











estimates are an educated guess that always proves to be wrong once April tax returns are known, nearly at the end of the fiscal
year. In good economic years, this leads to a “May surprise,” requiring large one-time spending to settle up the current year, and
even larger increases for the budget year. Inbad years, these miscalculations can require large midyear cuts to schools’ operating
budgets, often followed by significant ongoing cuts in the following year's budget. Looking at historic data for the last decade,
these differences in timing for the two formula components have led to final spending in a fiscal year being on average $1 billion
different from spending allocated in the adopted budget act (See chart “Difference Between Enacted and Final Proposition 98
Budgets,” for details).

The Committee recommends altering the timing of the Proposition 98 General Fund revenue numbers to use actual, prior-year
revenues. For example, for the Proposition 98 calculation for the 2007-08 budget, the growth in revenues from the 200506 year
to the 200607 year would be used. This small change would yield two benefits. First, it would allow the state to better plan for
what Proposition 98 spending will be; this, in turn, would allow districts more time for their planning. Second, it would reduce the
volatility caused by the creation and payments of Proposition 98 maintenance factors.*

2.3.2: Create a Proposition 98 reserve using Proposition 98 Reversion
Account funds

Since Proposition 98 generally follows the state’s economy, education funding goes through boom and bust cycles regularly.
During an economic expansion, education funding is required to increase significantly, while in recessions, the state has had to
make painful cuts — often eliminating many of the programs created in the expansion. To help reduce the impact of the boom-
bust resulting from the current Proposition 98 formula, the Committee recommends that the state create a reserve fund for
education within Proposition 98. The state would set aside a portion of any savings from prior-year K—14 education funding into a
Proposition 98 reserve. Because Proposition 98 establishes a specific funding level for each year, when the state or districts do
not fully spend funding from a categorical program, the funding reverts to the state and is placed in the Proposition 98 Reversion
Account, to be reprogrammed for a new Proposition 98 purpose. Currently, half of the Reversion Account funds are set aside to
meet the requirements of the Williams lawsuit to fund facility maintenance. Within a few years, the state will have fully funded
its facility maintenance obligations pursuant to Williams. At that point, the Committee recommends annually placing half of the
funds from the Reversion Account into a Proposition 98 reserve. In the future, the state would be able to access the reserve inany
year that the Proposition 98 minimum guarantee did not provide enough funding to meet the costs of the base program adjusted
for growth and COLA. By using savings that occur naturally, the state would be able to protect schools from the bust years,
rather than cutting programs or laying off education personnel.



Recommendation 2.4: Improve Special Education Funding

Special education presents a particular challenge to the K—12 funding system. Different from the rest of the finance system,
special education funding is administered at the regional level by more than 100 Special Education Local Plan Areas (SELPAs), each
with its own governance structure, voting rules, cost-sharing arrangements, and separation of service responsibilities. Special
education costs are shared by the federal government, state government, and school districts. The 2006—07 budget provides
approximately $4.5 billion for special education; about $1 billion of that is from the federal government. Depending on politics and
budget conditions, the share paid by the federal/state/local government changes annually. Long ago, the federal government set a
target for the share of special education costs it would pay (40 percent of the average cost per pupil) but has never come close to
meeting this goal. In fact in recent years, the annual growth in federal funds for special education has not been sufficient to even
cover COLA. This often results in the redirection of resources from other education programs to cover the unfunded costs of
providing required special education services to students. For decades, the fiscal mechanisms for special education were based
on the number of students participating and the type of services provided; as a result, financial benefits would accrue from the
over-identification or the over-serving of students. In 1997, AB 602 (Davis) was enacted to address many of these problems.

In general, the Committee believes that by basing special education funding on a proportion of the general student population, the
current, census-based special education funding model established by AB 602 (Davis, Statutes of 1997) gets the fiscal incentives
right. However, several problems remain within the AB 602 funding structure, and the Committee recommends modifications to
it. In addition, the Committee believes several other issues require attention, but they are beyond the Committee’s scope and
expertise; the Committee urges consideration of appropriate remedies to those issues, as descr bed below.

2.4.1: Equalize funding across SELPAs

When the AB 602 funding model for special education was developed, the state recognized that the funding per pupil for special
education costs was not equal across the SELPAs. As part of the implementation of AB 602, for the next several years the state
allocated the growth in federal funding for special education (beyond growth and COLA) to equalize funding levels across the
SELPAs. This equalization effort increased the funding per pupil for all districts that were below the statewide average, up to the
statewide average. Thus, the bottom half of the funding distribution has been equalized. However, the SELPAs in the top half of
the distribution still receive much higher funding annually than those in the lower half. The Committee recommends that the state
address the inequities in special education funding across districts, specifically by using a similar approach that has been used to
equalize funding for revenue limits in recent years. For revenue limits, the state established an equalization target that was the
funding per pupil of the 90th percentile of the distribution. Then, over time, all districts below the 90th percentile target were
moved to the 90th percentile funding level. Application of this same methodology to equalize funding across SELPAs would
require an increase of some $300 million in special education funding.

2.4.2: Expand the pool of funding for extreme high-cost students

Recently, districts have faced a significant increase in the number of students they serve who have high-cost learning disabilities.
This phenomenon may be related to the rise in autism that has been documented statewide. These high-cost special education
students place a significant burden on the districts that serve them and appear to require districts to direct funding away from the
base education program to meet these costs. The state currently has a small pool of funds for students who generate extremely
high costs. For these students, the state pays a portion of the cost above a specific cost threshold — currently at approximately
$60,000 per pupil and increasing annually by the COLA. The Committee recommends that the state freeze this high-cost threshold
for the next five years at its current level instead of letting it grow annually by COLA. As a result, in five years the threshold would
remain at approximately $60,000, rather than growing to approximately $70,000. This will result in an expansion of the number of
students for which the state subsidizes costs and will increase the amount of the subsidy for those students already generating
this support. The state will need to increase state funding for special education to implement this policy.



2.4.3: Address shortfalls in federal funding that create inequities

Because of changes in federal law, the state hifurcated special education funding between state and federal funds as part of the
2005-06 budget. While this reform solved several problems, it led to funding inequities in those years when the federal
government does not provide enough funding for growth and COLA. Specifically, when federal growth and COLA are underfunded,
the shortfall of federal funding falls disproportionately on SELPAs serving growing populations of students. The Committee
recommends reforms that solve this inequity and begin to create a track record that documents the underfunding by the federal
government. Specifically, the Committee recommends that in years when the federal government does not provide enough
funding to cover growth and COLA, the state would first determine the allocation of funding as if the federal government had fully
funded special education; then, after determining such a theoretical distribution, the state should apply a “deficit factor,” or
proportional reduction to al/ SELPAs, so that the distribution of funding would be commensurate with the actual funds available.

2.4.4: Collaboratively address additional key issues

The Committee believes that several significant special education issues deserve additional attention; however, those issues
were either so extremely technical or so complex that to take on these matters would have overwhelmed the Committee’s
capacity and resources, impeding its ability to carry out its broader charge. The Committee recommends that the administration
engage in a collaborative dialogue with the special education community to develop solutions to address all of the following
topics:

B Special education accountability. The state has never clearly articulated the outcomes it expects from special
education; because of this, there is a general lack of accountability for special education. The absence of an accountability
structure makes it difficult to determine whether schools are serving special education students well. The special education
community appears ready to seriously engage in an accountability discussion. The Committee recommends that the
administration work with the education community to develop a more rigorous accountability system for special education.
Through such a process, the state could begin to move away from the compliance-driven approach that still serves as a
foundation of special education and begin implementing an increasingly outcome-driven one.

B Update the special disabilities adjustment (SDA). The state provides supplemental funding to SELPAs that
generally have high numbers of special education students and/or high proportions of high-cost students. Data from 1996-97
are still used for this adjustment. These data must be updated, especially considering the impact of the growth of autism.
The state likely will need to collect additional information to update this formula. The Committee recommends that the
administration work with the education community to determine the data needed to accurately update the SDA formula
and the changes required in the special education data collection process to collect these data and update the formula. Such
aprocess could require three to four years to fully update and fund the formula, but the adjustment is an important one to
maintain the integrity of the AB 602 funding model and the confidence of the education community in it.

B Engage in autism discussion. Two recent significant activities have started to address the crisis of serving the growing
number of autistic students. The Legislature has created a blue-ribbon committee, and legislation has been enacted that
authorized the Superintendent of Public Instruction to convene a group to study autism. The Committee recommends that
over the next two years the administration actively engage with these bodies to address this difficult education and social
service issue.

Recommendation 2.5: Additional School Finance Reforms

Not all financial issues can fit neatly into the student-centered funding model proposed as the principal mechanism for funding
K—12 public education in California. The Committee identified three particularly important issues about which it believes the state
should take action and makes the following specific recommendations to support them.



2.5.1: Create an ongoing innovation and research fund

As the Committee noted at the beginning of this report, the needs of California’s students and the challenges they face to be
competitive in the global economy are constantly evolving. One should similarly assume that the education solutions to those
challenges will continually evolve. The Committee therefore recommends that the state provide ongoing funding to test promising
new education practices, using a combination of specific pilot projects linked with rigorous data collection and evaluation. The
Committee further recommends initially focusing this funding on the evaluation of initial rollout of the new teacher and
administrator professional practice models (see Recommendations 1.1 and 1.2), to better inform program elements for
subsequent cohorts of participating districts.

Over time, as research describes promising practices in education, additional innovative projects would be funded to determine
their appropriateness for implementation in California. Each of these pilots would be evaluated over a multiyear period. At the end
of the period, the program would sunset. At that point, the funding for the specific pilot project would be consolidated into the
student-centered funding structure of the participating districts, and these funds would count against those districts” target
levels for overall student-centered funding. Each district could then decide whether operating that program constituted a more
beneficial investment than other options, using the information provided by the state evaluation. By having these funds count
against each district’s target allocation after the pilot period, these pilot districts would not be permanently advantaged for
participating in the pilot. This consolidation process is an important one because the state has a poor track record of eliminating
programs — even those with poor evaluation results.

2.5.2: Address cost obligations of retiree health benefits

The Committee believes that past and future obligations to fund retiree health benefits present a potential risk to the financial
well-being of districts throughout the state, because many districts provide these benefits but have not funded them adequately.
The Committee recommends specific actions be taken to ensure that these risks are mitigated.

Districts choose whether to provide health benefits to their retired employees. These benefits are part of a broader group of
benefits referred to as “other post-employment benefits” (OPEBs). Some districts provide no OPEBs to retirees; some provide
them to retirees only up to age 65; some serve retirees after age 65, but not for life; some offer lifetime benefits; and some offer
a combination of these options. Based upon J-90 reporting, in 2005-06 more than half of districts provided some type of OPEBs.
The chart “Number of Districts Offering Retiree Health Benefits and the Type of Benefit” shows the breakdown of districts
offering various OPEBs.

Number of Districts Offering Retiree
Health Benefits and the Type of Benefit

Source: School Services of California, Form J-90

The General Accounting Standards Board (GASB) sets national accounting standards for state and local governments, including
school districts. Through a statement referred to as GASB 45, the standards board requires school districts providing OPEBs to
have actuarial studies completed that estimate the liabilities associated with those benefits using accrual accounting methods



— accounting for benefits that are to be paid in the future at the time that they were accrued. This requirement is being
implemented over the next three years. Some districts have had actuarial studies completed recently, to estimate their liabilities,
and the findings have been troubling. For example, LAUSD estimates that its unfunded liabilities comprise approximately $10
billion. While LAUSD has the largest liahility in total, at least one district, Fresno Unified School District, has a larger liability on a
per-pupil basis. The estimated aggregate cost of these liabilities has been growing significantly as districts have been including in
their calculations more accurate assumptions about the factors that determine these costs. Over the next 2.5 years, the
statewide magnitude of the problem will be revealed. Although GASB 45 requires school districts to report their unfunded
liabilities, it does not require the districts to take any actions to address the costs of meeting these obligations. Because, the size
of these liahilities is so large that it threatens the long-term fiscal viability of school districts. And because the state ultimately is
responsible for ensuring that students are served, the Committee believes that the state has an obligation to provide fiscal
oversight to ensure that the districts offering these benefits can afford to meet the costs of the liabilities over time. To that end,
the Committee recommends the state take the following actions:

B Require districts to develop a plan to address retiree health benefit liability. Even after reporting a large
unfunded liability, districts are under no obligation to take any action to address that liability. For example, despite having
identified a $10 billion liability, LAUSD has not yet taken action to suggest how it will address the obligations either in the
short term or the long term. The Committee recommends that every local board be required to adopt a plan to address its
unfunded OPEB liabilities, including retiree health benefits. This approach would require a local board to take public action to
recognize the cost of these liabilities, and develop a plan to address the liabilities. The plan will provide each local community
with an understanding of how its district will maintain its financial solvency in the context of these benefit obligations. Even
if the plan were to maintain the pay-as-you-go approach most districts are currently using, the district would become
subject to the pressures that accompany public scrutiny.

B Incorporate OPEB analysis into the AB 1200 process by changing the budget standards and criteria. The AB
1200 process assesses the fiscal solvency of school districts through the review of their budgets for the current year and
two subsequent years. Though long-term liabilities such as those related to retiree health benefits as identified inan
actuarial study are reviewed through the evaluation process, so long as these liabilities do not present a threat to the
solvency of the district in the current or two subsequent years, a district’s certification is not affected by these liabilities.
The State Board of Education administratively establishes the criteria that guide this review process (Budget Standards and
Criteria) pursuant to existing statute. Therefore, the Committee recommends that the board update the standards and
criteria associated with the AB 1200 review process so that a district with unfunded liabilities that does not have a plan to
address these liabilities would receive a “qualified” certification.

B Require funding of normal cost. The “normal cost” of providing OPEBs is based on accrual accounting standards. That
is, the cost of future benefits accrued in the current year is paid for in the current year. This contrasts with the current pay-
as-you-go system, which pays for the cost of future benefits at the time that they are delivered to retirees. The large
unfunded liabilities districts face today result from their not setting aside funding for (or paying for) future benefits as they
were being accrued by the employees. Therefore, to avoid continued accumulation of unfunded liabilities associated with
providing future benefits, the state would require districts offering OPEBs to develop financing plans in their budgets that
identify and fund the ongoing normal costs of those OPEBs. This requirement would be incorporated into the AB 1200 fiscal
review process. To give districts enough time to adjust to this financial obligation, the Committee recommends
implementing this requirement in the near term but giving districts up to five years to adjust their budgets to cover the
normal costs. The combination of funding the normal costs and approving a plan to address the current unfunded liabilities
will ensure that districts” fiscal health can be maintained over time.

W Clarify the use of categorical funding to address these liabilities. Because it is unclear whether school districts
can use state categorical funding to pay for past liabilities, many districts have been paying for these growing OPEB costs
from their local General Fund monies. As a result, over time the amount of discretion that a district has is decreased as
these obligations grow. Since many teachers are supported by categorical funds, the Committee recommends that the



state allow funding for categorical programs, while they continue to exist as such, to be used to pay the OPEB costs of the
retirees that were supported by those funds.

2.5.3: Allow school districts greater autonomy to contract for services

Under current law created by Chapter 894, Statutes of 2002 (SB 1419 Alarcon), a district must prove that it would have a
guaranteed cost savings before it is able to contract out an activity. Because it is often difficult to verify efficiencies and prove
them in court, districts have been forced to be very conservative about trying to contract out services. Prior to these restrictions,
districts were changing practices annually, to have portions of their non-teacher services provided by external providers.
Contracting for non-teacher services generally results in lower costs, which can free up funds for other education purposes.
Because of the importance of providing school districts with the flexibility to be as efficient as possible, the Committee
recommends repealing this statute, and thereby providing school districts with greater contracting authority.

2.5.4: Fully fund state mandates

California’s constitution requires the state to pay for the fiscal impact new laws have on schools and districts. There are
significant flaws with the process through which the state determines, reviews, and funds state mandates. The Committee
believes that the administration should continue to work with the education community and local governments to reform the
state mandates process. The administration took an important first step in 2007 when the Governor signed AB 1222 (Laird,
Chapter 329, statutes of 2007), which develops an alternative process — which involves negotiation between local government
and the Department of Finance — for determining the cost of a mandate. The Committee believes that the administration can
make more progress with existing state mandates and improve the way districts are reimbursed for their expenses. (See
discussion in Appendix F). However, irrespective of whether progress can be made on the financing mechanism for mandates,
the state is required to meet its constitutional obligation by funding the reimbursable mandates annually. The Committee
therefore recommends the state fund its existing K—12 mandate obligations, at a cost of approximately $200 million annually.
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