This document is made available electronically by the Minnesota Legislative Reference Library
as part of an ongoing digital archiving project. https://www.Irl.mn.gov

Options for General Education Formula Changes
to Limit Revenue Disparities, Fiscal Year 2022

Report to the Legislature

As required by Minnesota Statutes 2021, section 127A.51




For more information

Daley Lehmann Kristine Anderson

Division of School Finance Division of School Finance
Minnesota Department of Education Minnesota Department of Education
400 NE Stinson Blvd. 400 NE Stinson Blvd.

Minneapolis, MN 55413 Minneapolis, MN 55413
651-582-8817 651-582-8544
Daley.Lehmann@state.mn.us Kristine.Anderson@state.mn.us
education.mn.gov education.mn.gov

As requested by Minnesota Statutes 2021, section 3.197: This report cost approximately $4,284.38 to prepare,
including staff time, printing and mailing expenses.

Upon request, this material will be made available in an alternative format such as large print, braille or audio
recording. Printed on recycled paper.


mailto:Daley.Lehmann@state.mn.us
mailto:Kristine.Anderson@state.mn.us
https://education.mn.gov/mde/index.html
https://education.mn.gov/mde/index.html

Table of Contents

Options for General Education Formula Changes to Limit Revenue Disparities, Fiscal Year 2022........ccccccooeuvvnneeenn. 1
FOr MOre INFOMMAtION ...ttt et sb e et e e st e e s bt e e sabeesabeesneeesabeesabeeesnseesanenanns 2
Yo 1 YAVl O - [ = PP 4

Options for General Education Formula Changes to Limit Revenue DisparitieS.......cccccceveveieerivnciieeesniieeneeeneen. 4

T oo [¥To1dTo] o HAR T TSP USSP PPOTROPROT 4
N QT 12 13 RN 5
Current EQUItY REVENUE FOIMUIG ...oiiiiiiiee ettt e et e e e et e e e et e e e s e ab e e e e enbeeeeenbaeeeensaeeeensenas 6
Recent Law Changes that Impact EQUItY REVENUE .......coieuiiiiiiiiie ettt ettt st e e e e s st e e e s snaeeeeas 6
Analysis of Current EQUity REVENUE FOIMUIA .....ciiiiiiiiicieee et e s e e e s e e s sree e e e sanee 6
Options for Limiting General REVENUE DiSPArity ......ccccuiiiiiiiieeiiiiieeiiieeeesiieeesssieeessreeeesareeessssbeeeesssseeesssssenas 7
Simplifying the Equity Revenue FOrmula................ooooiiiii ittt saae e 7
Option 1 — Increase Equity Sliding Scale REVENUE...............c.ueiiiiiiiiii et 8
Option 2 — Referendum Roll-in to Local Optional Revenue (LOR) ............cccoeiieiiiiiiciiiee et 8
Option 3 — Redefine BasiC FOrMUIQ ................ooiiiiiiii it e e et e e s st ae e e s s beee e ssbeeeeeans 8
Appendix: Equity and Disparity REVENUE OPtiONS.....cciiccuiieiiiiiieeceiiee e eeitee e eree e eree e s sree e s seabee e e ssnaeeesssnsaeessaneees 11



Legislative Charge

Options for General Education Formula Changes to Limit Revenue Disparities
Statutory Directive: Minnesota Statutes 2021, section 127A.51, reads as follows:
127A.51 Statewide Average Revenue.

By December 1 of each year, the commissioner must estimate the statewide average adjusted general revenue
per adjusted pupil unit and the disparity in adjusted general revenue among pupils and districts by computing
the ratio of the 95th percentile to the fifth percentile of adjusted general revenue. The commissioner must
provide that information to all districts.

If the disparity in adjusted general revenue as measured by the ratio of the 95th percentile to the fifth percentile
increases in any year, the commissioner shall recommend to the Legislature options for change in the general
education formula that will limit the disparity in adjusted general revenue to no more than the disparity for the
previous school year. The commissioner must submit the recommended options to the education committees of
the Legislature by February 1.

For purposes of this section and section 126C.10, adjusted general revenue means the sum of basic revenue
under section 126C.10, subdivision 2; referendum revenue under section 126C.17; local optional revenue under
section 126C.10, subdivision 2e; and equity revenue under section 126C.10, subdivisions 24a and 24b.

Introduction

The December 2021 calculations under Minnesota Statutes 2021, section 127A.51, given in the table below,
show an increase in the projected ratio of the 95th percentile to the fifth percentile of adjusted general revenue
from 1.2294 in Fiscal Year (FY) 2022 to 1.2361 in FY 2023 (two shaded cells found in the 95th-5th Ratios row/FY
2022 and FY 2023 columns). The projected increase in the disparity ratio for FY 2023 triggers the statutory
requirement for the commissioner to “recommend to the legislature options for change in the general education
formula that will limit the disparity in adjusted general revenue to no more than the disparity for the previous
school year.” FY 2023 data was used to model the options presented in this report; however, since the levies for
FY 2023 have already been calculated, the options presented would take effect beginning in FY 2024.
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Analysis

Minnesota Department of Education General Education Revenue Disparity Report (Minn. Stat. § 127A.51)
School Finance Division 12/2021

Estimated General Revenue per Weighted Average Daily Membership (ADM).

Definition of "General Revenue" varies over time.

Current definition includes Basic Revenue, Referendum Revenue, Local Optional Revenue and Equity Revenue.
Because of changes in pupil weights, revenues for FY 2015 and later are not comparable to revenues for earlier years.

FY 2017 FY 2018 FY 2019 FY 2020 FY 2021 FY 2022 FY 2023
State Averages 7,454 7,604 7,802 8,023 8,239 8,426 8,644
1st Percentile 6,676 6,836 7,111 7,301 7,456 7,617 7,752
5th Percentile 6,947 7,069 7,193 7,328 7,458 7,619 7,754
10th Percentile 6,949 7,070 7,194 7,329 7,458 7,619 7,754
50th Percentile 7,383 7,519 7,678 8,037 8,230 8,415 8,606
90th Percentile 8,144 8,266 8,642 8,939 9,109 9,329 9,545
95th Percentile 8,185 8,356 8,761 8,996 9,159 9,367 9,585
99th Percentile 8,497 8,670 8,838 9,058 9,204 9,428 9,647
90th-10th Dollar Gaps 1,194 1,196 1,448 1,610 1,651 1,710 1,791
95th-5th Dollar Gaps 1,238 1,287 1,567 1,667 1,701 1,748 1,831
99th-1st Dollar Gaps 1,821 1,834 1,727 1,758 1,748 1,811 1,895
90th-10th Ratios 1.1718 1.1691 1.2012 1.2197 1.2213 1.2245 1.2310
95th-5th Ratios 1.1782 1.1821 1.2179 1.2275 1.2281 1.2294 1.2361
99th-1st Ratios 1.2728 1.2683 1.2429 1.2408 1.2345 1.2378 1.2445
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Current Equity Revenue Formula
The current equity revenue formula has five components:

1. Aflat allowance of $S14 per pupil unit for districts whose referendum revenue per pupil unit falls below
the regional (Twin Cities metro or non-metro) 95th percentile.

2. Avariable amount, ranging up to $80 per pupil unit on a sliding scale, depending on the ratio of (1) the
gap between the sum of the district’s basic revenue, transition revenue, first tier local optional revenue,
referendum revenue per pupil unit, and the sum of these revenues per pupil unit for the district at the
95th percentile of school districts in its equity region to (2) the gap between the sum of these revenues
per pupil unit for districts at the 95th and fifth percentiles in the equity region.

3. An additional amount for districts with low referendum plus first tier Local Optional Revenue (LOR)
revenue per pupil unit (below 10% of the state average referendum plus first tier LOR revenue per pupil
unit (estimated at $117 for FY 2023), equal to the amount by which the district’s referendum plus first
tier LOR allowance falls below 10% of the state average, but not to exceed $100,000 per district.

An additional amount equal to 25% of the sum of the first three components for all districts.

5. An additional S50 per pupil unit for all districts.

Minneapolis, Saint Paul and Duluth are ineligible for the first four components of equity revenue, but are eligible
for the fifth component.

Recent Law Changes that Impact Equity Revenue

The 2019 Minnesota Legislature enacted changes to the referendum and LOR revenue to simplify calculations
and improve the transparency of those funding formulas. The changes also have implications for the equity
revenue formulas and the general education revenue disparity gap.

Among the changes that were made, the maximum LOR allowance for all districts was increased from $424 to
$724. The LOR allowance increase was offset by permanently subtracting $300 from the referendum allowance.
The $300 in referendum allowance is the amount that could be authorized by school board approval rather than
voter approval. This new tier 1 of LOR was added to the equity revenue formula, making the impact to the
equity formula revenue neutral. The provision making school districts with no referendum revenue ineligible for
the sliding scale component of equity revenue (item number 2 above) was repealed. Since tier 1 of LOR is
included in the sliding scale portion of the equity formula and all school districts are entitled to LOR, this
provision no longer applies with this law change.

Analysis of Current Equity Revenue Formula

With the recent law changes, the low referendum provision (item number 3 above) no longer has even a
minimal impact on districts. All districts that previously had no voter-approved or board-approved referendum
levies are now entitled to $300 per pupil unit in first tier LOR revenue. Even with no referendum allowance, a
district’s revenue per pupil unit will exceed 10% of the state average, based on their first tier LOR alone.
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The exclusion of Minneapolis, Saint Paul and Duluth from receiving the first four components of equity revenue
reduces the equity revenue available to Saint Paul and Duluth (Minneapolis is above the 95th percentile for the
Twin Cities metro region). The exclusion of these districts does not contribute to the gap between the 95th and
fifth percentiles of adjusted general revenue, because none of the three districts has referendum revenue
allowances falling below the fifth percentile.

Use of the regional 95th and fifth percentiles of basic, referendum, first tier LOR, and transition revenue per
pupil unit in the equity formula creates a potential disparity in access to equity revenue between the Twin Cities
metro and non-metro districts. This also makes it difficult for the state and school districts to budget for equity
revenue, since the regional 95th and fifth percentiles are a moving target until data for the fiscal year are
finalized after year-end.

Options for Limiting General Revenue Disparity

Three options to limit revenue disparities are offered for consideration. The Option 1 would simplify the equity
revenue formula and increase total equity revenue, which is targeted to low revenue districts. The Option 2
would simplify equity revenue formula and would limit revenue disparities by rolling a portion of referendum
revenue into local optional revenue (LOR). The first and second options are inclusive of the equity revenue
formula simplification outlined in the next section. Option 3 would redefine basic and LOR revenue by rolling a
number of formulas into the new revenue and significantly reducing reliance on referendum revenue; thus
eliminating the need for equity revenue. A detailed description of each option is provided below. Runs showing
the district-by-district impact of each option based on FY 2023 data are included in the Appendix. Draft bill
language is available upon request.

Simplifying the Equity Revenue Formula

Based on November 2021 forecast data, the 95th percentiles are estimated to be $9,063 for the non-metro
region and $9,117 for the Twin Cities metro region, while the fifth percentiles are estimated to be $7,163 for the
non-metro region and $7,174 for the metro region. This is an equity gap of $1,900 and $1,943 for the non-metro
and metro regions, respectively. The bullet points below illustrate how equity revenue calculations could be
simplified and potential future disparities eliminated between Twin Cities metro and non-metro districts.

e Eliminate the use of the regional 95th and fifth percentiles.

e C(Calculate the divisor for the equity gap calculation for all districts using 100% of the standard
referendum allowance limit under Minn. Stat. 126C.17, subd. 2 (a) (1) [2021] ($1,920 for FY 2023).

e Calculate the numerator for the equity gap calculation for all districts using the amount of the district’s
referendum revenue per pupil that is below the standard cap.

e The Minneapolis, St. Paul and Duluth school districts are included in the equity revenue calculation.

e Roll the uniform allowances of the equity formula that all districts receive into tier 2 of LOR, increasing
the allowance from $424 to $492. Since equity and tier 2 LOR are equalized at the same rate, there
would be no change in aid, levy or revenue from this simplification. To neutralize the impact to charter
schools, the additional $68 per pupil would be added to charter school general education revenue.

e Eliminate the calculation of added revenue for districts with referendum allowances below 10% of the
state average. This change would simplify calculations and have no impact on revenues.
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These changes are all incorporated as the starting point for the options for limiting general revenue
disparity outlined below.

This simplification and disparity reduction could be accomplished since it is an approximate equivalent to
the equity gap currently used to define the sliding scale component of equity revenue. The average district
would receive an increase of $5 per pupil unit. By leveling up the non-metro sliding scale equity gap
calculation to what would correspond to the metro region, a good portion of the disparity gap would be
closed. Total state aid for school districts would increase by $8.8 million and levy would decrease by $4.1
million statewide.

Option 1 — Increase Equity Sliding Scale Revenue

Increase the multiplier for the sliding scale allowance of the simplified equity revenue formula outlined in the
previous section from $80 to $100. This option would proportionately increase the sliding scale portion of equity
revenue for all districts eligible to receive the sliding scale revenue. Districts with referendum revenue per pupil
unit at or above the standard referendum allowance limit would receive no increase. Districts with the lowest
revenue per pupil unit would receive the highest amount per pupil unit, reducing the disparity to the FY 2022
level. This option would increase state total equity aid entitlements by $10 million and the equity levy by $7
million, for a total increase of $17 million in equity revenue. This is the most efficient means of reducing general
revenue disparities by adding resources primarily to lower referendum districts.

Option 2 — Referendum Roll-in to Local Optional Revenue (LOR)

Option 2 builds on the equity simplification with a sliding scale of $80.

Increase the local optional revenue (LOR) allowance from $792 to $892 by rolling $100 per pupil of referendum
revenue into the first tier of LOR. This option would provide additional revenue for districts with less than $100
per pupil of referendum revenue, and reduce revenue disparity. The additional LOR revenue would be equalized
at the current tier 1 equalizing factor of $880,000, based on referendum market value, thus improving
equalization for all districts. The referendum equalization tier and revenue caps would be adjusted to reflect the
lower referendum allowances.

Under this option, school districts with more than $100 per pupil of referendum revenue would receive no
revenue increase. All districts with less than $100 per pupil of referendum revenue would receive additional
revenue. Districts with the lowest revenue per pupil unit would receive the highest amount per pupil unit,
reducing the disparity from the FY 2022 level of 23.6% to 21.9%. This option would increase state total net
referendum, LOR and equity aid entitlements for school districts by $32.7 million, and reduce the total net
referendum, LOR and equity levy by $918,000, for a total increase of $31.8 million in net revenue.

Option 3 — Redefine Basic Formula

Adopt the School Finance Working Group (SFWG) recommendations to redesign basic general education
funding. A central tenant of the final SFWG report issued November 2020 was to address the erosion in general-
purpose funding based on the number of students in the district, and reduce the reliance on voter-approved
operating referendum revenue; improving the revenue disparity across districts and simplifying the overall
finance system. This includes the following changes:
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e Redefine “basic revenue” to include both the formula allowance, which would continue to be fully state
funded, and “Local Education Revenue” (LER), which would replace Local Optional Revenue, (LOR) and
would be funded by an equalized levy.

e 80% of the new basic revenue would be in the formula allowance, and 20% would be LER. To reach the
80-20 funding mix, $958 per pupil unit of referendum revenue would be rolled into LER, making the total
LER allowance $1,641 based on the FY 2022 formula allowance, before inflationary adjustments for FY
2023 (current and new).

e An additional 2% would be added to the new basic revenue, in addition to the 2% increase passed by the
Legislature in 2021. This would increase the combined basic revenue allowance for FY 2023 to $8,750, of
which 80% or $7,000 would be fully state funded, and 20% or $1,750 would be LER.

e The new standard referendum cap would be set to 10% of the combined formula allowance of $S875 per
pupil unit for FY 2023. This reduced cap reflects the funding move from referendum revenue to the LER
portion of basic revenue before applying inflationary increases. Districts receiving sparsity revenue
would still be exempt from the cap, and the few districts with allowances grandfathered over the
standard cap would continue to receive an adjusted grandfathered amount.

e The new combined allowance would then be increased by rolling equity revenue, transition revenue,
gifted and talented revenue, literacy incentive aid, and telecommunication equity aid into the base at
the same 80-20 funding mix (5175 funded fully with state aid, and $44 funded with an equalized levy).
The new standard referendum cap at 10% of the combined formula allowance would then be set at
$897 per pupil unit for FY 2023.

e For later years, the combined basic revenue amount would be indexed for inflation using the prior year
Consumer Price Index (CPI) and the increases forecasted in state budgeting. This will ensure that basic
revenue per pupil funding does not erode over time.

The recommendations simplify, standardize and improve equalization:

e The 80% of combined basic revenue would be fully funded by state aid.

e LER would be simplified by replacing the two-tier equalization formula with a single tier. It would be
equalized at 150% of the state average RMV per third prior year resident pupil unit ($1,044,885); a
significant increase in equalization aid for all districts.

e The remaining referendum revenue would be equalized as a single tier up to the standard cap at 125%
of the state average RMV per third prior year resident pupil unit (5837,404).

e The improved equalization makes it possible to eliminate Tax Base Replacement Aid and the

Referendum Hold Harmless for all but 4 school districts, further simplifying these funding streams.

Under this option, all districts would receive an increase in revenue with an average increase of $530 per pupil
unit. Districts with the lowest revenue per pupil unit would receive the highest amount per pupil unit. It would
increase state total general education aid entitlements for school districts by $702 million and reduce the total
net levies by $243.5 million, for a total increase of $458.5 million in net revenue.

This option restores the equal basic revenue per pupil funding to 60% of all general education revenue (up from
53%), and reduces the reliance on voter approved operating referenda. This reduces the disparity in unrestricted
general education revenue to 11.4%, well below the projected FY 2023 level of 23.6%, by providing more
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revenue to districts currently receiving the least revenue. The greatly improved equalization will make it more
likely that these low revenue districts will be able to fully utilize the new revenue authorized.

The graph below shows the disparity in unrestricted general education revenue from FY 2003 through FY 2023,
including the impact of the three options. In FY 2016 when LOR was implemented with corresponding
reductions to operating referendum authority, disparities were reduced from 30.7 to 18.2%. Since then, revenue
disparities have increased once again as the board-approved revenue has been frozen at $724 while the voter-
approved portion for districts with large referendum levies has increased due to inflation adjustments included
in referendum ballot language and new referendum elections.

Disparity in Unrestricted General Revenue per Student
Ratio of 95th Percentile to 5th Percentile

Without further funding formula changes, this pattern will continue. While options 1 and 2 are an incremental
approach to closing the disparity gap, option 3 provides significant improvement to the system, restoring the
equal basic revenue per pupil funding to 60% of all general education revenue (up from 53%), and reducing the
reliance on voter approved operating referenda. If option 3 were enacted into law, it is recommended that
Minnesota Statutes 2021, section 127A.51 also be amended. This report is required in any year that the disparity
in adjusted general revenue exceeds the previous school year. This could be changed to require
recommendations from the commissioner if the disparity in adjusted general revenue exceeds 20%.
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Appendix: Equity and Disparity Revenue Options

The Equity and Disparity Revenue Options spreadsheet is on the Minnesota Department of Education website.
From the homepage, select Data Center > Data and Analytics. Scroll down to School Finance Spreadsheets and
click General Education. Choose Category: General Education; Subcategory: Revenue Disparities and Year:
2021.
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