff believes the LAO proposal has merit and would recommend that the
Subcommittee give this proposal serious consideration as a part of joint hearings
with Senate Education Committee. Staff further suggests that the Subcommittee
consider revenue limit consolidation prior to providing augmentations for revenue
limit equalization. Staff also suggests that that revenue limit consolidation might
also be an appropriate issue for the Quality Education Commission to address in
the coming year.

7. Public Employees Retirement System (PERS) — Local Contributions &
Revenue Limit Offset

Background: The state adjusts funding to school districts and county offices of
education agencies for their employer contributions to PERS through a complicated
formula referred to as the PERS Revenue Limit Offset. This makes discussion of
state funding to cover PERS costs to local education agencies less than
straightforward.

School districts and county offices of education make employer contributions to
PERS for their classified (non-credentialed) employees. Under current law
(Education Code 42238.12) each school district's base revenue limit is adjusted by
the difference between the PERS employer contribution rate in 1981-82 (13.02
percent) and the school district's current employer contribution rate. The idea of the
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PERS offset was for the state to capture some of the savings that accrued to districts
when PERS rates fell below the historically high rate of 13.02 percent in 1981-82.

The way the offset works is that when the PERS contribution rate is below 13.02%,
this reduces the district's revenue limit funding, which reduces (or offsets) state
General Fund costs. As the PERS contribution rate rises, state General Fund costs
increase due to a reduced revenue limit offset. As the PERS contribution rate drops,
state General Fund costs decrease due to an increased revenue limit offset.

Since the PERS revenue limit cap is set at 13.02 percent, if the PERS rates climb
above this level the state will have to start paying directly for local education
agency contributions above this level.

As indicated by the chart below, PERS employer contribution rates have been
volatile in recent years, as a result of changes in the rate of return on PERS
investments that offset employer contributions. While the current rate is 12.2
percent, the rate was zero percent from 1998-99 to 2001-02. In these years the
state fully offset PERS employer contribution costs to local education agencies.

PERS Contribution Rate Amount of PERS Offset
(Percent) (Dollars in millions)
2001-02 0 628
2002-03 2.894 545
2003-04 10.42 143
2004-05 12.02 10

The Governor’s Budget provides an increase of $106.0 million in revenue limit
funding to cover PERS rate increases for school districts and county offices of
education. The PERS school employer contribution rate is estimated to increase
from a 10.4 to 12.2 — a total of 1.8 percent in 2004-05. This reduces the PERS
revenue limit offset to school districts and increases state General Fund costs by
$106 million, to a total level of approximately $10 million.

The Governor’s Budget also recommends removing the 13.02 percent cap on the
PERS offset and has developed budget trailer bill language to make that change.
The removal of the cap will limit General Fund costs if PERS rates climb above
13.02 percent.

The LAO recommends eliminating the separate PERS revenue limit offset as a part
of its proposal to consolidate revenue limit programs (see Section IV-3 of this
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agenda). According to the LAO, virtually all districts take a reduction in revenue
limits under the PERS offset adjustment. If it were eliminated, it would make
more general purpose funding available to local educational agencies. This would
reduce savings to the state however.

If the Legislature does not adopt revenue limit consolidation, the LAO would
support removal of the cap, as it would result in substantial state General Fund
savings if PERS rates grow above 13.02 percent.

4. PERS Revenue Limit Offset Mitigation.

Background: Another state law has a fiscal affect on PERS revenue limit
calculations. SB 6 (Chapter 794, Statutes of 2001) was enacted to mitigate losses to
revenue limits for local education agencies that result from annual changes in the
PERS employee contributions. Under this measure, local education agencies receive
a share of mitigation funds appropriated in the budget proportionate to their share of
the total statewide offset. The measure limits the level of PERS mitigation to $35
million adjusted annually for COLA.

As mentioned in the section above, the PERS revenue limit offset statute passes
through to the state all savings or costs that otherwise would accrue to K-12
agencies from annual changes in the employer contribution rate. SB 6 was enacted
in 2001, when PERS employer contribution rates were zero. In this situation, the
savings calculation requires local agency apportionments to be reduced by the full
13.02 percent of the salaries of their PERS employees. SB 6 sought to mitigate
these reductions in revenue limits.

SB 6 was negotiated as a part of the 2001-02 Budget Act. As a result, that budget
provided $35 million in revenue limit funds for local education agencies in the form
of a PERS revenue limit offset mitigation pursuant.

The Governor vetoed the $36 million augmentation the Legislature provided for
PERS offset mitigation in the 2002-03 Budget Act, but restored $35 million for the
program in the 2003-04 Budget Act.

The Governor’s 2004-05 Budget continues $36 million in funding for PERS revenue
limit offset mitigation pursuant to Chapter 794; Statutes of 2001.
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The LAO recommends elimination of the PERS revenue offset as a part of its
revenue limit consolidation proposal, which would eliminate the need for PERS
offset mitigation. Last year the LAO recommended delaying additional funding for
PERS offset mitigation until the state is able to fully fund growth, COLA and pay off
program deferrals.

Budget Trailer Bill Language — See attachment.

5. Unemployment Insurance (UI)

Background: Current law requires the state to directly cover the costs of Ul rate
increases that exceed local education agency costs in 1975-76.

The Governor’s Budget proposes $136.0 million in additional revenue limit funds
to fully fund estimated increases in local education agency Ul costs in 2004-05.
According to the Department of Finance, Ul rates have more than doubled —
increasing from 0.3 percent in 2003-04 to 0.7 percent in 2004-05. These increases
are attributed to increased benefit amounts and longer eligibility periods that are
tied to staff reductions.

The LAO recommends that funding for UI rate increases be folded into base
revenue limits pursuant to their revenue limit consolidation proposal. Under this
proposal funding for six revenue limit ‘“add-on” programs, including UI
Reimbursements, would be merged into base revenue limits, and cease to exist as
separate revenue limit programs.

6. Basic Aid Funds.

Background: For most of California’s 983 school districts, revenue limit income
is derived from both local property taxes and state funds. Last year there were 82
California school districts with local property taxes that nearly equal or exceed the
revenue limit amount, so they require little or no revenue limit funding from the
state. However, because the State Constitution guarantees some “basic aid”
funding for all school districts -- until 2003-04 -- received $120 per student (or
minimum $2,400 per district) from the state.

The 2003-04 budget eliminated $17.8 million in Basic Aid funding ($120/ADA) to
high property value districts that receive more property tax revenue than is needed
to fully fund their revenue limits. As a part of this reduction, the state counts
categorical funds for these districts in order to satisfy its constitutional obligation to
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provide at least $120/ADA in Basic Aid. The loss of these funds reduces general
purpose funding to basic aid districts by an estimated 2.5 percent.

Of the 82 districts that received Basic Aid funding last year, there were 60 districts
that received an equal amount or more local property taxes than needed to fund
their revenue limits. According to the Department of Finance, there are now 74 of
these schools districts --deemed excess property tax districts — although the number
can fluctuate each year, depending on the level of property taxes and the number of
students enrolled in their district.

According to the Department of Finance (DOF), total excess taxes are estimated at
$180 million in 2003-04 and $191 million in 2003-04. The Governor’s 2004-05
budget estimates excess property taxes at $201 million, or 5.2 percent above the
$191 million projected in 2003-04. It is estimated that the 2004-05 estimates will
be higher when new property tax figures are released at May Revise.

The 2003-04 budget made two separate reductions for Basic Aid districts. These
reductions total $27.6 million and include:

e $17.8 million to eliminate Basic Aid funding ($120 per ADA) and satisfy
the constitutional obligation to provide state Basic Aid through the provision of
categorical funds to these districts; and

¢ $9.9 million to further reduce funding for Basic Aid districts whose
property taxes exceed their revenue limits (excess property tax districts) and
therefore do not receive any revenue limit funding from the state. This action
further reduces categorical funding by up to 3 percent of each district’s calculated
revenue limit.

The second reduction -- $9.9 million for excess property tax districts — was
developed as a method of assessing the revenue limits reductions in the 2003-04
budget to basic aid districts. These districts received little or no revenue limits
from the state and therefore avoided the 1.2 percent reduction and 1.8 percent in
foregone COLAs for revenue limits that were felt by most districts in the state.

The Governor’s Budget continues the elimination of Basic Aid funding in 2004-05,
which resulted in a reduction of $17.8 million for approximately 82 districts. As
required by budget trailer bill language tied to the 2003-04 budget, this reduction
was structured to be ongoing.

The Governor’s Budget does not continue the additional $9.9 million reduction for
approximately 74 excess property districts and therefore restores this funding for
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these districts in the 2004-05 budget. The rationale for this action is that the 2003-
04 budget trailer bill established this reduction for one year only.

The LAO recommends that the Legislature reduce the $9.9 million in funds
proposed to restore categorical funding to basic aid districts until the state restores
the 3 percent revenue limit reductions to other K-12 school districts. (It should be
noted that the Governor proposes $270 million to restore revenue limit reductions
as a part of the latest education agreement.) This action would require trailer bill
language.

V. Other Categorical Program Adjustments and Increases
Budget Issues/Actions:

1. Deferred Maintenance

Background: The state Deferred Maintenance program provides state and local
funding for major repair or replacement of school facilities. The State Allocation
Board allocates funds to applicant local school districts, which are required to fully
match state dollars in order to participate in the program.

Deferred maintenance, which is different from routine maintenance, is defined as
the repair or replacement work performed on a school facility that is not performed
on an annual, ongoing basis, but is planned for the future and part of each district’s
five year plan. According to the LAO, projects include major maintenance and
infrastructure projects such as exterior painting, roof replacement, and long-term
repairs to electrical, heating and plumbing systems.

AB 1124 (Nunez) (Chapter 358, Statutes of 2003) makes assurance of clean and
functional school facilities, including restroom facilities for pupils, a priority use of
deferred maintenance funds. This new statute does not allow deferred maintenance
funds to be used for regular and operational maintenance costs of restrooms or
other facilities. Under this new statute, clean is defined as meeting local hygiene
standards applicable to public facilities.

The Governor’s Budget proposes to restore $173.3 million for the Deferred
Maintenance program in 2004-05. This increase will bring total funding to $250.3
million, which fully funds the program at the level required in statute. The 2003-04
budget reduced funding for Deferred Maintenance by $128.7 million.
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The LAO recommends adding the $250.3 million proposed for Deferred
Maintenance in 2004-05 to the Governor’s proposal to consolidate $2 billion in
categorical programs into revenue limits. The LAO believes that the state’s
emphasis on deferred projects creates an incentive for districts to defer projects
rather than focus on ongoing maintenance. The LAO also believes that local
maintenance incentives have become stronger since 1998 due to new requirements
in the state bond acts. In addition, the LAO believes that because deferred
maintenance counts as a part of the 3 percent of their budgets districts must spend
on maintenance, the program does not actually increase local spending on
maintenance.

2. Instructional Materials

The Governor’s January 10 Budget provides an additional $185 million to restore
funding for the Instructional Materials Block Grant in 2004-05. Funding for this
program decreased by $75 million in 2003-04 -- from $250 million to $175
million. The intent of this new funding is to purchase textbooks from the 2002
English Language Arts adoption and the 2005 History and Social Science
adoptions.

The $185 million increase proposed by the Governor, together with $175 million in
existing instructional materials funds, brings total funding to $363 million in 2004-
05. However, the Governor’s January 10 Budget also proposes to shift the $175
million in existing Instructional Materials Block Grant funds to revenue limits as a
part of the Governor’s categorical program consolidation proposal.

The net effect of these actions is to increase funding for revenue limits by $175
million and increase special or dedicated funding for instructional materials by $10
million.

The Governor’s January 21 education agreement eliminates the $188 million in
new funding for instructional materials in 2004-05. If the Governor stands by the
January proposal to shift $175 million in remaining funds to revenue limits, there
would not be any dedicated funding for instructional materials in 2004-05.

The LAO recommends restoring instructional materials to $250 million in 2004-05
— an increase of $75 million. However, the LAO recommends shifting all of these
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funds to revenue limits, as a part of the Governor’s categorical consolidation
proposal.

The LAO believes that $250 million provides adequate funding for purchase of
English Language Arts materials and to pilot —rather than purchase — history/social
science materials in 2004-05. The LAO believes that the Governor’s proposal does
not consider that many school districts “banked” instructional materials funds for
the last two years in order to purchase 2002 English Arts adoptions, which are fully
aligned to state standards. For this reason, the LAO also recommends reducing the
Governor’s January 10 budget augmentation to $75 million — a savings of $113
million.

The LAO does not have a recommendation on the Governor’s January 21
education agreement, as the Legislature has not received budget notification of any
revisions to the Governor’s January 10 budget.

3. Educational Technology — Higher Speed & Capacity Internet Access

Background: The Governor's Budget would create a new state categorical
program that would provide new, ongoing funds to school districts and county
offices of education to purchase access to a higher speed, higher capacity internet
system known as Internet 2. Developed initially by 34 universities, Internet2 now
serves 200 universities across the country.

The University of California and California State University systems, as well as,
independent universities in California currently use Internet?2.

Over the last four years, the California Digital Project has spent $95.5 million to
extend this university network to the K-12 school system. The project was funded
through the University of California (UC) budget, as summarized on the chart
below.
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California Digital Project -- Funding History

Dollars in millions 2000-01 | 2001-02 | 2002-03 | 2003-04 | 2004-05

University of California 32.0 27.2 22.0 14.3 0

California Department 21.0

of Education

Through a contract with the Corporation for Education Network Initiatives in
California (CENIC), the California Digital Project at UC has extended Internet2
access to 58 county offices of education, 82 percent of school district offices, and
71 percent of schools.

The primary benefits of the system are to provide: (1) higher speed service, (2)
additional capacity for transmitting video, complex images and large amounts of
data, and (3) a private system that is more secure and eliminates advertising.

The system is intended to provide new resources to enrich curricula, as well as, to
provide innovative teaching and learning experiences for students and educators.
Through enhanced video streaming services the K-12 schools can improve student
access to curriculum by providing online instruction. For example, Advanced
Placement courses can be offered to students in schools that currently don't have
access to these courses. In addition, Internet2 can provide additional capacity for
on online degree programs and professional development programs developed
collaboratively between K-12 and higher education systems.

The Governor's Budget proposes $21 million for a new, ongoing state categorical
program to fund Internet2 access for school districts and county offices of
education. This proposal would end four years of funding in the University of
California budget - totaling $95.5 million - that has been used to establish Intenet2
connections to all 58 county offices of education.

School districts must fund their own connections to county offices of education.
Reportedly, 82 percent of school district offices and 71 percent of schools --
representing 4 million students -- have paid for these connections.

LAO recommends that the $21 million in funding for this high-speed internet
access program be deleted, as the program has limited benefits to schools and
school districts and the technology is still relatively expensive.
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Staff notes that while the state has invested considerable resources in the
development of Internet2 services for K-12 schools and the goals of the project are
laudable, it is not clear why a new, ongoing state categorical program is needed.
If there are benefits and savings to schools districts, it seems that school districts
should fund these services. With approximately 983 school districts and 58 county
offices of education, the costs to districts would average $20,000, although staff
notes costs to individual districts, such as rural districts, could be higher, or in
other districts possibly even lower. These costs might be offset by any savings that
accrue to districts. In addition, there may be other sources of public funding that
school districts can access to cover these costs. Staff recommends that the LAO
explore the savings associated with this proposal and other possible funding
sources for Internet2 and report back to the Subcommittee at its May 17" hearing.

8. Other Increases
In addition to major increases identified in this Subcommittee agenda, the

Governor’s 2004-05 Budget proposes another $85.6 million in program increases.
According to the LAO, most of these are technical increases as indicated below.

Program 2004-05 Increase
(Dollars in millions)
CTC Intern Program 2.387
Child Nutrition 4.887
High Priority Schools 2.847
Other Technical Adjustments 75.455
Total, Other Increases 85.576

VI. Program Savings & Reductions — Information Only

As summarized by the LAO, the Governor’s Budget proposes approximately $1.5
billion in program decreases, which are summarized below:

Program 2004-05 Decreases
(Dollars in millions)
Net reductions for P-2 Deferrals 1,036
Proposition 98 Reversion Account Swap 146
Program 2004-05 Increase
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(Dollars in millions
Special Education Federal Fund Offset 74
Combined Child Care Proposals 69
Immediate Intervention/Underperforming 46
Schools Program
Elimination of Seven Categorical Programs 32
High Priority Grants 28
STAR - NRT Reductions 6.5
Department of Mental Health Grants 5
Other Technical Adjustments 61.5
Total, Decreases 1,505

The majority of these reductions involve funding deferrals and shifts, as well as
natural savings and technical (workload) adjustments. Some of these items are
included in this agenda. Other items will be discussed at future hearings.

The Governor also proposes some true reductions in programs. For example, the
Governor proposes to end funding for seven small categorical programs for a total
savings of $32.6 million in 2004-05. These programs, which will be discussed
more fully at the Subcommittee’s April 12" hearing, include:

e Teacher Credentialing Pre-Internship ($8.0 million)’;

e Charter Schools Facilities Grant ($7.7 million);

e Local Arts Education Partnerships ($6.0 million);

e Academic Improvement and Achievement ($5.0 million);
e Early Intervention for School Success ($2.2 million);

o Healthy Start ($2.0 million); and

e School-to-Career ($1.7 million).’

In addition, the Governor proposes $69 million in reductions to child care
programs, which will also be discussed in detail at the Subcommittee’s May 10"
hearing.

3 The Teacher Credentialing Pre-Internship program is administered by the Commission on Teacher Credentialing.

* The Governor proposes to end seven small categorical programs for a total savings of $32.6 million in 2004-05.
These programs include: Teacher Credentialing Pre-Internship ($8.0 million)*; Charter Schools Facilities Grant
program ($7.7 million); Local Arts Education partnerships ($6.0 million); Academic Improvement and Achievement
($5.0 million); Early Intervention for School Success ($2.2 million); Healthy Start ($2.0 million) and School-to-
Career ($1.7 million).
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Attachment A
Proposition 98 Guarantee

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 was 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.

Source: Office of the Legislative Analyst, Analysis of the Budget Bill, 2004-05.
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I. INTERSEGMENTAL ISSUES

A. ENROLLMENT GROWTH.

GOVERNOR’S BUDGET PROPOSAL. The Governor’s 2004-05 Budget provides no new
funding to support enrollment growth at the University of California (UC) or California
State University (CSU). At the California Community Colleges (CCC), the Governor’s
Budget provides $121 million to support an approximately 33,000 additional full-time
equivalent students (FTES), or 3 percent growth.

UC and CSU: As part of the final 2003-04 budget negotiations, the Legislature passed,
and the Governor signed into law, Assembly Bill 1756 (Chapter 228, Statutes of 2003),
which stated:

“It is the Legislature’s intent that, in assisting the Governor in preparing the State
Budget for the 2004-05 fiscal year, the Department of Finance not include any
proposed funding for the following:

(g) Enrollment growth at the University of California or the California State
University.”

Following this directive, the Governor’s Budget does not provide the funding that would
on the natural be necessary to accommodate approximately four percent growth in
enrollments at both UC and CSU. As a result, the UC and CSU systems have taken steps
to “manage” — and thus decrease — student enrollments. At the CSU for example, this has
meant establishing application deadlines (whereas in the past applications were accepted
year-round) and tightening the admissions requirements on community college transfer
students.

For the 2004-05 budget, the Governor proposes to hold constant the number of funded
FTES (with the exception of the 7,000 students he intends to redirect to the community
colleges). Combined with the redirection, enrollments are budgeted at 199,428 FTES for
UC and approximately 340,000 FTES at the CSU.

In addition to the constraints on enrollment growth funding, both systems made internal
decisions in the current-year to redirect funding originally provided for enrollment
growth to cover unexpected mid-year funding reductions. In addition, knowing that the
Administration and Legislature would not provide funding for enrollment growth in
2004-05, many campuses exercised extreme caution in enrolling students — with
particular attention paid to not “over-enrolling” — such that they fell short of their
enrollment targets.

At the UC for example, systemwide enrollments are 800 FTE below the level funded in
the current year due to a combination of the above-noted factors. At the CSU, student
enrollments are approximately 9,000 less than originally budgeted. In this case, CSU
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made a decision to absorb last-minute (2003-04 Budget Act) and mid-year reductions by
limiting student enrollment in favor of retaining a solid base academic and support
services budget.

For 2004-05, this issue becomes important because the enrollment projections in the
Governor’s Budget are based on the number of students CSU is serving in the current
year (9,000 students less than they’re budgeted for) as opposed to the number of students
for which they’ve received funding.

CCC: The Governor’s 2004-05 Budget provides $121 million in Proposition 98 General
Fund to serve an additional 3 percent (or 33,120) full-time equivalent students (FTES) at
the California Community Colleges. The amount of funding provided in the Governor’s
Budget for enrollment growth exceeds the amount required by statute which is only 1.8
percent.

Over-enrolled in Current Year. In the current year, many local colleges are over-
enrolled, meaning that the number of students enrolled exceeds the number of
students for which the college receives state funding (known as being “over cap”).
According to the Chancellor’s Office, the number of over-enrolled students
systemwide is likely to be between 15,000 and 20,000 FTES (1.4 percent to 1.8
percent).

Factors Contributing to Enrollment Growth. There are many different factors that
will contribute to how many students attempt and/or choose to enroll at a community
college in the coming year. The Chancellor’s office offers that, on the natural,
enrollments would grow at approximately 4 percent a year. Staff notes, it becomes
difficult to predict how many students will seek an education from the community
colleges when natural enrollment growth is combined with such factors as student fee
increases (at all public postsecondary institutions); the availability of financial aid at
both public and private institutions; a tightening of the admissions requirements for
CCC transfer students to UC and CSU; the ability for students to get courses; the
changing demographics of the state; and a changing economy.

Staff notes that, if funding for enrollment growth is provided at the proposed 3 percent
level, much of it will be “eaten up” by the current “over-cap” enrollments as well as
the Governor’s new Dual Admissions program (to be discussed below). These two
factors combined would leave less than one-half of one percent (.05%) growth for the
traditional community college student population. For clarification, under the
Governor’s Dual Admissions proposal, the community colleges do not receive
additional state funding to support the approximately 7,000 new freshman that would
be redirected from the UC and CSU; rather the community colleges would be
expected to absorb the additional FTES within the 3 percent growth allocation
proposed in the Governor’s Budget.
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Please note: Various community college constituencies have expressed concern that
much of the community college enrollment growth will come from UC and/or CSU-
eligible students who are either redirected under the Dual Admissions Program or are
self-redirecting to the community colleges because it’s cheaper, more convenient, and
holds the promise of providing the necessary courses. As a result, these
constituencies fear that the “native” community college student population will be
squeezed out of courses and services by the more academically “sophisticated” UC
and CSU eligible student.

LEGISLATIVE ANALYST. In response to the financial limits placed on funding enrollment
growth at the UC and the CSU, the Legislative Analyst contends that the UC and CSU
already have sufficient funding within their base budgets to accommodate additional
enrollment growth. Given that the LAO finds that UC is “under-enrolled” by approximately
800 FTES and CSU by approximately 9,000 FTES in the current year, it believes that the
purposes for which the dollars were redirected were in many instances one-time, thus freeing
up those dollars for either enrollment growth in 2004-05 or for other purposes.

B. DUAL ADMISSIONS PROGRAM.

GOVERNOR’S BUDGET PROPOSAL. The Governor’s 2004-05 Budget proposes to redirect 10
percent (7,000 FTES) of the incoming freshmen class at UC and CSU to the community
colleges under a new Dual Admissions Program. The Administration proposes establishing
this Dual Admissions program in statute (thus creating a mandate for the CSU and the
Community Colleges). The bill carrying this proposal (Assembly Bill 2833, Plescia) will be
addressed via the policy committee process.

As a result of this redirection, the Governor assumes -- and captures -- $45.9 million in
General Fund savings ($24.8 million from UC and $21.1 million from CSU). Under this
proposal, individual UC and CSU campuses would make admissions offers to eligible
students, contingent upon them competing their lower-division, transfer coursework at a
community college. The Governor proposes to provide a further incentive for students to
take advantage of the Dual Admissions offer by waiving the student’s fees while they are at
the community colleges.

The intent of this proposal is to encourage students to take advantage of the community
colleges, thereby saving the state General Fund monies during their first two years of
postsecondary education. Offsetting the proposed savings, the Governor provides an
augmentation of $1.6 and $1.9 million to the UC and CSU respectively in order to provide
transfer and support services to that cohort of students.

Staff notes that with the proposed elimination of student outreach services at both the UC
and CSU, funding which in the past was available to provide support services to community
college students, would no longer be available. This makes the issue of how transfer support
for these students will be provided, all the more pressing.
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Staff notes, this proposal raises several questions, including (1) how students will be chosen
to participate and (2) whether or not students will avail themselves of this program. For
example, both UC and CSU intend to make Dual Admissions “offers” to all otherwise
eligible students that are not accepted to a campus. At UC, this equates to making offers to
over 7,000 students (who would otherwise be denied admission) with the hope that
approximately 50 percent or 3,200 hundred students accept. Staff notes, at the UC and
selective CSU campuses, students are highly qualified and are likely seeking a “residential”
experience. As a result, they may instead seek educational opportunities elsewhere (private
and out-of-state colleges) rather than attend their local community college. Further, it
remains unclear if community college enrollments will increase by the full 7,000 students as
budgeted under this proposal. But, staff notes that under the Governor’s proposal, it is safe
to assume UC and CSU will have 7,000 fewer students.

LEGISLATIVE ANALYST. In response to the Governor’s Dual Admissions proposal, the
LAO concurs with the need to redirect eligible UC and CSU freshman to the community
colleges, but argues that the redirection should be voluntary. The LAO believes that an
incentive of being accepted at the UC or CSU campus of their choice in two years, should

provide enough encouragement for students to avail themselves of the Dual Admissions
offer.

The LAO further recommends that the Legislature deny the Governor’s proposal to waive
CCC fees for the redirected students, instead charging them the same fee level as
regularly enrolled CCC students. Staff concurs with this recommendation and notes that,
on the natural, there is a built in fiscal incentive for choosing a community college over a
four-year institution, since the cost of attendance at a community college is already far
less than the costs of attending a UC or CSU. Further, waiving the fees for a select group
of students, regardless of financial need, creates an inequity amongst the student
population and creates an administrative burden which could be avoided by charging the
students approximately $650 per year (based on 25 units) compared to a cost of $6,028
and $2,776 per year at UC and CSU respectively. Staff notes that under the Board of
Governor’s (BOG) fee waiver program, financially-needy students will be exempted
from paying fees.

STAFF RECOMMENDATION. Staff recommends that the committee reject the portion of
the Governor’s proposal that would waive fees for Dual Admission Students, thus
reducing the amount of General Fund ($3.4 million) appropriated to the Community
Colleges to cover the fee waiver (Note: the colleges would be held harmless since the
funds would now be coming from student fees). Further, staff recommends that the
remainder of this proposal be held open pending legislation.
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II. COMMUNITY COLLEGES

A. OVERVIEW

GOVERNOR’S BUDGET PROPOSAL. The Governor’s K-14 education budget — as it was
released in January — reflects an “agreement” between the K-12 education community and
the Administration regarding both the level and the use of Proposition 98 funding. While the
community colleges were not party to the negotiations, they were affected by the outcome.
Specifically, the agreement with regard to the community colleges included the:

(1) “Rebasing” (suspension) of the minimum Proposition 98 funding guarantee in 2004-
05, to a level $2 billion below the otherwise legally-guaranteed level; and

(2) Funding for Enrollment Growth.

While the Governor’s budget also proposes to consolidate funding for various categorical
programs; provide funding for general apportionment equalization; and provide growth
for enrollment in noncredit courses, it is unclear whether these additional budget
components were also part of the Administration’s “deal”.

REVISED GOVERNOR’S BUDGET PROPOSAL. Since releasing the budget in January, the
Administration has been in the process of re-negotiating the above-noted funding agreement
with the K-12 education community. Of particular interest is a reduction in the amount of
funding proposed for equalization (from $80 million to $59.8 million) and a shift of
approximately $65 million from K-12 to the community colleges. This $65 million will be
used to help cover a 1.84 percent COLA for general apportionments as well as five select
categorical programs (Matriculation, Basic Skills, DSPS, CARE, and EOPS) programs and
enrollment growth (at 1.83 percent) for the five above-noted categorical programs. The
education community contends that funding for COLA and categorical program growth was
part of the original December budget agreement but was inadvertently omitted from the
Governor’s January proposal.

B. EQUALIZATION

GOVERNOR’S BUDGET PROPOSAL. The Governor’s January Budget originally proposed to
provide $80 million to address disparities in base apportionment funding among the
Community Colleges districts; this proposal has since been revised to $59.8 million.
Currently, funding per FTES varies from about $3,541 to $8,192, with the statewide average
being about $3,800. Under the Governor’s proposal, funding would be allocated out to
districts pursuant to legislation (to be addressed through the policy committee process).
Specifically, the Governor’s proposal mirrors the K-12 equalization proposal by striving to
equalize funding for districts up to a level equivalent to the 90™ percentile.
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LEGISLATIVE ANALYST. While generally supportive of equalizing the funding
disparities between community college districts, the LAO recommends that the
Governor’s proposal be denied and that the funds instead be used to pay for existing
Proposition 98 obligations such as funding state mandates or reducing the amount of
General Apportionment dollars that are deferred until July 1, 2005.

STAFF RECOMMENDATION. Regardless of the committee’s decision to provide funding
for equalization, staff recommends that Provision 6 of Item 6870-101-0001, be stricken
from the Budget Bill. This language is duplicative of the funding methodology proposal
that is currently making its way through the policy committee process. By deleting the
Budget Bill provision, the Legislature will avoid any future conflicts between the Budget
Bill and the pending statutory changes.

C. ELIMINATION OF SELECT CATEGORICAL PROGRAMS

GOVERNOR’S BUDGET PROPOSAL. The Governor’s Budget proposes to eliminate funding
for two smaller categorical programs: The Teacher and Reading Development Partnership
Programs ($3.7 million) and the Fund for Instructional Improvement ($312,000); the
Governor then redirects this $4 million in savings to provide funding for approximately
1,900 (1.95 percent) new FTES in noncredit instructional programs. In order to receive
these funds, districts would need to enroll additional noncredit students (as opposed to
increasing the rate per student).

While it’s still too early to determine exact enrollment counts for the 2003-04 academic year,
in 2002-03 the community colleges only had 2,651 unfunded noncredit FTES, the bulk of
which (1,600 FTES) were in the Los Angeles Community College District.

By way of background, noncredit courses, like the adult education courses offered in the K-
12 schools, are aimed at providing students with the various “life skills”. The state provides
funding ($2,242 per student to K-12 schools and $2,113 to community colleges) for the
following noncredit education courses: Basic Skills; English as a Second Language;
Immigrant Education (Citizenship); courses for disabled students; short-term vocational
programs; Parenting; Health and Safety; Home Economics and courses for older adults.
These courses are not collegiate-level courses. Students receive no college credit and
generally do not pay fees.

LEGISLATIVE ANALYST. The LAO notes that providing a special appropriation for
growth in noncredit instruction represents a departure of longstanding practice and lacks
justification. Specifically, the LAO notes that under current law, community college
districts receive enrollment growth funding (as discussed earlier in this hearing) that can
be used for both credit and/or noncredit students.

STAFF RECOMMENDATION. No issues have been raised with the elimination of the two
categorical programs, and staff recommends that the reduction be made, but that the
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redirection of the funds be held open pending the May Revision and an assessment of
other funding priorities.

As an additional note, if the Legislature wishes to provide more support for noncredit
instruction, it may instead wish to consider increasing the rate at which noncredit
instruction is funded to provide more parity in the funding rates for community college
noncredit courses and K-12 adult education courses. Using the same redirected $4
million, the rate would increase from approximately $2,113.66 to $2,154.92 — which is
$87.20 below the amount provided to K-12 school districts for the same services (as
opposed to the current $128 per FTE gap).

D. CATEGORICAL PROGRAM CONSOLIDATION

GOVERNOR’S BUDGET PROPOSAL. The Governor’s Budget proposes to “roll” the funding
for several categorical programs into the base General Apportionments line of the budget
and consolidate funding for several others.

1. Programs “rolled” into the Base Budget: Specifically, the Administration proposes to
disband the budget lines and funding requirements for the following programs and
consolidate the funding into the general base budgets of the colleges: (1) Partnership for
Excellence; (2) Matriculation; (3) Part-Time Faculty Health Insurance; (4) Part-Time
Faculty Compensation; (5) Part-Time Faculty Office Hours and (6) about half of the
Telecommunications and Technology Infrastructure Program.

Governor's Categorical Reform Proposal

General Fund
(In Millions)@

Program Consolidations 2003-04 2004-05
General Apportionments
Base general apportionments $1,589.1 $1,939.9
Partnership for Excellence 225.0 --
Matriculation 54.3 --
Part-time faculty compensation 50.8 --
Part-time faculty office hours 7.2 --
Part-time faculty health insurance 1.0 --
TTIPP 12.5 -
Totals $1,939.9  $1,939.9

8 |ncludes costs whose payments are deferred to subsequent fiscal year.

b Telecommunications and Technology Infrastructure Program. Current-year funding of $22.1 million is split in
budget year between general apportionments and new Telecommunication and Technology Services
category.
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Under this proposal, the Administration introduced legislation (to be addressed through
the policy committee process) which would essentially render the above-noted programs
voluntary, cease the state’s obligation to provide additional funding for the programs, and
require districts accepting the money to comply with a series of specified outcomes
(including: increasing the number of transfer students, degrees and certificates awarded,
course completion, workforce development and basic skills).

LEGISLATIVE ANALYST. Over the years, the LAO has been supportive of providing
programmatic and fiscal flexibility, and in this instance finds that consolidating these
six programs into the “base” generally makes sense given that all districts share the
general-purpose goals of the program. However, the LAO recommends that the
Legislature clarify its outcome expectations and establish clear consequences for
failing to meet those outcomes.

STAFF RECOMMENDATION. Staff recommends that the committee approve the
portion of the proposal which would move the Partnership for Excellence program
(which are essentially general purpose monies) into the base general apportionment
budget, pending legislation to make the funding mechanisms in the program
inoperative and/or establish a replacement set of outcome or accountability criteria.

Historically, categorical programs were established in order to ensure that a specified
set of dollars were allocated and spent for a specific purpose. If the Legislature is
comfortable disbanding the above-noted categorical programs and feels that the
purposes for which they were developed have been met, then the policy committee
bill will reflect that decision. As a result, staff recommends that the committee deny
the proposals to merge the part-time faculty, matriculation and technology programs
into the base budget, pending legislation to the contrary.

Further, staff recommends that the committee delete provisional language (Item 6870-
101-0001, Provision 4), which essentially replicates the Administration’s statutory
proposal to consolidate the various categorical programs.

2. Programs “consolidated” into broader groupings: In addition to the above proposal,
the Administration suggests collapsing several categorical programs into broader
categories, ostensibly in order to provide districts with additional flexibility. Specifically,
the Governor consolidates as follows:
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Governor's Categorical Reform Proposal
General Fund
(In Millions)@
Program Consolidations 2003-04 2004-05
Telecommunication and Technology Services $10.9
TTIPP $9.6

California Virtual University 1.3

Totals $10.9 $10.9
Targeted Student Services $101.1
Extended Opportunity Programs and Services 82.7
CARE 12.2

Puente Project 1.9

MESA 25

Middle College High School Program 1.8

Totals $101.1 $101.1
Physical Plant and Institutional Support $29.3
Maintenance, repairs, equipment, and library materials $24.9 -
Hazardous substances 4.4

Totals $29.3 $29.3

LEGISLATIVE ANALYST. The LAO notes that at least several of the newly proposed
categorical grouping are logical and generally has supported grouping together the
funding for similar types of programs. However, the LAO notes that with this
particular part of the proposal, the “consolidations” are largely symbolic and, due to
the Administration’s retention of provisional language which still requires a specified
level of support be spent on the specific programs, do little to foster local district
flexibility. Further, the LAO notes that, in prior years it has recommended a series of
“block grants” which would serve a similar purpose.

STAFF RECOMMENDATION. Staff recommends that the committee approve the
Governor’s proposal to establish the Physical Plant and Institutional Support line
item, thus merging funds for the two programs. In order to allow districts true
[flexibility, staff further recommends that the committee delete the provisional
language proposed by the Department of Finance (DOF) and instead work with the
LAO and DOF to determine more appropriate provisional language for the newly
combined item.

IHI. COMMUNITY COLLEGES CHANCELLOR’S OFFICE

GOVERNOR’S BUDGET PROPOSAL. The Governor’s January Budget proposes to retain the
revised current-year funding level for the Community Colleges Chancellor’s Office.
Specifically, the Governor proposes a total of 144.2 Personal Years and $16.8 million ($8.6
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million General Fund) to support the Chancellor’s Office operations for 2004-05. The bulk
of the reductions to the Chancellor’s Office occurred within the last two years when support
was reduced by approximately 50 PY's and over $2.3 million General Fund (from $10.9
million General Fund to $8.6 million). These reductions resulted in employee layoffs and a
substantial reduction in services.

State support for the Chancellor’s Office has been on the decline since 2001-02, when
General Fund support exceeded $13.3 million. The Chancellor’s Office contends that since
the budget crisis began, their support budget has been disproportionately impacted, citing a
33.8 percent reduction since 2001-02.

Request for Chancellor’s Initiative Fund. The Community College Chancellor’s Office is
requesting an augmentation of $300,00 to provide transition-related funding for the
incoming Chancellor. Specifically, the funds are proposed to be used to: (1) establish an
orientation program for new Board of Governor’s Members; (2) undertake regular
regional meetings with local college CEO’s and trustees; (3) finalize, publish and
implement the independently-funded review of the Chancellor’s Office operations; and
(4) represent the colleges at the federal level.

STAFF /LAO RECOMMENDATION. The LAO raises no issues with the support budget of
the Chancellor’s Office; as a result, staff recommends that this item be “Approved as
Budgeted” with the Chancellor’s Initiative Fund being placed on the “Checklist”
pending the Governor’s May Revision.
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Proposed Consent

Staff recommends that the following items be Approved as Budgeted.

6440-001-0046.
6440-001-0007.
6440-001-0234.

6440-001-0308.
6440-001-0321.
6440-001-0814.
6440-001-0890.
6440-001-0945.
6440-002-0001.
6440-003-0001.
6440-011-0042.

6610-001-0890.
6610-003-0001.
6870-101-0814.

6870-101-0925.

6870-101-0959.

6870-103-0001.

6870-111-0001.

Institute of Transportation Studies $980,000
Breast Cancer Research $14,920,000

Support, University of California

Support, University of California

Support, University of California Cigarette and Tobacco Products Surtax Fund,

Research Account $14,253,000

Earthquake Risk Reduction Fund $1,500,000

Oil Spill Response Trust Fund $1,300,000

State Lottery Education Fund $23,612,000
Federal Trust Fund — GEAR UP - $5,000,000
California Breast Cancer Research $927,000
Prior year deferral of expenditures ($55,000,000)
Lease-Revenue Debt Service $138,183,000

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California Payable from State Highway Account for
Earthquake Risk Reduction ($1,000,000)

Support, California State University Federal Trust Fund $41,739,000

Support, University of California Lease-Revenue Debt Service $61,595,000

Local Assistance, California Community Colleges State Lottery Education Fund
$140,922,000

Local Assistance, California Community Colleges California Business Resources
and Assistance Innovation Network Fund $15,000

Local Assistance, California Community Colleges Foster Children and Parent
Training Fund $2,379,000

Local Assistance, California Community Colleges Lease-Revenue Debt Service
$57,381,000

Local Assistance, California Community Colleges CalWORKS, Americorps,
Vocational Education, Foster Parent Training. $0
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Student Academic Qutreach Programs

Wednesday, March 31, 2004
10:00 a.m., Room 4203

Historical Overview of Outreach: Setting the Context

-- Dr. Karl Pister, Director of the Center for Studies in Higher Education,
UC Berkeley.

Outreach Proposal in Governor’s 2004-05 Budget

-- Jeannie Oropeza, Program Budget Manager, Department of Finance

Analysis of the Governor’s 2004-05 Outreach Proposal: Alternatives and Options
--Steve Boilard and Anthony Simbol, Office of the Legislative Analyst

Higher Education Community Response

A. What programs are affected by Governor’s 2004-05 Proposal?

B. What are the goals and outcomes of the various programs?

C. In light of the Governor’s proposal, how are your institutions changing the
way they view outreach and deliver those services?

D. Comment on the LAO proposal to shift responsibility for programs to K-12

schools.
o XXXX, California Community Colleges
e XXXX, California Student Aid Commission
e Allison Jones, XXXXX, California State University
e Winston Doby, Vice President for Educational Outreach,

University of California

Models for Collaboration / Ideas for the Future
-- Dr. Jeannie Oaks, XXXX, University of California, Los Angeles

A. What services do K-12 students need?
B. What is the appropriate role for California’s public postsecondary education
institutions?

Public Comment
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I. INTERSEGMENTAL ISSUES

A. ENROLLMENT GROWTH.

GOVERNOR’S BUDGET PROPOSAL. The Governor’s 2004-05 Budget provides no new
funding to support enrollment growth at the University of California (UC) or California
State University (CSU). At the California Community Colleges (CCC), the Governor’s
Budget provides $121 million to support an approximately 33,000 additional full-time
equivalent students (FTES), or 3 percent growth.

No Action Taken

B. DUAL ADMISSIONS PROGRAM.

GOVERNOR’S BUDGET PROPOSAL. The Governor’s 2004-05 Budget proposes to redirect 10
percent (7,000 FTES) of the incoming freshmen class at UC and CSU to the community
colleges under a new Dual Admissions Program. The Administration proposes establishing
this Dual Admissions program in statute (thus creating a mandate for the CSU and the

Community Colleges). The bill carrying this proposal (Assembly Bill 2833, Plescia) will be
addressed via the policy committee process.

Action: Reject Governor’s proposal to waiver of fees for Dual Admissions
participants. According to DOF, no monetary savings to be scored with this action
due to an oversight in Jan. 10 proposal which neglected to provide General Fund
backfill for these students. (2-1)

II. COMMUNITY COLLEGES

A. OVERVIEW
No Action Taken

B. EQUALIZATION

GOVERNOR’S BUDGET PROPOSAL. The Governor’s January Budget originally proposed to
provide $80 million to address disparities in base apportionment funding among the
Community Colleges districts; this proposal has since been revised to $59.8 million.
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Currently, funding per FTES varies from about $3,541 to $8,192, with the statewide average
being about $3,800. Under the Governor’s proposal, funding would be allocated out to
districts pursuant to legislation (to be addressed through the policy committee process).
Specifically, the Governor’s proposal mirrors the K-12 equalization proposal by striving to
equalize funding for districts up to a level equivalent to the 90™ percentile.

Action: Delete Provision 6 of Item 6870-101-0001; instead have methodology for
dispersing any funds allocated for equalization to occur via statute rather than Budget
Bill Language. (3-0)

Funding for Equalization held open, pending the May Revision.

C. ELIMINATION OF SELECT CATEGORICAL PROGRAMS

GOVERNOR’S BUDGET PROPOSAL. The Governor’s Budget proposes to eliminate funding
for two smaller categorical programs: The Teacher and Reading Development Partnership
Programs ($3.7 million) and the Fund for Instructional Improvement ($312,000); the
Governor then redirects this $4 million in savings to provide funding for approximately
1,900 (1.95 percent) new FTES in noncredit instructional programs. In order to receive
these funds, districts would need to enroll additional noncredit students (as opposed to
increasing the rate per student).

Action: Approve elimination of Teacher and Reading Development Partnership
Program and Fund for Instructional Improvement for General Fund (P-98) savings of
$4 million. (3-0)

Redirection of funds for noncredit enrollment growth is held open, pending the May
Revision.

D. CATEGORICAL PROGRAM CONSOLIDATION

Action: Approve the movement of the Partnership for Excellence funding into the base
Apportionments budget. Further discussion regarding the establishment of a set of
outcomes and/or accountability criteria is pending. (3-0)

Remainder of proposal to consolidate (1) matriculation; (2) part-time faculty
programs; and (3) TTIP remain open.

No action was taken to consolidate other categorical programs or to “collapse” Budget
Act schedules.
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IHI. COMMUNITY COLLEGES CHANCELLOR’S OFFICE

GOVERNOR’S BUDGET PROPOSAL. The Governor’s January Budget proposes to retain the
revised current-year funding level for the Community Colleges Chancellor’s Office.
Specifically, the Governor proposes a total of 144.2 Personal Years and $16.8 million ($8.6
million General Fund) to support the Chancellor’s Office operations for 2004-05. The bulk
of the reductions to the Chancellor’s Office occurred within the last two years when support
was reduced by approximately 50 PYs and over $2.3 million General Fund (from $10.9
million General Fund to $8.6 million). These reductions resulted in employee layoffs and a
substantial reduction in services.

Action: Approve Chancellor’s Office “as budgeted” with one-time augmentation of
$300,000 per above-noted request. (3-0)

March 22, 2004 Page 4



Budget and Fiscal Review Subcommittee No. 1

Education

Proposed Consent (Approved 3-0)

Staff recommends that the following items be Approved as Budgeted.

6440-001-0046.
6440-001-0007.
6440-001-0234.

6440-001-0308.
6440-001-0321.
6440-001-0814.
6440-001-0890.
6440-001-0945.
6440-002-0001.
6440-003-0001.
6440-011-0042.

6610-001-0890.
6610-003-0001.
6870-101-0814.

6870-101-0925.

6870-101-0959.

6870-103-0001.

6870-111-0001.

Institute of Transportation Studies $980,000
Breast Cancer Research $14,920,000

Support, University of California

Support, University of California

Support, University of California Cigarette and Tobacco Products Surtax Fund,

Research Account $14,253,000

Earthquake Risk Reduction Fund $1,500,000

Oil Spill Response Trust Fund $1,300,000

State Lottery Education Fund $23,612,000
Federal Trust Fund — GEAR UP - $5,000,000
California Breast Cancer Research $927,000
Prior year deferral of expenditures ($55,000,000)
Lease-Revenue Debt Service $138,183,000

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California

Support, University of California Payable from State Highway Account for
Earthquake Risk Reduction ($1,000,000)

Support, California State University Federal Trust Fund $41,739,000

Support, University of California Lease-Revenue Debt Service $61,595,000

Local Assistance, California Community Colleges State Lottery Education Fund
$140,922,000

Local Assistance, California Community Colleges California Business Resources
and Assistance Innovation Network Fund $15,000

Local Assistance, California Community Colleges Foster Children and Parent
Training Fund $2,379,000

Local Assistance, California Community Colleges Lease-Revenue Debt Service
$57,381,000

Local Assistance, California Community Colleges CalWORKS, Americorps,
Vocational Education, Foster Parent Training. $0
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e Overview of Governor’s 2004-05 Education Budget
Secretary for Education, Richard Riordan

e Overview of K-12 Education Categorical Programs
California State Auditor’s Office

K-12 Education: Local Assistance (6110)

I. Governor’s Proposed Categorical Funding & Policy Reforms:

Background:

The Auditor General’s recently published report on categorical programs
identified 113 education categorical programs -- 92 state programs and 21 federal
programs — in 2001-02." Total funding for these programs was estimated at nearly
$17 billion for that fiscal year. [See Appendix A for a list of categorical programs
from the Auditor General’s report. ]

The Auditor General’s report makes a number of findings and recommendations
about categorical programs in California, including recommendations to the
Legislature for considering categorical reform proposals. Specifically, the Auditor
General recommends the Legislature do the following when considering
categorical block grant proposals:

e Ensure that proposals contain accountability provisions that include a focus
toward program results and outcomes.

e Ensure that proposals contain allocation methods that reflect the recipients'
need, ability to contribute to program costs, and cost of providing services.

e Determine whether categorical programs involving federal funds are
appropriate candidates for consolidation into block grants.

e Consider whether state constitutional principles or court decisions affect
proposed changes to categorical programs.

! California Department of Education: The Extensive Number and Breadth of Categorical Programs Challenges the
State’s Ability to Reform and Oversee Them. State Auditor General, Bureau of State Audits, November 2003.
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Recent Legislation:

In 2003, SB 525 (Karnette) proposes to consolidate three school safety programs
into a school safety and violence prevention block grant and to consolidate five
supplemental instruction programs into a supplemental instruction block grant. In
addition, SB 525 states intent to consolidate 12 staff development programs into a
teacher preparation and staff development block grant. This bill is currently being
held in the Assembly Appropriations Committee.

AB 1650 (Simitian), also introduced in 2003, proposes consolidation of most state
funded staff development programs into a single professional development block
grant — the Teacher Support and Development (TSD) Block Grant. Funding from
all of these programs would be merged in the block grant and allocated by the
Superintendent of Public Instruction based on rates for different types of teachers,
e.g. teachers with emergency permits or credential waivers, teachers interns, new
teachers, etc. LEAs would have to comply with specific standards for quality
professional development programs in order to qualify for block grant funds. The
State Department of Education would be required to conduct an evaluation of the
TSD Block Grant, in order to assess improvements in teacher quality and student
achievement, and report its finding to the Legislature. This bill is currently in the
Senate Education Committee.

SB 1510 (Alpert), introduced this year, proposes to (1) consolidate three revenue
limit “add-on” programs within base revenue limits and (2) consolidate more than
25 categorical programs into eight categorical block grants. These new categorical
block grants would be grouped by the following subject areas: pupil retention,
school safety , teacher credentialing, professional development, a new targeted
instructional improvement grant, Economic Impact Aid, and instructional
materials. The statutes for many of the categorical programs would become
inoperative effective July 1, 2005. This measure reflects a number of LAO
recommendations and proposals tied to the 2004-05 budget and other recent
budgets.

2003-04 Budget Proposals:

In 2003-04, Governor Davis initially proposed to consolidate $5.1 billion for

approximately 64 education categorical programs into a single K-12 Instructional
Improvement Block Grant. The Governor’s proposal would have repealed nearly
all program statutes and regulations governing the 64 programs in the block grant.
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As a part of this proposal, the Governor proposed across-the-board reductions that
would have had the effect of reducing education programs by approximately $1.6
billion in 2003-04, or 12 percent overall.

In response to Governor Davis’s proposal last year, the LAO developed an
alternative categorical block grant program to consolidate 62 categorical programs
into five block grant programs, as summarized below.

LAO Proposed Block Grants

o Academic Improvement Block Grant ($2.8 Billion). Combines 22 programs that support
staff development, instructional or curricular support, or class size reduction. Funds would
be available for wide range of general school improvement activities.

o Compensatory and Alternative Education Block Grant ($1.8 Billion). Combines 19
programs that fund supplemental services for low-performing students or alternative
education settings. Funds could only be spent on these two purposes.

o Core Services Block Grant ($1.4 Billion). Consolidates 12 programs that support basic
district and classroom costs, including instructional materials and deferred maintenance.
Funds would support any of the services currently allowed under existing programs.

o Vocational Education Block Grant ($335 Million). Merges 5 vocational education
programs that could be used for career counseling, vocational instruction, and vocational
components of integrated academic and vocational programs.

e Regional Support Block Grant ($31 Million). Consolidates 6 existing county office
administered programs that provide technical assistance or coordination of services. Funds
would support regional support services as needed by local districts.

A.  Governor’s Major Categorical Consolidation and Shift Proposal

Governor Schwarzenegger proposes to eliminate separate funding for 22
categorical education programs (listed below) and shift $2 billion in funding for
those programs into revenue limits in 2004-05. Funds shifted into revenue limits
would be available to school districts, county offices of education and charter
schools for general purposes, but could also be used to continue funding for
specific, categorical program purposes if desired.

Local education agencies (LEAs) would receive the same level of overall funding

in 2004-05 — specifically 2003-04 funding plus growth and COLAs -- as they
would have received under separate categorical program allocations. In the future,
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LEAs would receive statutory growth and COLA funding applied to revenue
limits.

Under the Governor’s proposal, the $2 billion in categorical funds would be shifted
into a new revenue limit “add-on” program, not into “base” revenue limits. Base
revenue limits total $27.8 million in the current year. In addition to base revenue
limits, there are currently eight separate revenue limit add-on programs and one
other revenue limit program for Necessary Small Schools that account for roughly
$2 billion in state and local funding. [See Appendix B for List of Revenue Limit
Programs.] Since funding for revenue limit add-on programs is not counted as a
base revenue limit, these new funds would not affect revenue limit equalization
calculations.

In creating a new revenue limit add-on program, the Administration proposes to
eliminate separate funding for 22 categorical programs in the budget. In addition,
the Governor also proposes to eliminate the specific funding requirements for these
programs in statute. The Governor does not propose to eliminate the statutes
authorizing these programs as a part of consolidation in order to allow local
education agencies to continue programs through revenue limit funding.

Programs Governor Proposes to Transfer to Revenue Limit — 2004-05
(Dollars in Millions)

Program Amount Program Amount
Home to School Transportation $519.6  Tenth Grade Counseling $11.4
School Improvement 396.1 Specialized Secondary Program Grants 5.1
Staff Development Day Buyout 235.7  School Library Materials 4.2
Targeted Instructional Improvement Grant 205.1 * International Baccalaureate 1.1
Instructional Materials Block Grant 175.0  Intersegmental Staff Development 2.0
Supplemental Grants 161.7  Bilingual Teacher Training 1.8
Beginning Teacher Support & Assessment 87.5  AtRisk Youth 0.6
Year Round Schools 84.1  Civic Education 0.3
English Language Acquisition Program 53.2  Pupil Residency Verification 0.2
Mathematics & Reading Professional Development 31.7  Teacher Dismissal Apportionment 0.0
Peer Assistance and Review 259 Total $2,024.4
Dropout Prevention 21.9

* Only includes the voluntary desegregation funding and not court ordered funding.

The Governor utilizes several general criteria in selecting programs for inclusion
on the list of programs to be shifted. Generally, programs were selected if:
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(1) funding allocations to districts have been stable historically;
(2) most districts participate in the program;

(3) funds are not targeted for special needs students; and

(4) there are few legal restrictions on the use of funds.

Budget Trailer Bill on Categorical Consolidation/Shift --AB 2824 (Runner):

The Administration is sponsoring AB 2824 (Runner), which contains various
statutory provisions tied to the consolidation and shift of 22 categorical programs
into the revenue limit program. The bill also includes other education policy
initiatives that the Administration deems to be related to its categorical program
proposals in the budget. Specifically, this bill:

e Makes the funding provisions of 22 categorical programs inoperative in 2004-
05 and allocates funding for those programs as general purpose funding to
school districts, county offices of education, and charter schools based on what
the LEAs receive from each program in 2003-04.

e Requires school districts to distribute their annual budget and summary to the
local news media and public, and publicize the process for seeking budget
input from the community, school site leaders, parents and teachers.

e Requires school districts and county offices to annually prepare and publicize a
summary of how it will allocate its general purpose funds and to hold hearings
on this topic.

e Requires the California Department of Education (CDE), in consultation with
the State Board of Education, to classify the performance of school districts
according to their API (Academic Performance Index) scores or growth, and
establishes an intervention and sanction program to improve district
performance.

Budget Control Section 12.70 — Categorical Reform:

Budget Control Section 12.70 is a new control section specifically tied to
implementation of the Governor’s categorical program shift proposal. Provisions
of this control section specify that upon enactment of the Budget Act of 2004, the
categorical appropriations for 22 specified categorical programs shall be allocated
by the Superintendent of Public Instruction to school districts and county offices as
general purpose apportionments, rather than as categorical allocations, in the
amounts that would have otherwise been received for these programs.
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This control section further specifies that upon enactment of enabling legislation,
funds allocated as general purpose funds pursuant to this section will be allocated
to LEAs in addition to base revenue limits.

B. LAO Recommendations/Alternatives — General

The LAO generally supports the Governor’s proposal to consolidate $2 billion in
existing categorical funds for 22 programs into revenue limits, but proposes a
number of modifications designed to improve the Governor’s proposal.

The LAO believes that the Governor’s categorical consolidation proposal provides
a number of benefits that would (1) increase district fiscal and program flexibility;
(2) provide administrative savings to districts; (3) focus district activities on
outcomes, not program compliance; and (4) clarify state/local relationships.

The LAO has also identified a number of concerns with the Governor’s proposal.
These concerns include:

» Selection Criteria. LAO suggests a two-pronged criteria for selecting programs
that would be appropriate to consolidate in revenue limits:

e First, is local accountability sufficient to assure that districts won’t underinvest
in the program? For example, can meaningful participation of parents, teachers
and principals hold districts accountable for providing appropriate services to
students and schools or are state and federal accountability requirements
sufficient to provide these assurances?

e Second, is the district need for funds measured appropriately by general student
attendance? By moving categorical funds into revenue limits, districts will no
longer receive any growth funding based upon special populations of students,
and instead will receive growth funding based upon changes in general student
attendance. For example, will continuing declines in K-12 student growth
(rates and numbers) for some districts reflect similar declines in the population
of special needs students?

» Transition Issues: The LAO has identified two transition issues that could
undermine the goals of the Governor’s consolidation-shift program in the short-
term.
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e First, the LAO is concerned that the Governor’s proposal could trigger
collective bargaining provisions in district contracts that may obligate new
funds shifted into revenue limits to employee salary increases. While these new
funds could be used for general purposes, the LAO is concerned that the
automatic provisions of existing district bargaining agreements — or possibly
provisions built into future agreements — would limit true flexibility for school
districts.

e Second, the LAO is concerned about whether school districts could build
additional flexibility into their school budget, program planning and
accountability systems in any meaningful way in 2004-05 — the first year of the
new revenue limit program. Given the parameters of the budget process, the
LAO believes school districts will not be able to properly implement
consolidation and develop the necessary accountability provisions in their
programs and budgets.

» State Information Role is Missing: The LAO believes the Governor’s
categorical consolidation proposal lacks an important data component that
would assist school districts in using general purpose funds effectively.

» Accountability Through Community Involvement: The LAO believes that
meaningful community involvement of parents, teachers and principals in the
district budgeting process is essential to assuring district accountability as a part
of the Governor’s s consolidation-shift proposal. The LAO was concerned
about the lack of details for these provisions in the Governor’s proposal when
they published their 2004-05 budget analysis. Two budget trailer bills
sponsored by the Administration have been introduced since then -- AB 2824
(Runner) and AB 2756 (Daucher). The LAO will update their comments on
community involvement and district accountability concerns at this hearing.

Utilizing the selection criteria above, the LAO recommends adding three programs
and deleting seven programs from the Governor’s consolidation proposal that
would have the effect of shifting $3.8 billion for 18 categorical programs into
revenue limits — almost double the level of funding proposed by the Governor.
These modifications include:

e Addition of Class Size Reduction Funds ($1.8 billion). -- The LAO would
include $ 1.7 billion in funds for K-3 Class Size Reduction (CSR) and $110.2
million for 9™ Grade Class Size Reduction to the Governor’s proposal. The
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LAO believes that given the visibility and popularity of CSR programs to
parents and teachers, school districts would have very little incentive to
underinvest in these programs. The LAO believes that including CSR programs
in the revenue limit would give districts greater flexibility with regards to the
20:1 student-teacher cap, which may reduce costs and make it easier for
districts to maintain the programs.

e Addition of Deferred Maintenance ($250 million) — This program provides
funds for major, scheduled repair or replacement projects, separate from
ongoing, routine maintenance. School districts match state funds under this
program and districts count their local funds toward meeting the three percent
major maintenance requirement in state bond acts. The LAO is not supportive
of this categorical program as they feel it creates incentives for school districts
to underinvest in major maintenance programs._

e Deletion of Funds for Special Needs Students ($258.3 million) — The LAO
recommends that funding included for the English Language Acquisition
Program (ELAP) program ($53.2 million) be removed from the Governor’s
proposal. The ELAP program provides instructional support and coordination
services for English learner students in grades 4-8. The LAO believes that local
accountability for these students is insufficient and therefore these funds should
be protected. The LAO also recommends that the voluntary desegregation
funds for the Targeted Instructional Improvement Grant (T1IG) program
($205.1 million) be removed from the Governor’s proposal. (The Governor’s
proposal already excludes TIIG funds for court-ordered desegregation.)
Alternatively, the LAO recommends that TIIG funds for instructional services
be transferred into the Economic Impact Aid (EIA) formula and remaining
funds for other “district” services be transferred into revenue limits. [Note:
Economic Impact Aid will be heard at the Subcommittee’s April 26™ hearing.]

e Deletion of Professional Development Funds ($384.6 million) -- The
Governor’s consolidation-shift proposal would eliminate categorical funding for
six professional development programs. The LAO believes there is insufficient
local accountability for professional development programs and distributional
problems with the Beginning Teacher Support and Assistance (BTSA) program
that violate criteria for consolidating programs. Given the importance of
teachers in improving student achievement and given the pressure for California
to meet the state’s definition of highly qualified teacher by 2005-06, the LAO
does not believe that this is a good time to shift separate funding for
professional development programs into revenue limits. However, the LAO
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does support greater flexibility for professional development programs and
makes specific recommendations (see discussion in section below) for
consolidating these programs into a Teacher Quality Block Grant.

In response to concerns about transition issues, the LAO makes two additional
recommendations intended to limit school district discretion over the use of funds
during initial implementation of the Governor’s proposal:

e Require districts to use funds consolidated as a revenue limit add-on program as
if the categorical programs were in place for 2004-05. The LAO points out that
districts can utilize the Mega-Item flexibility contained in Budget Control
Section 12.40 to move funds among categorical programs.

e Prohibit school districts from spending funds from the new revenue limit
program for district-wide salary increases for the first two years of the program.

Additionally, to address concerns about the lack of data to assist school districts in
using general purpose funds effectively, the LAO also recommends that the
Legislature appropriate $500,000 in federal Title VI funds to develop a strategic
plan for meeting school district data needs on effective programs.

C. LAO Alternative -- Teacher Quality Block Grant

The 2003-04 budget provides over $423.4 million in state funding for 11
professional development and support programs for teachers. Most of these
programs are administered by CDE, but some programs are administered by the
Commission on Teacher Credentialing.

In recent years, the number professional development programs for teachers and
other school site staff, as well as the funding for these programs, has declined

substantially. The 2001-02 Budget Act included more than $800 million for
teacher quality programs — nearly double the level in the current year budget.

While not the result of a specific reform package on professional development,
several of the Governor’s 2004-05 budget proposals have a significant effect on
professional development and support programs for teachers. As indicated by the
table below, the net effect of the Governor’s 2004-05 budget proposals on teacher
development and support programs is to: (1) shift $384.6 million in funding for

10
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seven programs into revenue limits; (2) retain $38.8 million in funding for three
small programs; and (3) eliminate $8.0 million in funding for one program — the
Pre-Intern Program.

Governor's Budget Proposals
For Teacher Quality Programs

200405 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 & Reading Professional Development 31.7
Peer Assistance and Review 25.9

Subtotal $384.6

Retained as Separate Categorical Programs

National Board Certification Incentives $7.3
Intern Program ** 249
Paraprofessional Teacher Training Program** 6.6

Subtotal $38.8

Programs Eliminated

Pre-Internship Program* * ($8.0)
Subtotal ($8.0)
Total, All Programs $423.4

* Refers to two programs — College Readiness and Comprehensive Teacher Institutes.
** Administered by the Commission on Teacher Credentialing.

The LAO has strong concerns with the Governor’s proposals as they relate to
teacher development and support given (1) the importance of teacher quality in
improving student learning and (2) the new requirements for teacher quality under
the federal No Child Left Behind Act (NCLB).

According to the LAO, the proposal to shift most state funding for teacher-related
professional development and support programs into revenue limits would remove
incentives for districts to invest in these programs and “would dismantle our state’s
teacher quality efforts” in meeting the definition of highly qualified teacher under

11
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NCLB. Under this definition, all teachers in California must be highly qualified in
the core subjects they teach by the end of the 2005-06 school year.

The LAO is also concerned about the confusing array of programs that have
overlapping objectives, are poorly coordinated, and are not effective in directing
funds to the teachers with the greatest needs.

In response to these concerns, the LAO recommends that professional development
and support programs for teachers be consolidated into a Teacher Quality Block
Grant, instead of shifting most funding into revenue limits as proposed by the
Governor. This new block grant would:

e Consolidate ten of eleven existing programs, with total funding of $423.4
million, into a single block grant administered by CDE;

e Allocate funds to LEAs through the consolidated application process based
upon the number of new teachers;

e Provide school districts with broad discretion in utilizing block grant funds to
meet teacher needs; and

¢ Eliminate funding for the Pre-Intern Program in 2004-05, as proposed by the
Governor, since pre-interns do not meet the definition of highly qualified
teachers under NCLB.

As a condition of receiving block grant funds, the LAO recommends that the
Legislature require LEAs to provide specific teacher outcome data. In so doing,
the LAO further recommends that the Legislature develop a comprehensive teacher
information system that includes: (1) establishment of an Instructional
Performance Index that measures new teacher quality, teacher retention,
professional development, and instructional improvement outcomes; and (2)
development of a comprehensive teacher information system — that could be tied to
student level data systems currently underway -- to monitor the effectiveness of
programs.

II.  Governor’s Categorical Program Consolidations:

A. School Safety (6110-109-0001, 6110-226-0001, 6110-228-0001)

The Governor proposes to consolidate nearly $100 million for seven separate
school safety programs currently contained in three budget act items into three
programs within a single budget item in 2004-05. As indicated by the table below,
the Governor proposes to (1) maintain separate funding for the School Safety and

12
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Violence Prevention Block Grant program ($82.1 million) and the School Safety
Plans for New Schools Program ($3.0 million), and (2) consolidate funding for five
competitive school safety programs into a new School Safety Competitive Grant

program ($14.6 million).

Governor's School Safety

Competitive Grant Consolidation
(In Millions)

Included Programs

Proposed
2004-05

Total, All Programs $99.7

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
Total $14.6

Excluded Programs

School Safety and Violence Prevention Grant Program $82.1

School Safety Plans for New Schools Program 3.0
Total $85.1

The Governor’s budget proposal does not change the level of funding for school

safety programs overall.

The LAO supports consolidation of school safety programs, but recommends an

alternative proposal that merges funding for seven existing programs and ten
school safety mandates into a single School Safety Block Grant, with the following

three components:

e Per Pupil Formula Grant Based on Grades 8-12 Enrollments ($112.4 m).
This formula combines $82.1 million in existing funding from the School
Safety and Violence Prevention Block Grants program and adds $30.3 million
in new funding in 2004-05 to cover ten school safety-related state mandates.
Funds would be provided to schools on the basis of student enrollments in grade

8-12.
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e High Risk Schools Formula Grant Based on Student Expulsions ($14.6 m).
This formula would target 20 percent of the schools with the highest safety
needs. LAO recommends using mandatory student expulsion data as an
indicator of need for this formula. Funds would be distributed to schools on a
per pupil basis.

o Safety Plans for New Schools Grants ($1.0 m). This component retains
separate funding for the School Safety Plans for New Schools Program, but
reduces funding by $2 million — from $3.0 million to $1.0 million -- to reflect
the actual demand for the program in 2004-05. CDE has had excess funding for
this program in recent years, i.e. funding beyond that needed to cover grants for
all new schools. In 2002-03, CDE reverted approximately $2 million for the
program.

The LAO’s alternative school safety program would cost $128.0 million in 2004-
05, as summarized by the table below. This is $28.3 million more than the
Governor’s proposal, which does not provide (actually defers) funding for school
safety mandates and other education mandates in 2004-05.

LAO School Safety Alternative 2004-05

(In Millions)
Per Pupil Formula Grants: $112.4
School Safety and Violence Prevention Grants (Existing) 82.1
School Safety Related State Mandates (Previously Unfunded) 30.3
High Risk Formula Grants: $14.6
Gang Risk Intervention 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
Safety Plans for New Schools Grants: $1.0
Total, All Programs $128.0

In addition to the recommendations contained in their alternative school safety
proposal, the LAO further recommends that the Legislature revert $1.6 million in
2003-04 funds for three competitive grant programs that CDE does not plan to
allocate in the current year. These programs include: School Community
Violence Prevention, Partnership MiniGrants/Safe School Planning, and Conflict
Resolution. Due to reduced staffing and the demands of administering these

14
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programs, CDE did not administer these grant programs last year and does not plan
to administer them this year either.

B. Charter Schools. (6110-211-0001 & 6110-128-0001)

Background:

Charter School Funding Model. The 1999 Budget Act Omnibus Education
Trailer Bill, Chapter 78, Statutes of 1999 (AB 1115/Strom-Martin), adopted the
Charter School Direct Funding Model that provides charter schools with operational
funding that is equal to the total funding that would be available to a similar school
district servicing a similar pupil population. The Model provides funding to charter
schools through:

Revenue Limit Funding: Equal to the state average revenue limit as
determined by type (elementary, unified, high school) and distributed through a
continuous appropriation.

Categorical Program Block Grant Funding: Provides direct funding to
charter schools on a per pupil basis equivalent to what a school district receives
for the average student from approximately 28 categorical programs included in
the block grant.

Separate Categorical Program Funding. Charter schools must apply directly
for approximately 31 other categorical programs and must adhere to all laws
governing those programs. These programs include K-3 class size reduction,
staff development buyout, child care and after-school programs, supplemental
instruction, home-to-school transportation, instructional materials, student
assessment, school accountability programs, special education and other state
programs.

Approximately 34 categorical programs are excluded from the categorical block
grant; of these, charter schools are prohibited from applying for three of these
programs — adult education, adults in correctional facilities, and county office
fiscal oversight.

15

April 12, 2004



Budget and Fiscal Review Subcommittee No. 1 Education

Budget Issues:

The Governor’s 2004-05 budget proposes major changes to the charter school
funding model. Specifically, the Governor proposes to:

¢ Eliminate the charter school block grant and shift $21.9 million in funding that
would otherwise be available for 28 categorical programs into charter school
revenue limits.

e Direct an additional $24.5 million to charter school revenue limits in addition to
the $2 billion in funding shifted from 22 categorical programs into revenue
limits.

e Shift $14.5 million from the Economic Impact Aid portion of the Charter
School Block Grant to the Economic Impact Aid budget item where it will be
set aside for charter schools.

Together these proposals would provide a net increase for charter schools of $24.5
million.

The LAO supports reforms to the charter school funding model, but recommends
a different approach than proposed by the Governor in 2004-05. Specifically, the
LAO recommends:

» Revenue Limits: Shift funding for 17 categorical programs into revenue limits
for charter schools, consistent with LAO’s recommendation to shift funding for
17 categorical funding into revenue limits for traditional public schools. Make
the per pupil funding rate to charter schools consistent with the per pupil
funding rate for traditional public schools.

» Charter School Block Grant: Retain the block grant, rather than eliminating
it as proposed by the Governor, and expand it to include other categorical
programs excluded from the block grant through two subgrants:

e Base Grant. Consolidate 21 categorical programs in the base block grant
and provide funding to schools based on the average per pupil funding rate
for programs. This includes 15 existing programs (those existing programs
remaining after shifting 17 programs to revenue limits) and 6 additional

16
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programs previously excluded from the block grant — after school programs,
core supplemental instruction, intern program, paraprofessional program,
principal training, and ROP/Cs.

o Supplemental Disadvantaged Student Grant. Consolidate nine programs
that target disadvantaged students provide funding to schools based on the
average per pupil funding rate for programs. These programs include
Economic Impact Aid, which is already a part of the block grant, and eight
other programs previously excluded from the block grant — CalSafe, English
Language Learners Student Assistance, Gang Risk Intervention, Mandatory
Supplemental Instruction, Remedial Supplemental Instruction, National
Board Certification, Public School Accountability programs, and TIIG.

In addition, the LAO recommends amending charter school law — specifically
Education Code Section 47634(b) -- to specify in statutes all of the categorical
programs excluded in the charter school block grant. The LAO cites ongoing
confusion about these programs as a basis for this recommendation.

C. American Indian Education Programs (6110-151-0001 & 6110-131-0001)

Existing law establishes two grant programs serving American Indian pupils.
The American Indian Early Childhood Education Program provides three year
competitive grants directed to improving reading and math competence for
American Indian pupils pre-Kindergarten through grade 4. The American Indian
Education Centers program funds educational resource centers for American
Indian pupils, families and schools.

The Governor proposes to consolidate the appropriations for these two grant
programs into a single budget item in 2004-05. Specifically, the Governor
proposes to move funds for the American Indian Early Childhood Education

Program into the budget item for the American Indian Education Centers program
(6110-151-0001).

The Governor’s proposal maintains separate appropriations for each of these
programs within this budget item and maintains funding at 2003-04 levels --
$552,000 for American Indian Early Childhood Education Program and
$3,778,000 for American Indian Education Centers.

The LAO has no objection to this recommendation.
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III. Governor’s Categorical Program Reductions:

In addition to the Governor’s proposals to consolidate and/or shift funding for
categorical programs, the Governor also proposes to eliminate funding for some
categorical programs.

Specifically, the Governor proposes to end funding for seven small categorical
programs for a total savings of $32.6 million in 2004-05. These programs are
detailed in the table below.

Program/Item Program Description Dollars in
Millions
A. Pre-Internship Program | Provides formal support and assistance to teachers who do not $8.0
(6360-101-0001) meet the subject matter competency requirement for a teaching

credential in order to qualify as a Teacher Intern. The program
is administered by the Commission on Teacher Credentialing.

[Note: Pre-Intern Teachers do not meet the definition of Highly
Qualified Teacher under NCLB, which becomes effective at the

Ed. Code 44305) end of 2005-06.]
B. Charter Schools Facilities | Provides funds to charter schools in low-income areas to offset $7.7
facilities rental and leasing costs.
Grant
(6610-102-0001) [Note: State bond programs now require school districts to

provides charter schools with sufficient Ed. Code states
Legislative intent that funds be appropriated through 2003-04.]
(Ed. Code 47614.5)

C. Local Arts Education Provides competitive grants to LEAs to support arts education. $6.0
Partnerships
(6110-177-0001)

(Ed. Code 8810-8820)

D. Academic Improvement Provides competitive grants to LEAs, which are part of regional $5.0
partnerships with IHEs, to provide academic assistance and
and Acheivement services to pupils to prepare them for admission to California
(6110-243-0001) State University and University of California.  [Note: The

program is due to sunset July 1, 2005.]
(Ed. Code 11020-11024)

E. Early Intervention for Provides competitive grants to LEAs to support best practice $2.2
School Success models of assessment and early educational intervention for
(6110-163-0001) pupils pre-kindergarten through grade 2. The program is

administered by the Orange County Office of Education.
(Ed. Code 54685 — 54686.2) | [Note: This program is due to sunset July 1, 2004.]

F. Healthy Start Provides competitive grants to support health, mental health, $2.0
(6110-200-0001) social, and other services located at or near school sites.
(Ed. Code 8800-8807)

G. School-to-Career Provides grants to LEAs to support local school-to-career $1.7
(6110-164-0001) partnerships.

[Note: Administration of this program was shifted from the
(Ed. Code 53080-53084) Office of the Secretary for Education to CDE in 2003-04.]
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According to the Administration, three of these programs are due to sunset soon--
Academic Improvement and Achievement, Charter Schools Facilities Grant, and
Early Intervention for School Success. Three other small programs would be
suspended to create general fund savings— Healthy Start, School-to-Career, and
Local Arts Education Partnerships.

In addition, the Administration recommends elimination of the Pre-Internship
Program, administered by the Commission on Teacher Credentialing, since teacher
pre-interns do not satisfy the definition of highly qualified teachers under the
federal No Child Left Behind Act.

The LLAO supports the elimination of these seven categorical programs, as
proposed by the Governor. The LAO notes that school districts can still utilize pre-
interns until the end of 2005-06 when states must fully comply with the
requirements for highly qualified teacher under of NCLB.

Budget Trailer Bill Language: The Administration has proposed language to
repeal the Pre-Internship Program, but has not proposed trailer bill language to
eliminate three other programs that are not due to sunset.

IV. Proposed Budget Flexibility LLanguage

A. Update on Flexibility Language in 2003-04 Budget

The 2003-04 Budget Act reduced funding for a number of education programs,
most notably revenue limits, which incurred a 1.2 percent reduction totaling $350
million. In addition, while revenue limits and special education programs received
growth funding, no other education programs received growth funding.
Additionally, no education programs, including revenue limits and special
education, received COLAs in 2003-04.

Budget trailer bill language contained in AB 1754 (Chapter 227; Statutes of 2003)
provides K-12 local education agencies (LEAs) with additional, limited-term
flexibility in accessing education reserves and restricted funds, and permits LEAs
to use these funds to mitigate revenue limit reductions in 2003-04. These three
provisions:

e Reduce the standards for minimum reserves for economic uncertainty for
school districts to half of their required levels as of May 1, 2003, thereby
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lowering the reserve requirement to a range of .5 to 2.5 percent effective in
2003-04 and 2004-05.

e Reduce school district maintenance reserves from 3 to 2 percent in 2003-04.

e Permit LEAs to access the 2002-03 ending balances for categorical programs —
excluding Economic Impact Aid, Special Education, Targeted Instructional
Improvement Grants, Instructional Materials, and Public School Accountability
Act programs and deferred funding from 2001-02 to 2003-04 — in order to
provide local budgeting flexibility in 2003-04.

The California Department of Education has interpreted the flexibility contained in
AB 1754 for accessing ending balances very broadly. In a letter to LEAs dated
November 12, 2003, the department states that “LEAs’ budget flexibility is not
limited to the amount of revenue limit reductions that were incurred for 2003-04.”
[See Appendix C for CDE Letter on 2003-04 Budget Flexibility Provisions.]

AB 1754 requires LEAs to report ending balance transfers — programs and
amounts — to the Superintendent of Public Instruction. The Superintendent of
Public Instruction must report this information to the Joint Legislative Budget
Committee in a timely manner.

B. Budget Control Section 12.40 — Mega-Item Flexibility
Background:

The mega-item was developed in the early 1990’s as a means of protecting
categorical programs from vetoes. From 1992-93 through 1998-99 funding for
more than 30 major categorical programs was appropriated through a single budget
act item — referred to as the mega-item — instead of through separate budget items
as is currently the case.

To accompany this mega-item structure, budget language in each of these years
gave LEAs the authority to transfer funds among categorical programs in the
mega-item. These flexibility provisions specified that up to 15 percent of funds
could be transferred “out-of”” any of these categorical programs and up to 20
percent could be transferred “into” any of these categorical programs.

In 1999-2000, the mega-item was eliminated and separate budget items were re-
established for each categorical program. At the same time, Control Section 12.40
was added to the budget to retain the flexibility provisions developed with the
mega-item, although the transfer limits were increased to allow transfer of up to 20
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percent of funding out of any program and to transfer up to 25 percent into a
program in the mega-item. Within this structure, categorical programs could not
lose more than 20 percent or gain more than 25 percent in funding.

As a condition of receiving funding, LEAs are required to report annually to the
Department of Education on any amounts shifted between categorical programs
pursuant to this section. These reports are due by October 8" following the fiscal
year they cover. CDE in turn is required to transmit these reports to the Legislature
and Department of Finance by February 1% following the fiscal year they cover.

The latest report available from CDE was published in August 2002 and covers the
2000-01 fiscal year. A total of 115 LEAs (114 school districts and one county
office of education) reported transfers during this fiscal year. These LEAs
comprise approximately 10.5 percent of LEAs statewide. LEAs report utilizing
transfers into and out of 26 of the 34 programs eligible for flexibility transfers
during 2001-02.

In summary, a total of 11 programs reported net transfers into their programs. Two
of these programs — court ordered desegregation and pupil transportation —
respectively reported 45 percent and 38 percent of the net transfers “in”. Fifteen
programs reported net transfers out. Of these, three programs — Economic Impact
Aid, School Improvement and Year Round Education Grants — each comprised
approximately 25 percent of the net transfers “out”.

Budget Issues:

Beginning in 1999-2000, Budget Control Section 12.40 allowed LEAs to transfer
up to 20 percent of funding out of any program and to transfer up to 25 percent into
a program in the mega-item. The 2003-04 budget reduced the level of the mega-
item flexibility to 10 percent “out” and 15 percent “in” due to the fact that LEAs
were given significant, limited-term flexibility provisions in the current year
budget.

The Governor’s 2004-05 budget, continues provisions of Control Section 12.40 at
the 2003-04 levels — 10 percent “in” and 15 percent “out”. Still referred to as
mega-item flexibility, the control section lists only nine different categorical
program items -- down from the 20 included in 2003-04. Control Section 12.40
excludes eleven categorical programs that the Governor proposes to consolidate
and shift into revenue limits in 2004-05.
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The Administration, through an April Finance Letter, proposes to change the
reporting date -- from October 8" to 15"~ for LEAs to report fund shifts pursuant
to Budget Control Section 12.40. This change is sought to conform to LEA
timelines for reporting year-end fiscal data to CDE.

V. Financial Status of School Districts
Presentation by Tom Henry, CEO Fiscal Crisis & Management
Assistance Team (FCMAT)

Background:

Current law requires school districts and county offices of education (LEAs) to file
two interim reports annually on their financial status. The first interim report must
be completed by LEAs by December 15" and covers the period ending October
31*; the second interim report must be completed by March 17" and covers the
period ending January 31%.

As a part of these reports, LEAs must certify whether they are able to meet their
financial obligations. The certifications are classified as positive, qualified, or
negative.

A positive certification indicates that a LEA will meet its financial obligations for
the current and two subsequent fiscal years; whereas a qualified certification
indicates a LEA may not meet its financial obligations during this period. Under a
negative certification, LEAs are unable to meet their financial obligations in the
current year or in the subsequent fiscal year.

County superintendent of schools are required to review the validity of school
district certifications and, may reclassify a district certification. The
Superintendent of Public Instruction may reclassify any county office of education
or school district certification that has been appealed. County Superintendents are
required to report certifications for their school districts to the Superintendent of
Public Instruction and the State Controller.

First interim reports are due to these state officials by January 15™ of each year;
second interim reports are due by April 15™.

According to the First Interim Report for 2003-04 — the most recent report
available — there are currently seven school districts with negative certifications
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and 50 school districts with qualified certifications. As indicated by the table
below, the list of districts with negative certifications includes several unified
school districts. [See Appendix D for a complete list of districts with negative and
qualified certifications.]

Berkeley Unified

Alameda County

90 million budget

Hayward Unified

Alameda County

176 million budget

Livermore Valley Joint Unified

Alameda County

91 million budget

Oakland Unified

Alameda County

443 million budget

West Fresno Elementary

Fresno County

8 million budget

Vallejo City Unified

Solano County

131 million budget

Corning Union Elementary Tehama County 13 million budget

The school districts with negative certifications listed above will not be able to
meet their financial obligations for 2003-2004 or 2004-2005. Two of the school
districts on the negative certification list — Oakland Unified and West Fresno
Elementary — have received emergency loans from the state. Vallejo Unified is
now seeking similar relief from the state.

The numbers of school districts with negative and qualified certifications will
reportedly increase when the Second Interim Report for 2003-04 is released in the
coming month.

Budget Trailer Bill on School District Budget Oversight — AB 2756
(Daucher):

The Administration is also sponsoring AB 2756 (Daucher), as another budget
trailer bill. This measure contains numerous provisions that increase budget
oversight for all school districts and for school districts in financial trouble.
Specifically, the bill:
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e Requires the Superintendent of Public Instruction, the Controller and the
Director of the Department of Finance to update the standards and criteria used
by county offices and others to evaluate the fiscal condition of districts.

e Revises standing emergency loan procedures for school districts that have
become financially insolvent to reflect lessons learned in recent state loan
situations.

e Gives county superintendents of schools new authority to conditionally approve
school district budgets, or if no budget is submitted, to prepare a budget for the
school district.

e Permits the Superintendent of Public Instruction to assign the FCMAT team to
review the financial and administrative condition of school districts and charter
schools.

e Requires FCMAT to request and review applications to establish regional teams
of education finance experts throughout the state.

e Requires school districts to notify the county superintendent of schools and to
analyze revisions to the district’s current year budget that are necessary to meet
the terms of a collective bargaining agreement, prior to — instead of after -- the
adoption of that agreement.

e Requires all school districts — not just those with negative of qualified
certifications -- to provide the county office of education with financial
information about the impact of collective bargaining agreements in current and
future budget years.

e Requires the district board to address the county superintendent’s fiscal analysis
of bargaining agreements at a regularly scheduled board meeting prior to
ratification of the agreement.

e Limits the maximum cash settlement a terminated employee may receive to six
months of salary instead of eighteen months.
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Appendix A

Summary of Categorical Programs Administered by the California
Department of Education for Fiscal Year 2001-02

Source: California Department of Education: The Extensive Number and Breadth
of Categorical Programs Challenges the State’s Ability to Reform and Oversee

Them. California State Auditor, Bureau of State Audits, November 2003.
http://www.bsa.ca.gov/bsa/pdfs/2003-107 pdf

Appendix B
Major Elements of the District Revenue Limit Formula
Legislative Analyst’s Office,

Presentation to Senate Budget Subcommittee #1 (Education),
March 15, 2004

http://www.lao.ca.gov/handouts/Education/2004/School District Revenue Limits 031504.pdf
Appendix C

CDE Letter Dated November 12, 2003
2003-04 Budget: Flexibility Provisions

http://www.cde.ca.gov/fiscal/financial/ab1751tr1704.pdf
Appendix D
CDE List of LEAs with Negative and Qualified Certifications

Source: California Department of Education, Fiscal Services Division,
http://www.cde.ca.gov/fiscal/financial/first0304.html
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I. STUDENT FEES

DEVELOPMENT OF A LONG-TERM STUDENT FEE POLICY. As part of the Governor’s
2004-05 Budget package, the Administration proposes to re-establish a statutory long-
term student fee policy. The previous fee policy expired in 1996 and the Legislature
has not taken action to establish a new policy since. The Governor’s proposal, which
is contained in Senate Bill 1553 (Karnette), would link undergraduate student fee
increases to changes in per capita personal income, with an overall cap of a 10 percent
increase in any given year. Graduate fees would be increased at a level deemed
appropriate by UC and CSU governing boards until the fee level reaches a point that
is 50 percent higher than the level of undergraduate fees; after that time, both
undergraduate and graduate fees would increase at the same rate.

This measure was heard by the Senate Education Committee on April 14, 2004 and
moved, without prejudice, to the committee’s Suspense File. It is unclear when or if
the measure will continue through the legislative process.

In addition to the Administration’s proposal, the Office of the Legislative Analyst
(LAO) offers an alternative fee proposal which would set and adjust student fees
based on a fixed percentage of students’ total education costs. In the current academic
year (2003-04), students at the University of California (UC), California State
University (CSU) and California Community Colleges (CCC) are paying 26 percent,
17 percent and 12 percent, respectively, of their total education costs.

A. UC AND CSU UNDERGRADUATE AND GRADUATE STUDENT FEE INCREASES. The
Governor’s 2004-05 Budget proposes to increase undergraduate fees at both the UC and
CSU by 10 percent and increase fees for graduate students by 40 percent. Combined, these
two increases are expected to generate approximately $160 in revenue to the UC and CSU;
this revenue will be used to offset the more than $660 million in General Fund reductions
proposed for UC and CSU in the 2004-05 fiscal year.

LEGISLATIVE ANALYST. In response to the Governor’s proposal, the LAO recommends
that the Legislature adopt the proposed 10 percent undergraduate fee increase, citing the
increase as “modest”.

On the issue of Graduate student fees, the LAO recommends increasing graduate-level
fees, but not to the 40 percent level proposed in the Governor’s Budget. Instead the LAO
recommends raising fees 30 percent, citing that a 40 percent increase cannot be defined
as “moderate”. If other revenues are not raised to compensate for the LAO’s proposed
reduction, it would cost the state an additional $33 million ($18 million at UC and $15
million at CSU) over the funding levels proposed in the Governor’s Budget.

STAFF NOTES. In calculating its fee revenue assumptions, the Department Of Finance
proposes assessing the graduate-level fee increase (40 percent) on all post-baccalaureate
degree students at the UC and the CSU — including teaching credential candidates. Given
the state’s desire to train, recruit and retain teachers, staff recommends that this class of
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students be included instead under the category of “undergraduate” students for purposes
of assessing fee increases.

Ultimately, staff would recommend approving the fee revenue figures for undergraduate
and graduate students contained in the Governor’s Budget, but specifically allow the UC
and CSU governing boards to determine the actual percentage increases. It is important
to note that, in the absence of current law guiding the setting of student fees, the UC and
CSU governing boards have retained authority in this area. Allowing the governing
boards to set the exact fee level would, for example, allow the institutions to compensate
for the loss of revenue from teacher credentialing candidates, and to develop alternative
fee options for graduate students.

However, staff notes that the Department of Finance has indicated that it is currently in
conversations with UC and CSU regarding this proposal and that an update may be
included as part of the May Revision. As such, staff recommends that this issue be held
open pending the May Revision.

Undergraduate Student Fees
uc CSU
Resident Nonresident Resident Nonresident

1994-95 $4,111 $11,810 $1,584 $8,964
1995-96 4,139 11,838 1,584 8,964
1996-97 4,166 12,560 1,584 8,964
1997-98 4212 13,196 1,584 8,964
1998-99 4,037 13,611 1,506 8,886
1999-00 3,903 14,077 1,428 8,808
2000-01 3,964 14,578 1,428 8,808
2001-02 3,859 14,933 1,428 8,808
2002-03 3,859 15,361 1,428 9,888
2002-03 4,017 16,396 1,573 10,033
(fees

increased

mid-year)

2003-04 5,530 19,740 2,016 10,506
2004-05 6,028 22,504 2,250 12,420

Note: Actual fees may vary by campus depending on the particular
level of campus-based fees.

Fees for UC professional school students in such disciplines
as medicine, dentistry, law, veterinary medicine and business
have yet to be determined. Nursing fees are proposed to
remain constant at an additional $2,925 annually.
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B. INCREASE IN NONRESIDENT STUDENT FEES. The Governor’s Budget proposes to
increase the surcharge on nonresident students by 20 percent, generating approximately
$48.8 million in fee revenue (to offset accompanying General Fund reductions). At both UC
and CSU, these nonresident charges are assessed in addition to the regular in-state student
fee levels.

LEGISLATIVE ANALYST. The LAO recommends that the Legislature approve the 20
percent nonresident fee increase for graduate students; hold constant the nonresident fees
for UC undergraduates; and increase nonresident fees by 3.5 percent for CSU
undergraduates.

Specifically, the LAO finds that nonresident graduate students are paying considerably
less than their full educational costs, and as such, should be able to absorb a 20 percent
increase. With regards to wundergraduates, the LAO finds that UC nonresident
undergraduate students are already paying more than their full educational costs and
therefore recommends that the Legislature deny the proposed fee increases for that
population of students. At CSU, nonresident undergraduate students are paying slightly
less (approximately $500) than their full educational costs, as a result, the LAO
recommends that fees for this population of students be increased by 3.5 percent rather
than the proposed 20 percent. Combined, the LAO’s proposal will cost an additional $29
million ($18 million at UC and $11 million at CSU).

STAFF NOTES. While it is important to note that nonresident undergraduate students
may be paying more than the full cost of education — thus partially subsidizing our
California students — the UC and CSU have expressed concern about pricing nonresident
students out of the higher education “market”. Specifically, if costs for nonresident
students become higher than students are willing to pay, the associated revenues would
fail to materialize and the universities would be left with an unallocated reduction.
However, given the lower priority of nonresident students for state resources and the lack
of available General Fund to “backfill” the revenue needed to implement the LAO’s
recommendation, staff recommends that the committee approve level of General Fund
savings associated with the proposal but allow UC and CSU to raise nonresident tuition
between undergraduate and graduate students as they deem appropriate.

C. CCC FEE INCREASES. Fees for California Community College students are set in statute
by the Legislature. For most students at Community Colleges, the Governor proposes
increasing fees by $8 per unit — from the current $18 per unit level to $26 per unit.
However, under the Governor’s proposal, community college students who have already
earned a Baccalaureate degree would be charged a flat $50 per unit fee, thereby increasing
fees for that population of students by $32 per unit (from the current $18 level.)

The Department of Finance (DOF) estimates approximately 25 percent student attrition due
to the $50 fee; further DOF assumes that 4 percent of the remaining students (who would
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otherwise be subject to the $50 fee) would be deemed financially needy thus qualifying to
have their fees waived. In total, DOF estimates that this portion of the proposal would result
in additional fee revenue of $18 million.

To implement the differential fee, the Administration is proposing accompanying trailer bill
language which would establish the $50 fee in statute and exempt certain classes of
individuals from paying the fee. Specifically, the following groups would be exempted from
paying the $50 surcharge: (1) terminated/laid off workers; (2) SSI and/or TANF recipients;
(3) contract education participants; (4) students with financial need; (5) dependents/spouses
of National Guard member killed or permanently disabled in the line of duty; (6) nonresident
students paying nonresident tuition; and (7) surviving dependents of September 11" terrorist
attacks.

LEGISLATIVE ANALYST. In response to the Governor’s proposal, the LAO recommends
approving both the $8 per unit increase as well as the $50 per unit “differential surcharge”.
In recommending the approval of the $8 per unit increase, the LAO cites the proposal as
modest and finds that increasing fees to the $26 per unit level actually affords financially-
needy students the benefit of receiving additional aid through the federal Pell Grant program.

Alternative Federal
Pell Grant Schedule2

Per Unit Fee Pell Grant Amount?
$11 through $17 $3,713
$18 through $25 3,938
$26 and above 4,050

a Al other community college systems in the nation use the "regular"
Pell Grant schedule—in which the maximum award is $4,050.
Currently, the California Community College system must use an
alternative award schedule because its fees are so low.

Represents maximum award in 2004-05 for a full-time student.
Students attending less than full time receive a Pell Grant award that is
reduced proportionally. For example, the maximum award for a half-
time student is half that of a full-time student receives.

With regard to the $50 differential surcharge, the LAO recommends approving this
increase based on the premise that, in a budget composed of finite resources, the proposal
would appropriately target the state’s higher education subsidies (and General Fund
resources) to higher priority areas.

STAFF NOTES. Staff concurs with the LAO’s recommendation on the $8 per unit fee
increase, and notes that financially-needy students will continue to have their fees (at the
increased level) covered under the Board of Governors (BOG) fee waiver program.
Furthermore, the additional financial aid benefits reaped through the Pell Grant program
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would provide cash directly into the pockets of financially-need community college
students to help cover unfunded costs related to books, housing, transportation and living
expenses. As such, staff recommends that the committee approve the fee increase to $26

per unit.

On the issue of the $50 baccalaureate degree surcharge, staff would note that many of the
targeted students are enrolled in community colleges to gain valuable skills needed to
retain their place in the workforce, change jobs, and/or re-enter the workforce after
becoming unemployed. While the Governor’s accompanying trailer bill proposal
exempts some of those students (laid-off workers) from paying the $50 fee, others are
not. While the Administration proposal strives to accommodate laid off and re-entry
students, it fails to address the “sticker shock™ issue that inevitably accompanies such an
enormous jump in fees. In order to take advantage of the proposed statutory exemptions,
students would first need to be aware that these exemptions exist and would then need to
go through the administrative hurdles necessary to get their fees waived.

As with the other fee proposals, the community colleges have expressed concern over
whether the revenue assumptions attributable to the proposed fee increases would
materialize. If the fee increases change student behavior and the fee revenues are not
realized, then the reduction ends up to be an unallocated reduction to the college system.
In conclusion, staff recommends that the $50 baccalaureate degree surcharge be held
open pending the May Revision.

D. PROFESSIONAL STUDENT FEE INCREASES. The Governor’s Budget proposes to
dramatically decrease the amount of General Fund support that the state provides for
professional degree instruction at UC and Hastings College of Law (i.e., law, business,
medicine, veterinary medicine, nursing, theater/film/television ) Exempted from this
reduction are any cuts or additional fee increases associated with nursing programs.
Specifically, the Governor proposes to reduce the state “subsidy” for professional school
students by $45.6 million ($42.6 million from UC and $3 million from Hastings), which is
designed to capture a 25 percent reduction in the state subsidy for professional degree
students.

The Governor’s assumption is that this decrease would be filled by increasing the student
fees for professional school students. While the Governor’s Budget does not propose
increasing fees to a particular monetary level, UC is in the process of determining how the
cuts would be implemented among the various professional-level programs and then
assessing what level of fee increases would be necessary to capture the lost General Fund.
Given the “market” for professional degree education, UC is concerned that increasing the
fee too highly will drive students to other institutions and/or out-of-state. Hastings has also
indicated that, at a proposed tuition level of over $19,000 per year, it becomes more difficult
to predict student choice and demand.
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LEGISLATIVE ANALYST. The LAO supports the assertions contained in the Governor’s
budget and recommends that the Legislature approve the reduction in Professional School
support. Specifically, the LAO finds that fees for professional school students will
increase by about 25 percent (or anywhere from 24 to 27 percent), a level significantly
less than the 40 percent increase proposed for academic graduate students.

STAFF NOTES. Staff recommends that this issue be held open pending the May Revision.

E. CSU HIGH COST PROGRAMS. The Governor’s Budget makes no explicit proposal
regarding to CSU’s high cost (professional level) degree programs. Under current practice,
CSU charges graduate students in masters-level programs like business, nursing, and
film/television the same fee level as it does other graduate-level students. At UC,
professional school students in these same fields of study pay an additional differential fee
which ranges from $2,900 for nursing students to $9,000 for MBA students.

LEGISLATIVE ANALYST. The LAO contends that the current fee structure for professional-
degree graduate students is inconsistent between UC and CSU and proposes that CSU
institute a similar “differential fee” for students in the above-noted three professional degree
programs. According to the LAO, if each of the approximately 4,000 students enrolled in
the three professional degree programs paid a differential fee of 15 percent more, the LAO
believes it would generate approximately $2 million in additional revenue.

STAFF NOTES. Staff concurs with the need to explore this policy option, but notes that it is
impractical to implement a differential fee for these students in the Budget Year, without
sufficient notice and without an analysis of the proposal by the CSU and the Board of
Trustees. As such, the committee may wish to encourage the LAO and CSU to explore this
option for consideration and action during the 2005-06 budget discussions.

F. ESTABLISHMENT OF “EXCESS UNIT” FEE. The Governor’s Budget proposes to establish
a per-unit surcharge for undergraduate students at UC and CSU who enroll in considerably
more courses than are required to obtain a baccalaureate degree. Specifically, the
Administration proposes charging students the full cost of instruction for each credit unit
they take beyond 110 percent of the units required to obtain a baccalaureate degree. For
most programs, the LAO cites that the unit cap would be set at 198 quarter units and 132
semester units. The Governor’s Budget assumes that the implementation of this policy will
result in General Fund savings of $9.3 million at UC and $24.4 million at CSU.

UC and CSU have raised a number of concerns related to the implementation of this
proposal. Specifically, the institutions are concerned about which students will be subject to
the surcharge. In particular, students pursuing double majors and majors that require a
higher-than-average number of units would be adversely impacted by this proposal. Further,
both segments have expressed concern about how the proposal would be phased-in. Finally,
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UC and CSU are skeptical of the $33.7 million in revenue estimates. UC believes, at most, it
would generate $1 million in the Budget Year, with only 500 full-time equivalent students
likely being subject to the surcharge. In the out-years, UC would only expect $10.5 million
when the policy is fully phased in. At CSU, questions regarding the phasing-in of the
proposal would first need to be addressed before it could give an estimate of revenue
savings.

LEGISLATIVE ANALYST. The LAO recommends that the Legislature approve the
proposed “excess unit” fee because it ensures that General Fund resources are targeted
where they are most needed.

STAFF NOTES. Both UC and CSU, as well as the LAO, note that if the surcharge policy
1s effective, then most students WILL NOT pay the higher fee. Instead they will graduate
or drop out rather than enrolling in excess classes and paying the higher amount. As a
result, staff believes that the revenue assumed from the proposal will fail to materialize,
and instead, UC or CSU will have an unallocated reduction and an open “slot” which
would be filled with another student. Given that the Administration’s proposal strives to
alter student behavior, it’s unclear why any General Fund savings would be associated
with this new policy. As with prior proposals, this is not a policy that could be
immediately implemented. Students need to be given sufficient notice of the higher fee
in order to ensure they are taking the courses appropriate to their major and necessary to
graduate in a timely manner. As such, staff recommends that the committee hold this
issue open pending the May Revision.

II. FINANCIAL AID

BACKGROUND. Financial assistance for students comes in many forms and is offered
by many entities. The major forms of financial assistance for postsecondary students
includes grants (scholarships and fellowships), loans, work study, investment
accounts, and tax credits. The major providers of financial assistance are the federal
government, state government, universities, and private benefactors.

The state of California provides student financial aid through the Cal Grant Program,
university-based institutional aid, and Governor’s Merit Scholarships. Each of the
public university systems administers its own financial assistance programs (known as
“campus-based financial aid”’) using dollars derived from student fees and/or the state
General Fund.

A. CAL GRANT PROGRAM. The Governor’s Budget proposes to substantially limit and
constrict the Cal Grant entitlement program by: (1) reducing the income ceilings used to
determine program eligibility; (2) reducing the maximum grant amount to students attending
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private colleges and universities; and (3) reducing the maximum award amount for public
college students by “de-coupling” the grant amount from fee increases.

o Eligibility. The Governor proposes to reduce the maximum family income necessary to
be eligible for the Cal Grant A program by 10 percent, from the current level of $69,000
to $60,000 for a family of four. In the Cal Grant B Program, the income ceiling would be
reduced from $36,300 to $31,600, also for a family of four. The Governor’s Budget
assumes that this proposal will save $11 million in General Fund due to fewer students
qualifying for the Cal Grant entitlement program.

Cal Grant Income Ceilings (Dependent Students)
Cal Grants A and C Cal Grant B

Family 2004/05 2004/05

Size Current (proposed) | Current (proposed)
Law Law

2 $62,100 $54,000 $29,000 $25,200
3 63,500 55,300 32,600 28,400
4 69,000 60,000 36,300 31,600
5 74,000 64,400 40,600 35,300
6 or more 79,800 69,400 43,900 38,200

LEGISLATIVE ANALYST. The LAO recommends that the Legislature deny the
Governor’s proposal and adhere to current law, which adjusts the Cal Grant income
ceilings on an annual basis. The LAO believes that retaining the existing eligibility
pool for the Cal Grant program will assist many middle income students in covering
their education expenses and will prevent the most financially-needy students (those
covered under the Cal Grant B program) from falling through the cracks.

STAFF NOTES. It is unclear why the Administration is proposing to reduce the
income ceilings for the Cal Grant B population in particular. These families are the
lowest of the low income population, with statute indicating a lower GPA requirement
for Cal Grant participation. Given that these students may not have GPA’s which
would allow them to qualify for a Cal Grant A award, the proposal would have the
effect of leaving lower income students with GPA’s between 2.0 (Cal Grant B
requirement) and a 3.0 (Cal Grant A requirement) out of the financial aid pool
entirely. Staff recommends that this issue be held open pending the May Revision.

e Private Institution Grant Amount. The Governor proposes to reduce the grant level for
students attending private and independent colleges by 44 percent. This would result in
the maximum grant level being decreased from the current amount of $9,708 to $5,482.
The newly proposed grant level is equivalent to the proposed fee level at the UC. The

April 19, 2004 Page 9



Budget and Fiscal Review Subcommittee No. 1 Education

Governor’s proposal would only impact new Cal Grant recipients; students currently
receiving awards would retain their higher valued award. The Administration estimates
that this reduction will reap $32.7 million in General Fund savings.

LEGISLATIVE ANALYST. In response to the Governor’s proposal, the LAO
recommends that the Legislature adopt a statutory policy to link the award level for a
private university Cal Grant to the amount of the General Fund subsidy the state
provides to financially-needy students attending the UC and CSU. If the LAO’s
policy were implemented in the coming fiscal year, it would raise the maximum grant
amount to $9,906, costing the state a total of $34.3 million over the amount provided
in the Governor’s Budget. To restore the grant to its current year level of $9,708 will
cost the state $32.7 million more than the amount provided in the Governor’s Budget.

STAFF NOTES. The Governor’s proposal appears to contradict the original public
policy rationale for paying a higher award level to private college students: Allowing
students to make a real choice among the higher education options, and as a result,
purposely redirecting a portion of the eligible postsecondary students to nonpublic
institutions. The goal of the policy was to ultimately: (1) assist the state in avoiding
additional costs associated with providing postsecondary education for ALL eligible
students; and (2) help to manage the surging student enrollments under the Tidal
Wave II population boom.

While sympathetic to the LAO’s desire to develop a statutory policy to guide the level
of the maximum Cal Grant award for private institutions, staff would note that
programmatic statutory changes would best be dealt with via the policy committee
process. In conclusion, staff recommends that this issue be held open pending the
May Revision.

e Public Institution Grant Amount. Counter to codified Legislative intent, the Governor
also proposes to dissolve the practice of increasing Cal Grant awards to cover the
additional costs associated with fee increases at UC and CSU. Thus, rather than
increasing the grant level to cover the proposed 10 percent fee increase, the maximum
award level would remain at the current-year level. The LAO estimates that this policy
change avoids $18.7 million in General Fund costs that would otherwise need to be paid.

LEGISLATIVE ANALYST. Consistent with prior Cal Grant recommendations, the
LAO encourages the Legislature to deny the Governor’s proposal, increase funding
for Cal Grants in order to cover the proposed fee increases, thus retaining the award
levels as outlined in current law.

STAFF NOTES. Staff recommends that this issue be held open pending the May
Revision.
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B. INSTITUTIONAL-BASED FINANCIAL AID. The Governor’s budget proposes to reduce the
percentage of new fee revenue (derived as a result of the fee increase) that is set aside for
campus-based financial aid programs. Under current practice, UC and CSU set-aside one-
third of the revenue generated by a fee increase to provide the financial aid necessary to help
offset the costs to needy students. The Governor proposes to reduce the set-aside amount to
20 percent (rather than the current 33.3 percent). The remainder of the revenue would be
available to the university systems to help offset the various proposed General Fund
reductions.

Under current practice, UC and CSU retain the authority to distribute these funds to students
on their campuses as they see fit. Whether the set-aside for financial aid is 33.3 percent or 20
percent, funding for campus-based financial aid programs will increase in the 2004-05 fiscal
year. With the proposed increases in student fees, at the 20 percent set-aside level, campus-
based financial aid programs are proposed to rise for UC and CSU by $38 million and $26
million respectively, for a total of $391.1 million at UC and $217.4 million at CSU. The
funding generated from the fee increases appears to be evenly derived from both
undergraduate and graduate students.

LEGISLATIVE ANALYST RECOMMENDATION. The LAO contends that setting aside
even 20 percent of the new fee revenue is overly excessive, citing enormous increases in
campus-based financial aid budgets in the current year. Fundamentally, the LAO
believes that there is a disconnect between the original intent of setting aside one-third of
new fee revenue for financial aid and the current campus-based aid programs.

Consistent with prior year recommendations, the LAO proposes a more centralized
approach to financial aid which would hold funding for the Cal Grant program constant
(at current-year levels) while decreasing the amount of financial aid available to
individual campuses. Specifically, the LAO recommends that the legislature: (1) shift
$32.2 million in undergraduate campus-based financial aid funding from campuses to
backfill the proposed reductions in the Cal Grant program; and (2) retain the proposed
increase of $32.5 million in campus-based financial aid for graduate students. The intent
of the LAO is to provide what it considers a more equitable distribution mechanism for a
finite amount of financial aid resources.

STAFF NOTES. There are essentially two issues before the legislature related to
institutional financial aid. First — Should the UC and CSU reduce the amount of student
fee revenue that is set aside (from 33.3 percent to 20 percent) for student financial aid?
Staff would note that, combined with the proposed Cal Grant reductions, the total
reduction in financial aid resources will inevitably have a negative impact on students.
However, if the set aside is returned to 33.3 percent, without an accompanying General
Fund augmentation to backfill the proposed reductions, the net effect is simply an
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“unallocated” reduction to the UC and CSU. Staff recommends that this portion of the
proposal be held open, pending an update on the General Fund as part of the May
Revision. Lastly — Pursuant to the LAO recommendation: Should the Legislature shift
funding from campus-based institutional aid programs to backfill reductions in the Cal
Grant program?

Contrary to the recommendations of the LAO, staff notes that the administration of
financial aid programs appears to be moving from a state-administered, overly
bureaucratic, and centralized system to one that is campus-based, student-centered, and
more flexible in nature. The California Postsecondary Education Commission, in its
review of the administration of the Cal Grant Program (a report which was requested by
the Legislature), noted that the Cal Grant Program -- which is centrally administered by
the California Student Aid Commission -- would better serve students if the
administration of the program moved towards a more decentralized, campus-based
model.

Further, staff notes that there continues to be a need to allow campus financial-aid
officers to work with students to address their financial need issues mid-year and on a
case-by-case basis. Many times students have unanticipated financial needs or needs that
aren’t reflected in their student aid application from the prior Spring. Altering the
process by which campus-based financial aid dollars are allocated could make it difficult
for campus financial aid officers to respond to the unique need of students and supply
them with much-needed aid.

Lastly, staff would point out that there is already a reduced pool of financial aid resources
for campuses to work with — given that the set aside is proposed to be reduced from 33.3
percent to 20 percent. Staff recommends that the committee deny the LAQO’s alternative
proposal to shift and redistribute scarce financial aid resources and instead consider
alternative funding sources to increase the total amount of funding available for student
financial aid.

C. APLE PROGRAM. The Governor’s Budget proposes to reduce the number of Assumption
Program of Loans for Education (APLE) warrants from 7,700 to 3,500 (a reduction of 4,200
warrants). Since 1997-98, the number of APLE warrants has grown considerably, from 500
in 1997-98 to 7,700 in 2003-04. While there are no savings associated with the Governor’s
proposal in the Budget Year, a reduction in the number of APLE warrants would result in
approximately $57 million in savings over a the four-year period beginning 2006-07.
Further, the Administration is also proposing to make a variety of statutory changes to the
program establishing priorities for the granting of warrants. The Administration’s proposal
has yet to be amended into a piece of legislation, but is slated to be referred to the
appropriate policy committees when that amendment occurs.
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LEGISLATIVE ANALYST. The LAO does not express an opinion on the appropriate
number of APLE warrants, but offers a variety of suggestions related to the proposed
policy changes to the program. Staff notes that the LAO’s comments would best be
directed to the Senate Education and Assembly Higher Education committees during the
hearing process.

STAFF NOTES. Staff recommends that this issue be held open pending information on
future year revenues as part of the May Revision.

D. EDFUND SURPLUS. Operating under California statute, EdFund i1s a nonprofit
“auxiliary” organization of the California Student Aid Commission which administers the
Federal Family Education Loan Program (FFELP) on behalf of the state. Student loans
under the FFELP are guaranteed by the federal government in order to ensure that lenders
themselves do not bear the risk associated with lending money to students (who traditionally
have no credit or payment history) and that students don’t “pay” for this increased risk in the
form of high loan fees and interest rates. In addition to FFELP, the federal government also
operates a Direct Lending program which places the federal government in the role of both
lender and guarantor by directly lending money to students via their educational institutions.

Colleges and universities which offer student loan programs have a choice between a variety
of FFELP “guarantors” (EdFund is only one of several guarantee agencies in the country) or
the federal Direct Lending program. In the mid-1990s, the Legislature and the Governor
explicitly granted the Student Aid Commission’s request to statutorily establish EdFund,
freeing the organization of state bureaucratic constraints, so that it could actively participate
in the competitive student lending and guarantee marketplace.

Since then, EdFund has been remarkably successful. So much so, that it has generated a
sizable operating surplus, due to the loyalty of EdFund customers and its continued success
in avoiding student loan defaults. The Student Loan Operating Fund (SLOF) surplus is
relatively new and is expected to be short-term in nature. In recent years, the Legislature and
the Governor shifted the operational funding for the Student Aid Commission from the
General Fund o the SLOF in order to preserve General Fund resources.

LEGISLATIVE ANALYST. As part of its Analysis of the 2004-05 Budget Bill, the LAO
identified the SLOF surplus as a potential funding source for other financial aid-related
activities. Specifically, the LAO suggested using approximately $60 million of SLOF
monies to support UC and CSU campus-based financial aid administration, thereby
offsetting and saving General Fund resources. The use of SLOF for this purpose seems
to have withstood federal scrutiny when the State of New York recently made such a
funding “swap”; however, staff notes that there may be other authorized and higher
priority uses for these funds.

April 19, 2004 Page 13



Budget and Fiscal Review Subcommittee No. 1 Education

STAFF NOTES. The LAO identification of the SLOF as a source for other financial-aid
related expenses has sparked a great deal of interest due to the perception that EdFund’s
SLOF is essentially “free money”. However, staff notes that student loan programs (and
the accompanying Student Loan Operating Fund) are operated under a variety of
federally-imposed constraints (both statutory and contractual). Furthermore, EdFund and
the Student Aid Commission have recently released a “utilization plan” which discusses
EdFund's future financial needs, including the need to reinvest in technology, diversify its
financial operations, and maintain a prudent reserve.

Committee staff, the Student Aid Commission, the LAO, and the Department of Finance
are currently analyzing EdFund’s expenditure plan and investigating the amount of
money that may be available for other allowable “financial aid” purposes. Of particular
interest is the option of being able to “backfill” the Governor’s proposed Cal Grant
reductions from this funding source. Staff recommends that this issue be held open
pending the analysis of additional information.
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Proposed Consent

Staff recommends that the following items be Approved as Budgeted.

6600-001-0001. Support, Hastings College of Law. $8,119,000
6600-001-0814. Support, Hastings College of Law. California State Lottery Fund. $152,000

6600-301-6028. Capital Outlay, Hastings College of Law. McAllister Street Facility: Code
Compliance Update. $18,758,000

7980-001-0784. Support, California Student Aid Commission. Payable from the Student Loan
Operating Fund. $12,640,000.

7980-101-0890. Local Assistance, California Student Aid Commission. Federal Trust Fund.
$10,221,000

7980-495. Reversion, California Student Aid Commission.
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I. STUDENT FEES

DEVELOPMENT OF A LONG-TERM STUDENT FEE POLICY. As part of the Governor’s
2004-05 Budget package, the Administration proposes to re-establish a statutory long-
term student fee policy. The previous fee policy expired in 1996 and the Legislature
has not taken action to establish a new policy since. The Governor’s proposal, which
is contained in Senate Bill 1553 (Karnette), would link undergraduate student fee
increases to changes in per capita personal income, with an overall cap of a 10 percent
increase in any given year. Graduate fees would be increased at a level deemed
appropriate by UC and CSU governing boards until the fee level reaches a point that
is 50 percent higher than the level of undergraduate fees; after that time, both
undergraduate and graduate fees would increase at the same rate.

This measure was heard by the Senate Education Committee on April 14, 2004 and
moved, without prejudice, to the committee’s Suspense File. It is unclear when or if
the measure will continue through the legislative process.

In addition to the Administration’s proposal, the Office of the Legislative Analyst
(LAO) offers an alternative fee proposal which would set and adjust student fees
based on a fixed percentage of students’ total education costs. In the current academic
year (2003-04), students at the University of California (UC), California State
University (CSU) and California Community Colleges (CCC) are paying 26 percent,
17 percent and 12 percent, respectively, of their total education costs.

Action: Information Only

A. UC AND CSU UNDERGRADUATE AND GRADUATE STUDENT FEE INCREASES. The
Governor’s 2004-05 Budget proposes to increase undergraduate fees at both the UC and
CSU by 10 percent and increase fees for graduate students by 40 percent. Combined, these
two increases are expected to generate approximately $160 in revenue to the UC and CSU;
this revenue will be used to offset the more than $660 million in General Fund reductions
proposed for UC and CSU in the 2004-05 fiscal year.

Action: Issue held open pending the May Revision.

B. INCREASE IN NONRESIDENT STUDENT FEES. The Governor’s Budget proposes to
increase the surcharge on nonresident students by 20 percent, generating approximately
$48.8 million in fee revenue (to offset accompanying General Fund reductions). At both UC
and CSU, these nonresident charges are assessed in addition to the regular in-state student
fee levels.

STAFF NOTES. While it is important to note that nonresident undergraduate students
may be paying more than the full cost of education — thus partially subsidizing our
California students — the UC and CSU have expressed concern about pricing nonresident
students out of the higher education “market”. Specifically, if costs for nonresident
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students become higher than students are willing to pay, the associated revenues would
fail to materialize and the universities would be left with an unallocated reduction.
However, given the lower priority of nonresident students for state resources and the lack
of available General Fund to “backfill” the revenue needed to implement the LAQO’s
recommendation, staff recommends that the committee approve level of General Fund
savings associated with the proposal but allow UC and CSU to raise nonresident tuition
between undergraduate and graduate students as they deem appropriate.

Action: Issue held open pending the May Revision.

C. CCC FEE INCREASES. Fees for California Community College students are set in statute
by the Legislature. For most students at Community Colleges, the Governor proposes
increasing fees by $8 per unit — from the current $18 per unit level to $26 per unit.
However, under the Governor’s proposal, community college students who have already
earned a Baccalaureate degree would be charged a flat $50 per unit fee, thereby increasing
fees for that population of students by $32 per unit (from the current $18 level.)

STAFF NOTES. Staff concurs with the LAO’s recommendation on the $8 per unit fee
increase, and notes that financially-needy students will continue to have their fees (at the
increased level) covered under the Board of Governors (BOG) fee waiver program.
Furthermore, the additional financial aid benefits reaped through the Pell Grant program
would provide cash directly into the pockets of financially-need community college
students to help cover unfunded costs related to books, housing, transportation and living
expenses. As such, staff recommends that the committee approve the fee increase to $26

per unit.
Action: Issue held open pending the May Revision.

As with the other fee proposals, the community colleges have expressed concern over
whether the revenue assumptions attributable to the proposed fee increases would
materialize. If the fee increases change student behavior and the fee revenues are not
realized, then the reduction ends up to be an unallocated reduction to the college system.
In conclusion, staff recommends that the $50 baccalaureate degree surcharge be held
open pending the May Revision.

Action: Issue held open pending the May Revision.

D. PROFESSIONAL STUDENT FEE INCREASES. The Governor’s Budget proposes to
dramatically decrease the amount of General Fund support that the state provides for
professional degree instruction at UC and Hastings College of Law (i.e., law, business,
medicine, veterinary medicine, nursing, theater/film/television ) Exempted from this
reduction are any cuts or additional fee increases associated with nursing programs.
Specifically, the Governor proposes to reduce the state “subsidy” for professional school
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students by $45.6 million ($42.6 million from UC and $3 million from Hastings), which is
designed to capture a 25 percent reduction in the state subsidy for professional degree
students.

STAFF NOTES. Staff recommends that this issue be held open pending the May Revision.

Action: Issue held open pending the May Revision.

E. CSU HIGH COST PROGRAMS. The Governor’s Budget makes no explicit proposal
regarding to CSU’s high cost (professional level) degree programs. Under current practice,
CSU charges graduate students in masters-level programs like business, nursing, and
film/television the same fee level as it does other graduate-level students. At UC,
professional school students in these same fields of study pay an additional differential fee
which ranges from $2,900 for nursing students to $9,000 for MBA students.

LEGISLATIVE ANALYST. The LAO contends that the current fee structure for professional-
degree graduate students is inconsistent between UC and CSU and proposes that CSU
institute a similar “differential fee” for students in the above-noted three professional degree
programs. According to the LAO, if each of the approximately 4,000 students enrolled in
the three professional degree programs paid a differential fee of 15 percent more, the LAO
believes it would generate approximately $2 million in additional revenue.

STAFF NOTES. Staff concurs with the need to explore this policy option, but notes that it is
impractical to implement a differential fee for these students in the Budget Year, without
sufficient notice and without an analysis of the proposal by the CSU and the Board of
Trustees. As such, the committee may wish to encourage the LAO and CSU to explore this
option for consideration and action during the 2005-06 budget discussions.

Action: Information Only

F. ESTABLISHMENT OF “EXCESS UNIT” FEE. The Governor’s Budget proposes to establish
a per-unit surcharge for undergraduate students at UC and CSU who enroll in considerably
more courses than are required to obtain a baccalaureate degree. Specifically, the
Administration proposes charging students the full cost of instruction for each credit unit
they take beyond 110 percent of the units required to obtain a baccalaureate degree. For
most programs, the LAO cites that the unit cap would be set at 198 quarter units and 132
semester units. The Governor’s Budget assumes that the implementation of this policy will
result in General Fund savings of $9.3 million at UC and $24.4 million at CSU.

STAFF NOTES. Both UC and CSU, as well as the LAO, note that if the surcharge policy
1s effective, then most students WILL NOT pay the higher fee. Instead they will graduate
or drop out rather than enrolling in excess classes and paying the higher amount. As a
result, staff believes that the revenue assumed from the proposal will fail to materialize,
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and instead, UC or CSU will have an unallocated reduction and an open “slot” which
would be filled with another student. Given that the Administration’s proposal strives to
alter student behavior, it’s unclear why any General Fund savings would be associated
with this new policy. As with prior proposals, this is not a policy that could be
immediately implemented. Students need to be given sufficient notice of the higher fee
in order to ensure they are taking the courses appropriate to their major and necessary to
graduate in a timely manner. As such, staff recommends that the committee hold this
issue open pending the May Revision.

Action: Issue held open pending the May Revision.

II. FINANCIAL AID

BACKGROUND. Financial assistance for students comes in many forms and is offered
by many entities. The major forms of financial assistance for postsecondary students
includes grants (scholarships and fellowships), loans, work study, investment
accounts, and tax credits. The major providers of financial assistance are the federal
government, state government, universities, and private benefactors.

The state of California provides student financial aid through the Cal Grant Program,
university-based institutional aid, and Governor’s Merit Scholarships. Each of the
public university systems administers its own financial assistance programs (known as
“campus-based financial aid”’) using dollars derived from student fees and/or the state
General Fund.

A. CAL GRANT PROGRAM. The Governor’s Budget proposes to substantially limit and
constrict the Cal Grant entitlement program by: (1) reducing the income ceilings used to
determine program eligibility; (2) reducing the maximum grant amount to students attending
private colleges and universities; and (3) reducing the maximum award amount for public
college students by “de-coupling” the grant amount from fee increases.

Eligibility. The Governor proposes to reduce the maximum family income necessary to
be eligible for the Cal Grant A program by 10 percent, from the current level of $69,000
to $60,000 for a family of four. In the Cal Grant B Program, the income ceiling would be
reduced from $36,300 to $31,600, also for a family of four. The Governor’s Budget
assumes that this proposal will save $11 million in General Fund due to fewer students
qualifying for the Cal Grant entitlement program.

Action: Issue held open pending the May Revision.

e Private Institution Grant Amount. The Governor proposes to reduce the grant level for
students attending private and independent colleges by 44 percent. This would result in
the maximum grant level being decreased from the current amount of $9,708 to $5,482.
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The newly proposed grant level is equivalent to the proposed fee level at the UC. The
Governor’s proposal would only impact new Cal Grant recipients;

Action: Issue held open pending the May Revision.

e Public Institution Grant Amount. Counter to codified Legislative intent, the Governor
also proposes to dissolve the practice of increasing Cal Grant awards to cover the
additional costs associated with fee increases at UC and CSU. Thus, rather than
increasing the grant level to cover the proposed 10 percent fee increase, the maximum
award level would remain at the current-year level. The LAO estimates that this policy
change avoids $18.7 million in General Fund costs that would otherwise need to be paid.

STAFF NOTES. Staff recommends that this issue be held open pending the May
Revision.

Action: Issue held open pending the May Revision.

B. INSTITUTIONAL-BASED FINANCIAL AID. The Governor’s budget proposes to reduce the
percentage of new fee revenue (derived as a result of the fee increase) that is set aside for
campus-based financial aid programs. Under current practice, UC and CSU set-aside one-
third of the revenue generated by a fee increase to provide the financial aid necessary to help
offset the costs to needy students. The Governor proposes to reduce the set-aside amount to
20 percent (rather than the current 33.3 percent). The remainder of the revenue would be
available to the university systems to help offset the various proposed General Fund
reductions.

Under current practice, UC and CSU retain the authority to distribute these funds to students
on their campuses as they see fit. Whether the set-aside for financial aid is 33.3 percent or 20
percent, funding for campus-based financial aid programs will increase in the 2004-05 fiscal
year. With the proposed increases in student fees, at the 20 percent set-aside level, campus-
based financial aid programs are proposed to rise for UC and CSU by $38 million and $26
million respectively, for a total of $391.1 million at UC and $217.4 million at CSU. The
funding generated from the fee increases appears to be evenly derived from both
undergraduate and graduate students.

STAFF NOTES. There are essentially two issues before the legislature related to
institutional financial aid. First — Should the UC and CSU reduce the amount of student
fee revenue that is set aside (from 33.3 percent to 20 percent) for student financial aid?
Staff would note that, combined with the proposed Cal Grant reductions, the total
reduction in financial aid resources will inevitably have a negative impact on students.
However, if the set aside is returned to 33.3 percent, without an accompanying General
Fund augmentation to backfill the proposed reductions, the net effect is simply an
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“unallocated” reduction to the UC and CSU. Staff recommends that this portion of the
proposal be held open, pending an update on the General Fund as part of the May
Revision. Lastly — Pursuant to the LAO recommendation: Should the Legislature shift
funding from campus-based institutional aid programs to backfill reductions in the Cal
Grant program?

Action: Issue held open pending the May Revision.

Lastly, staff would point out that there is already a reduced pool of financial aid resources
for campuses to work with — given that the set aside is proposed to be reduced from 33.3
percent to 20 percent. Staff recommends that the committee deny the LAQO’s alternative
proposal to shift and redistribute scarce financial aid resources and instead consider
alternative funding sources to increase the total amount of funding available for student
financial aid.

Action: Issue held open pending the May Revision.

C. APLE PROGRAM. The Governor’s Budget proposes to reduce the number of Assumption
Program of Loans for Education (APLE) warrants from 7,700 to 3,500 (a reduction of 4,200
warrants). Since 1997-98, the number of APLE warrants has grown considerably, from 500
in 1997-98 to 7,700 in 2003-04. While there are no savings associated with the Governor’s
proposal in the Budget Year, a reduction in the number of APLE warrants would result in
approximately $57 million in savings over a the four-year period beginning 2006-07.
Further, the Administration is also proposing to make a variety of statutory changes to the
program establishing priorities for the granting of warrants. The Administration’s proposal
has yet to be amended into a piece of legislation, but is slated to be referred to the
appropriate policy committees when that amendment occurs.

STAFF NOTES. Staff recommends that this issue be held open pending information on
future year revenues as part of the May Revision.

Action: Issue held open pending the May Revision.

D. EDFUND SURPLUS. Operating under California statute, EdFund is a nonprofit
“auxiliary” organization of the California Student Aid Commission which administers the
Federal Family Education Loan Program (FFELP) on behalf of the state. Student loans
under the FFELP are guaranteed by the federal government in order to ensure that lenders
themselves do not bear the risk associated with lending money to students (who traditionally
have no credit or payment history) and that students don’t “pay” for this increased risk in the
form of high loan fees and interest rates. In addition to FFELP, the federal government also
operates a Direct Lending program which places the federal government in the role of both
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lender and guarantor by directly lending money to students via their educational institutions.

Colleges and universities which offer student loan programs have a choice between a variety
of FFELP “guarantors” (EdFund is only one of several guarantee agencies in the country) or
the federal Direct Lending program. In the mid-1990s, the Legislature and the Governor
explicitly granted the Student Aid Commission’s request to statutorily establish EdFund,
freeing the organization of state bureaucratic constraints, so that it could actively participate
in the competitive student lending and guarantee marketplace.

Since then, EdFund has been remarkably successful. So much so, that it has generated a
sizable operating surplus, due to the loyalty of EdFund customers and its continued success
in avoiding student loan defaults. The Student Loan Operating Fund (SLOF) surplus is
relatively new and is expected to be short-term in nature. In recent years, the Legislature and
the Governor shifted the operational funding for the Student Aid Commission from the
General Fund o the SLOF in order to preserve General Fund resources.

STAFF NOTES. The LAO identification of the SLOF as a source for other financial-aid
related expenses has sparked a great deal of interest due to the perception that EdFund’s
SLOF is essentially “free money”. However, staff notes that student loan programs (and
the accompanying Student Loan Operating Fund) are operated under a variety of
federally-imposed constraints (both statutory and contractual). Furthermore, EdFund and
the Student Aid Commission have recently released a “utilization plan” which discusses
EdFund's future financial needs, including the need to reinvest in technology, diversify its
financial operations, and maintain a prudent reserve.

Committee staff, the Student Aid Commission, the LAO, and the Department of Finance
are currently analyzing EdFund’s expenditure plan and investigating the amount of
money that may be available for other allowable “financial aid” purposes. Of particular
interest is the option of being able to “backfill” the Governor’s proposed Cal Grant
reductions from this funding source. Staff recommends that this issue be held open
pending the analysis of additional information.

Action: Issue held open pending the May Revision.
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Proposed Consent

Staff recommends that the following items be Approved as Budgeted.

Action: Approved (3-0)

6600-001-0001. Support, Hastings College of Law. $8,119,000
6600-001-0814. Support, Hastings College of Law. California State Lottery Fund. $152,000

6600-301-6028. Capital Outlay, Hastings College of Law. McAllister Street Facility: Code
Compliance Update. $18,758,000

7980-001-0784. Support, California Student Aid Commission. Payable from the Student Loan
Operating Fund. $12,640,000.

7980-101-0890. Local Assistance, California Student Aid Commission. Federal Trust Fund.
$10,221,000

7980-495. Reversion, California Student Aid Commission.

April 19, 2004 Page 9



Budget and Fiscal Review Subcommittee No. 1

i T
RN I s el
T o) M AT
. TN

74

el o e

=T CALAS

R Y =

April 26, 2004
1:30 p.m. — Room 113

Department of Education — Local Assistance (6110)

I.

II.

I11.

IV.

VL

VIIL.

VIII.

IX.

April 26, 2004

State Categorical Programs:
A. Economic Impact Aid — LAO Proposal
B. Early Mental Health Initiative Program

Federal Funds Overview (Information Only)

Special Education:

A. Federal Funds Offset

B. LCI—NPS/NPA Funding Formula
C. April Finance Letters

Accountability and Assessment:

No Child Left Behind (NCLB) Update

Title I Federal Funds — School Improvement Set-Aside
Title VI Federal Funds — State Assessments

Title VI Federal Funds -- April Finance Letters
II/USP & HP - State Funding

Budget Trailer Bills

AEEOF

Education Mandates:

A. Mandate Funding Deferrals

B. Mandate Exclusions/Suspensions
C. Mandate Reforms

April Finance Letters — Revisions to Prop 98 Agreements

April Finance Letters — Other Issues
Consent Items — April Finance Letters

Consent Items — Special Fund Items

Education

Jack Scott, Chair
Bob Margett

John Vasconcellos

10
17

18
18
19
20
22
24
25

25
26
27
28

30

31

34

41

Page 1



Budget and Fiscal Review Subcommittee No. 1 Education

Department of Education — Local Assistance (6110)

I. State Categorical Programs:

Two budget items that relate to the previous (April 12™ Subcommittee hearing on
the Governor’s 2004-05 proposals for K-12 categorical program reform are
presented below. The Economic Impact Aid proposal was developed by the LAO,
in part, as an alternative to the Governor’s major categorical consolidation-shift
proposal. The Governor’s proposal to phase-out the Early Mental Health Initiative
is a part of a list of categorical program reductions and eliminations proposed by
the Governor that were discussed at April 12™ hearing.

A. Economic Impact Aid — LAO Proposal

The Governor’s Budget proposes $548 million for the Economic Impact Aid (EIA)
program in 2004-05. This includes an increase of $49.1 million over the 2003-04
budget providing (1) $34.6 million for growth and COLA and (2) $14.5 million
from EIA funding shifted from Charter Schools to EIA.

EIA is a categorical program that was created more than 25 years ago to provide
funding for compensatory education services to low-performing and English
learner students.

The EIA formula provides funding to school districts through a complicated set of
formulas that recognizes need as measured by the concentration of English learner,
poor, and transient students. Funding is distributed to districts through pup-pupil
grants and minimum district grants.

There are approximately 1,559,542 students who are English learners in California
— more than 25.6 percent of the student population. With regard to poverty
measures, there are roughly 3,006,877 students — 49 percent of the student
population receiving free and reduced price meals and 622,845 pupils—10 percent
of students -- from families receiving CalWORKs.

The LAO notes a number of problems with the EIA formula. First, the EIA
formula is felt to be outdated in terms of its heavy emphasis on poverty over
English learners. English learners have become a larger group than students in
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poverty since the formula was established. Secondly, the formula results in
allocations that appear arbitrary and unpredictable based upon need.

For this reason, the LAO recommends that the EIA formula be redesigned to base
funding more directly on the number of students who are poor and English
learners. The new formula would be more simple and make allocations to districts
more predictable.

As a part of the formula redesign, the LAO recommends that funding from two
other categorical programs be consolidated into the EIA formula, as follows:

e Shift $53.2 million for the English Learner Student Assistance Program (ELAP)
into the main EIA formula. The Governor proposes shifting ELAP funding into
revenue limits in the budget year. While the LAO was supportive of the
Governor’s categorical consolidation-shift proposal, the LAO does not support
the Governors shift for programs serving special needs students such as ELAP.

e Shift an unspecified portion of Targeted Instructional Improvement Grant
(TIIG) funds used for instructional purposes as an add-on to the EIA formula.
The Governor proposes to shift these funds into revenue limits as a part of his
categorical reform proposal.

B. Early Mental Health Initiative Program

Background: The Early Mental Health Initiative (EMHI) was authorized by
Chapter 757, Statutes of 1991 (AB 1650). The goals of the program are to
minimize the need for more intensive and costly services as students grow older
and to increase the likelihood that students experiencing school adjustment
difficulties will succeed in school.

The program targets school-aged children between Kindergarten and third grade
who are experiencing mild to moderate school adjustment issues and who are not
otherwise eligible for special education assistance or county mental health services
because their condition is not severe enough to meet the eligibility criteria in these
other programs.

The program is funded with Proposition 98 dollars, but administered by the

Department of Mental Health (DMH). Under the Early Mental Health Initiative,
DMH awards grants (for up to three-years) to local education agencies (LEAs) to
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implement early mental health intervention and prevention programs. Schools that
receive grants must match state EMHI funds.

EMHI grant programs are required to utilize researched-based services delivered
by trained paraprofessionals in collaboration with County Mental Health
Departments. Services are school-based and targeted specifically to students from
low-income families who are in out-of-home placements or who are at risk of out-
of-home placement. The average cost of the program is $600 per student. The vast
majority of student participants (84 percent) receive only one cycle of services
(once a week for 12 to 15 weeks).

The EMHI program has been evaluated to be effective in improving the long-term
social competence and school adjustment issues presented by children in the target
population. A study conducted by an independent contractor for the Department of
Mental Health in 2000 demonstrated that the children who were served in EMHI in
the fall showed improved scores on social competence and school adjustment by
the end of their program in winter. The comparison group of children, who were
waiting to begin services, did not show comparable growth during the same time
period, and in contrast, their social competency and school adjustment scores
actually declined.

The same independent contractor demonstrated a large improvement in social
competence and school adjustment related behaviors between the baseline and
year-one follow-up. These gains were maintained into the second year following
services.

Governor’s Proposed Budget: The Governor proposes to reduce the Early Mental
Health Initiative Program from $10 million in 2003-04 to $5 million in 2004-05 in
order to eliminate funding for a new cycle of three-year grants. The remaining $5
million in 2004-05 would cover existing grants that will be in the third (and final)
year of the grant cycle.

In the current year, the program is supporting a total of 137 grants, with 73 grants
being in their second-year of the three-year grant cycle, and 64 grants being in their
third and final year of the cycle.

In 2003-04, the Davis Administration proposed eliminating all $15 million in
funding for the program, but partial funding of $10 million was restored in the final
2003-04 Budget. By phasing third year grants out in 2004-05, the Schwarzenegger
Administration is proposing to eliminate the program 2005-06.
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When Governor Davis proposed an elimination of funding for the program, the
proposal included an elimination of five DMH positions. When the Legislature
restored $10 million in the 2003-04 budget, none of these positions were restored.
The Department of Mental Health's budget was reduced by $439,000 to reflect the
elimination of these positions.

The department is evaluating what staffing level it would need to initiate a new
RFP process if the Legislature restores $5 million in funding. The department is
looking into this matter and will have a response next week.

The LAO does not object to the Governor's proposal to eliminate funding for the
EMHI program. Although the program has demonstrated positive outcomes for
children, the LAO believes that elimination is an option that the Legislature may
want to consider during this difficult budget year.

II. Federal Funds Overview (Information Only)

California receives state education grant funding from three major federal agencies
— the Department of Education, the Department of Health and Human Services and
the Department of Agriculture. Four federal programs — child nutrition (school
meals), Title I (compensatory education), child development (child care) and
special education -- provide most of the funding to K-12 schools in California.
These four programs are among the largest federal grant programs to our state
overall.

Estimated funding for these programs in 2004-05 is summarized by the table
below. According to the latest estimates available from the federal government,
California will receive approximately $7.0 billion in federal education funds in
2004-05 (Federal Fiscal Year 2004), an increase of $362.1 million, or 5.5 percent
from 2003-04.

Federal Funds FFY 2003 FFY 2004 Change
Agency/Program

US Dept. of Education:

Title I and Other Programs Authorized 2,879,879,749 3,077,533,610 197,653,852
Under NCLB

Special Education — IDEA 1,024,670,225 1,166,512,656 141,842,431
Vocational and Adult Education — 220,718,119 222,270,088 1,551,969
Perkins & WIA,

Subtotal, USDE Funds 4,134,921,791 4,476,913,239 341,991,448
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US Dept of Agriculture:

School Nutrition — School Lunch, 1,444,865,000 1,616,804,000 171,939,000
Breakfast, Summer Meal Programs

Subtotal, USDA Funds 1,444,865,000 1,616,804,000 171,939,000

US Dept of Health & Human Services:

Child Care — TANF & Child Care and 1,044,876,000 893,041,000 -151,835,000
Development Block Grant

Subtotal, USHHS Funds 1,044,876,000 893,041,000 -151,835,000*
Total, Federal Funds K-12 Education $6,624,662,791 $6,986,758,239 $362,095,448

Funds to California

* Reductions reflect adjustments for the loss of one-time TANF funds ($118.0 m), TANF savings associated with
Stage II Child Care ($53.8m), and a reduction ($20 m) in the level of Child Care and Development Block Grant
funds in 2004-05.

Federal funds appropriated from the U.S. Department of Education (USDE) for
elementary and secondary education will increase by $342.0 million (8.3 percent)
in 2004-05, to California. This includes an increase of $197.7 million (6.9
percent) for programs authorized under No Child Left Behind (NCLB) -- including
Title I programs -- in 2004-05. In addition, special education funds authorized
under the Individuals with Disabilities Education Act will increase by $141.8
million in 2004-05, of which $139.5 million is for Part B grants for school-age
children and youth. (See Appendix A — page 42, for the latest federal estimates of
USDE grants to California for FFY 2004.)

The Governor’s January 10 Budget reflects $6.6 billion in federal funds in 2004-
05, approximately $366.8 million below the latest federal grant estimates. The
Governor proposes to revise federal funding estimates for most state programs via
the April Finance Letter. Other remaining revisions will follow at May Revise.
These revisions reflect new amounts in the Consolidated Appropriations Act (H.R.
2673) signed by President Bush on January 23, 2004, after the Governor’s Budget
was released. This Act contains the appropriations for Labor, Health and Human
Services (HHS), and Education departments for federal fiscal year 2004.

The Subcommittee will consider proposals for appropriating new and ongoing
federal funds for education programs at this and future hearings.

II1. Special Education:

Background: There are approximately 675,332 children and youth with
disabilities receiving special education services in California schools. Special
education students ages 5 to 18 years represent approximately 10 percent of our
state’s K-12 student population statewide.
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The overwhelming majority (92.6 percent) of children and youth receiving special
education services in our state are 5 to 18 years old. However, 6.0 percent are
under age 5 years and an another 1.4 percent of students are age 19-22.

The population of children and youth with disabilities receiving special education
services in California is very diverse racially and ethnically. Most students with
disabilities in California -- 62.2 percent — are students of color.

Federal law defines 13 categories of disability. More than two-thirds of the
students with disabilities in California fall in two categories — specific learning
disability and speech or language impairment. (See Appendix B — page 43)

The Governor's Budget proposes $2.67 billion in General Fund support
(Proposition 98) for special education in 2004-05.

The Governor's Budget also includes $1.03 billion in federal special education
funds for students ages 3-21 years in the budget year in 2004-05, which reflects an
increase of $74.3 million in the budget year. These federal funds are authorized
under Part B of the Individuals with Disabilities Act (IDEA).

The latest estimates from the U.S. Department of Education indicate California
will receive a total of $139.5 million in additional federal IDEA funds in 2004-05 -
- $65.0 million above the Governor’s projections. These additional dollars will
increase IDEA, Part B funding to a total of approximately $1.1 billion in 2004-05.
The Administration will propose revisions to the Governor’s Budget at May Revise
to update the latest federal estimates.

Budget Items/Issues:

A. Special Education — Federal Funding Offset

Background: State law requires that federal special education funds be used as an
“offset” to state funding in any year where total funding for special education
funding is higher than the prior year. In practice, federal special education funds
are used to fund state General Fund increases for special education growth and
COLA each year.

The offset (or deduct) has been authorized in law since the early 1980’°s and was
continued by AB 602 (Davis & Poochigian) -- the state’s special education funding
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reform measure enacted in 1997. However, the statutory provisions of the
deduct were placed on hold from 1997-98 to 2000-01, so that new IDEA funds
could be used to supplement state special education funding and implement
funding equalization under AB 602. The Administration continued to place most
of the offset on hold in 2001-02, but returned to using the offset in 2002-03.

IDEA statutes and regulations stipulate that states must ensure federal IDEA funds
are used to supplement, not supplant state and local funds. These laws and statutes
also require states to maintain maintenance-of-effort (MOE) in order to qualify for
federal funding.

In the early 1990°s U.S. Representative George Miller became concerned about
whether California’s deduct provision was legal and in compliance with
Congressional intent regarding federal special education law.

A couple of legal opinions developed in the early 1990’s found the deduct
provision to meet the legal test as long as the state provided maintenance-of-effort
so that state and local funding for special education was not any less that the year
before. These decisions also seem to require the state to use offset funds for new
purposes, such as growth and COLA.

Under these MOE provisions, California must provide annual assurances that state
funding — defined as state General Funds and property taxes expended for special
education — does not decrease from year-to-year. Failure to comply results in
penalties in the form of reduced federal funding in the amount of the state shortfall.

The Governor’s 2004-05 Budget proposes a $107.4 million increase for special
education programs to cover enrollment growth ($37.4 million) and a 1.84 percent
COLA ($70 million). This proposed increase is consistent with the Governor’s
proposal to provide statutory growth and COLA’s for all education reve