Legislative Fiscal Bureau
One East Main, Suite 301 « Madison, WI 53703 « (608) 266-3847 « Fax: (608) 267-6873

November 17, 2006

TO: Members
Special Committee on Review of State School Aid Formula

FROM: Russ Kava, Fiscal Analyst

SUBJECT: Equalization Aid -- Secondary Cost Ceiling

The following memorandum discusses a proposal to modify the secondary cost ceiling of the
equalization aid formula.

Current Law

There are three guaranteed valuations used in the equalization aid formula that are applied to
three different shared cost levels. Each school district receives a distinct aid amount and state
support for each tier of the formula, based on its shared cost eligible for aid on that tier.

Shared cost refers to school district expenditures that are aidable through the equalization
formula. Shared cost is determined by subtracting certain deductible receipts from the gross cost of
a district's general fund and debt service fund. The primary deductions are state categorical aid,
federal aid, and local nonproperty tax receipts (such as ticket sales, student fees and interest
earnings). These items are deducted because they represent costs that have already been offset by
revenue sources other than the property tax or general aid.

Primary Tier. The first tier is for shared costs up to the primary cost ceiling of $1,000 per
member. State aid on these primary shared costs is calculated using a statutorily guaranteed
valuation of $1,930,000 per member, and is based on a comparison of the school district's equalized
valuation per member to the $1,930,000. State aid equals the amount of costs that would be funded
by the missing portion of the guaranteed tax base. Every district whose equalized valuation per
member is below $1,930,000 receives at least the primary aid amount; primary aid cannot be
reduced by negative aid generated at the secondary or tertiary aid levels. This feature of the formula
is referred to as the primary aid hold harmless.



The primary tier first applied to aid year 1996-97, which is when the state went to two-thirds
funding of partial school revenues and increased funding for equalization aids by approximately
$840 million compared to 1995-96. The higher primary guarantee and the primary aid hold
harmless were added to the formula in order to ensure that every school district received at least
some equalization aid in that year. Since 1996-97, growth in equalized values per member has
occurred and some school districts are off the formula; seven school districts had an equalized value
per member that exceeded $1,930,000 in aid year 2005-06 and did not generate an equalization aid
entitlement. These districts did receive special adjustment aid, which provides aid to a district so
that it receives at least 85% of its prior year aid amount.

Secondary Tier. The second tier is for shared costs that exceed $1,000 per member but are
less than the secondary cost ceiling, which was equal to $7,972 per member in 2005-06. The
secondary cost ceiling is set equal to 90% of the prior year statewide shared cost per member. The
state's sharing of secondary costs is calculated using the secondary guaranteed valuation. The
secondary guarantee is not set statutorily, but is placed at a level that generates equalization aid
entitlements that are equal to the total amount of funding available for distribution. In 2005-06, the
secondary guaranteed valuation was $1,211,095 per member.

The secondary tier is where most of the funding for equalization aid is distributed, because it
applies to a broad range of costs for all school districts. The secondary guarantee is directly affected
by the amount of funding provided for equalization aid, since it is set at the level that distributes all
available funding. How a school district is affected by changes in funding depends on how aid for
that district changes when the secondary guarantee changes.

Tertiary Tier. The third tier is for shared costs that exceed the secondary cost ceiling of
$7,972 per member in 2005-06. State aid on tertiary shared costs is calculated using the statewide
average equalized valuation per member, which was $442,182 in aid year 2005-06. If a school
district's tertiary aid is a negative number, this amount is deducted from its secondary aid. As noted
above, if the sum of a district's secondary and tertiary aid is a negative number, this amount is not
deducted from its primary aid amount.

The tertiary guarantee is tied to the average property tax base per member to reflect statewide
changes in property value and enrollment. It is set at an amount lower than the secondary guarantee
so that the state's share will be lower on costs above the secondary cost ceiling. The tertiary
guarantee feature of the equalization aid formula is intended to serve two purposes. First, it serves
as a disincentive for higher spending levels by causing districts to receive aid at much lower levels
for costs incurred above the ceiling, or lose aid attributable to those costs if a district's per member
equalized value is greater than the tertiary guarantee. Second, it attempts to narrow the per pupil
spending disparities among school districts by redistributing aid to districts that spend at lower
levels.
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Alternative to Modify Secondary Cost Ceiling

One alternative for modifying the equalization aid formula would be to set the secondary cost
ceiling equal to 100% of the prior year statewide shared cost per member. One can argue that the
disincentive effect of the current formula starts at too low a cost (90% of the average cost), and that
all costs at or below the statewide average should be aided at the more generous secondary level.
Under this option, districts would be penalized with a lower tertiary aid rate or negative tertiary aid
only for those costs that exceed the statewide average.

Increasing the secondary cost ceiling from 90% to 100% of the statewide average shared
cost, however, could reduce the disincentive effects of the tertiary aid level, providing less incentive
for districts to maintain costs at a lower level. One can argue, though, that a school district's
revenue limit, not its place in the aid formula, is the more important control over a district's level of
spending. Modifying the secondary cost ceiling would not provide a district with additional
revenue limit authority, but would only affect how much of the district's revenue subject to the limit
is funded from general aid as opposed to the property tax levy.

If the secondary cost ceiling per member had been set at 100% of the prior year statewide
shared cost per member, it would have been set at $8,857, rather than $7,972 as under current law.
Had this higher cost ceiling applied in aid year 2005-06, a total of $60.6 million would have been
redistributed among school districts. This represents 1.3% of the $4,613.9 million appropriated for
general school aids that year. A total of 276 districts would have received more aid under the 100%
alternative as compared to the current law 90%, while 102 districts would have received less aid.
Aid payments to 48 districts would have remained unchanged.

Because the secondary cost ceiling per member would have increased from $7,972 under
current law to $8,857 under the alternative, more costs would have been aided at the secondary
level under the alternative. The primary and tertiary guarantees and the primary cost ceiling would
have remained unchanged under the alternative. Because the amount appropriated for general aid
would also have been unchanged, the secondary guarantee would have been adjusted downward
under the alternative to $1,059,709, as opposed to $1,211,095 under current law, to fully distribute
the amount of funding appropriated.

Under the alternative, all the districts that receive special adjustment aid and all but one
district benefiting from the primary aid hold harmless under current law would have had their aid
payment unchanged. Of the remaining districts, those that had shared costs of less than $8,600 per
member would have received less aid under the alternative than under current law, while those that
had shared costs of more than $8,600 per member would have received more aid under current law
than the alternative.

The $8,600 amount can be viewed as a rough break-even point. School districts would lose

aid on their secondary costs (costs between $1,000 and $7,972 per member) because of the less
generous secondary guarantee. However, school districts would gain aid on any costs between
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$7,972 and the proposed secondary cost ceiling of $8,857 per member, because the less generous
secondary guarantee is still significantly more generous than the tertiary guarantee that otherwise
would apply to these costs. Arithmetically, the loss of aid for costs between $1,000 and $7,972 per
member is only offset by the gain in aid on higher costs, if there is at least $625 of costs per
member above $7,972 for the gain to apply to, which results in a break-even point of $8,600 per
member.

The attachment to this memorandum provides additional information on the alternative to set
the secondary cost ceiling at 100% of the prior year statewide average shared cost per member, had
it been in effect for the 2005-06 general school aid distribution. The attachment shows the 2004-05
membership, value per member (adjusted for K-8 and UHS districts), and shared cost per member
for each district that was used to calculate 2005-06 general school aids. Also shown is the 2005-06
net general school aid payment to each district under current law and under the alternative, as well
as the change to current law under the alternative.

Under revenue limits, those districts shown in the attachment with an increase in aid would
have had their 2005-06 levy reduced by that same amount. Those districts with a decrease in aid
would have had the authority to increase their 2005-06 levy by an equivalent amount.

In considering the estimated change to current law under the alternative shown in the
attachment, the results could differ if school districts would change their behavior in response to the
proposed modification. As an example, if a school district subject to negative tertiary aid is
currently limiting its spending per member to avoid exceeding the secondary cost ceiling, it would
be shown in the attachment as losing aid under the alternative. However, if in response to the higher
secondary cost ceiling under the alternative, this school district would increase its spending per
member to the new ceiling, it would actually gain aid. It is not possible to estimate this type of
behavioral response.

Finally, conditions in a given school district, including enrollments, property valuation, and
costs could change relative to other school districts in the state, which would result in different
levels of equalization aid. As a result, the amounts shown in the attachment are backward-looking
estimates and could vary significantly from actual experience in future years.

RK/sas
Attachment
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