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LETTER OF TRANSMITTAL

925 L Street, Suite 650 .
Sacramento, California 95814
- February 14, 1977

_THE HONORABLE DENNIS E. CARPENTER, Chairman
and Members of the Joint Legislative Budget Committee
State Capitol, Sacramento

Gentlemen: .

In accordance with the provisions of Goverﬁment _Code, Sections
9140-9143, and Joint Rule No. 37 of the Senate and Assembly creating the
Joint Legislative Budget Committee, defining its duties and providing
authority to employ a Legislative Analyst, I submit an analysis of the
Budget Bill of the State of California for the fiscal year July 1, 1977, to June
30, 1978.

The duty of the committee in this respect is set forth in Joint Rule No.
37 as follows:

“It shall be the duty of the committee to ascertain facts and make
recommendations to the Legislature and to the houses thereof
concerning the state budget, the revenues and expenditures of the state,

- and of the organization and functions of the state, its departments,
subdivisions and agencies, with a view of reducing the cost of the state
government, and securing greater efficiency and economy.’

2+ 1 should like to express my gratltude to the staff of the Department of
Fmance and the other agencies of state government for their generous
 assistance in furnishing information necessary for this report.

Respectfully submitted,

A. ALAN PosT
Legislative: Analyst



BUDGET OVERVIEW

The Governor is proposing what is essentially a workload budget for
1977-78 Overall state expenditures at $14.3 billion are up $981 million or
7.4 percent from 1976-77. However, the Governor added to this proposal
nearly $900 million in reserves for new programs—the details to be de-
fined later—for school fmancmg, property tax relief and other purposes.
Including these reserves the increase would be $1 878 million or 13.1
percent.

In this Analysis of the Budget Bill, we have carefully examined each
program indicating all areas in which we think appropriate reductions can
be made. Conversely, we have recommended augmentations or policy
review in certain programs where we believe the objectives presented in
the budget are below or differ from those intended by the Legislature. We
have also recommended increases where we believe the impact of infla-
tion or workload elements are not sufficiently recognized in the budget.

The recommendations are not tailored to achieve any specific budget-

amount, but will effectively reduce many program expenditure levels and
still, we believe, maintain levels of service required to achieve the basic
objectlves 'of the proposed budget.

The most significant feature of this budget is the magnitude of the _

- projected surplus which in turn, reflects the economic assumptions under-
lying the proposed budget.

Economic Assumptions
In general, the economic forecasts for 1977 prepared by the Depart-
. ment of Finance are reasonable and compare favorably with the consensus
of other economic forecasts we have reviewed. As noted in the budget

document, the department views 1977 as a year of continued, though-

modest, economic recovery and growth. For the nation, the department
estimates real growth at 5 percent, inflation at between 5 and 6 percent,
_ and unemployment at 7 percent or less. For California, the forecast is for
an unemployment rate of over 8 percent. On the other hand, healthy gains
are anticipated for personal income, employment, consumer spending
"and residential construction. The continuing drought, however, creates
some uncertainty and could influence farm income and food prices. Full
economiic implications are as yet unknown. :

Revenue .

The Department of Finance translates these economic assumptions into
estimated General Fund revenues of $11 billion for the current year. This
is, significantly, about $350 million above the estimate made last May.

Total income (including General Fund and special funds).for the
budget year is estimated at $14.4 billion, an increase of 11.2 percent over
1976-77. General Fund income is forecast at $12.4 billion, up 12.6 percent
over the current year. A detailed discussion of the economic assumptions
and the revenue picture is presented later in this overview.
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‘Expenditures y

The budget: proposes a: combmed 1977—78. expendlture program of $22,-
547 million. This is comprised of $11,855:million from the General Fund,
$2,056 million from special funds, $388 million from bond funds, and $8,248
million in federal funds expended or subvened by the state. '

Title II of the federal Public Works Employment Act of 1976 provides
funds to state and local government to stimulate economic recovery. The
Governor’s Budget estimates that the State of California will receive'a’
‘total. of $50 million under this program; $20 million in the current year and’”’
$30 million in the budget year. Federal law stipulates that funds are to'be -
used “for the maintenance of basic services customanly provided...” A
detailed discussion of this program is 'contamed in the analy51s of the'
Employment Development Department (Ttem'257)." :

Table 2 summarizes General Fund expenditures for state operatlons, capn- ’
tal outlay, and local assistance and Table 3 provides the same mformatlon ‘
for special fund expenditures. .

Chart I shows estimated 1977—78 state revenues by source and st
expenditures (excluding bond funds) by program. g
Chart I shows the comparative magnitude of the various General Fund
- revenue sources and the distribution of these funds through the budget
to the major program categories in 1977-78. ' ot

Table 1

o . State of California
Combmed Expendlture Summary for lndlcated Years

T v X SN < S T/ X
General Fund .. $9 518 436,279 ; $10 889 681,293' o $ll 854, 944 ‘
Special funds . 1,678,832,232 2023042938 2,056,377 647 i T

State Budget Expenditures............... $11,197,268,511 $12912,724231  $13,911,322,508
Bond funds ‘ 255,185,398 404,815,752 387,604,602
. Overall state expenditures .....q.... $11,452,453,909 $13,317,539,983 $14,298,927,110
Expenditure of federal funds®........... 7,617,638,789 8,116,271,945 8,247,781,667
Combined Total Expendltures....;... $19,070,092,698 '$21,433,811,928 $22,546,714,777

* Includes grants-in-aid, reimbursements and special projects.
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Table 2

General Fund Budget Expendltures and Yearly Increases
(Mllhons) ]

B N Chmge ’ Change
Actual - Estimated- fromi 1975-76 . Proposed- from 1976-77'
' ~ 197576 1976-77  Amount Percent 1977-78. Amount Percent
State. operations ............... $2,321.7 $2,651.8 $330.1 142% $29037. $2519  95%
Capital outlay ...... 215 1001 = . 786 3656 1326 325 325

Local Assistance . 70752 . 81318 9626 134 88186 6808 84
Totals ..ovivvnveivcrersenivonns $9,518.4 ' $10889.7  $137L3 144% $11,8549  $965.2 '89% -
" Table 3
Speclal Fund Budget. Expendltures and Yearly Increases
(Millions) :

Change . Change
40!ual Estimated = from 1975-76 " Proposed _from 1976-77
1975-76  1976-77 = Amount Percent 1977-78 Amount Percent
$631.9 87339 $1020  16.1% - $783.7 - $49.8 6.8%

State operations

Capital outlay ..... 2054 - 3192 1138 554 3028 —164 . =51
Local assistance... 8415 - 9699. 1284 . 153 - 969.9 00 - .00
Totals ...... st et $1.6788 © $2.0230. $3442  205% $2,0564 $334 L%

Surplus .
The budget document antlcnpates a General Fund unrestrlcted surplus

of around $890 million in the current year. As shown in Table 4, this is

expected to grow to $1,465 million by June 30, 1978. The addition of federal
revenue sharing and tidelands oil money in the Capital Outlay Fund for
Public Higher Education will provide an estimated total budget year
surplus. of almost $1,792 million. _
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~ STATE BUDGET PICTURE

1977-78 FISCAL YEAR
(Dollars in Millions) '

 TOTAL

. TOTAL oL -
REVENUES 142208 . 1000% EXPENDITURES  s139113  1000%

2153 - '(Tm“?',fom . - (Excluding Selected Bond Funds).
$14,445.1 {Total Income) » ; )

AGRICULTURE ‘AND SERVICES RESOURCES

INHERITANCE AND GIFT TAXES S ,
22% 33160 \ : ' . 2'"‘ $358.1 26% $368.0
' ‘BUSINESS ‘AND TRANSPORTATION R R
. 8.1% $8505 .
PERSONAL INCOME TAX ; EDUCATION—X thioughi 12

OTHER——— s :
5.0% 5702, ; 4
' % s - PROPERTY TAX RELIEF
108% . $1.497.7

7 A% s3oms

SALES TAX
25% 946289

HORSERACING FEES A
= " 08% $1100 L /

/= HIGHWAY USERS TAXES ~ '
=, OTHER -
: } / 85% $1.2114 CaT% . $6545 N
S Z , ,/’ - g iy - HEALTH AND WELFARE
- : T————INSURANCE TAX SHARED REVENUE ’ 30.1% $4,1830
MOTOR VEHICLE 4 \ 24% 53440 : . 83% 8840
LIGENSE FEES LIQUOR TAXES : S HIGHER EDUCATION ~

31% 54440 L .
GORFORAYION TAX + CISARETTE TAX N TEES i Ll W% 520430
123% 517500  20% 2794 7 -
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RESOURCES CHART 1l )
C Amount . C s " oUTGO
(Millions) Percent -~ . GENERAL FUND Amount
Millions) Percent
Prior year . BUDGET PICTURE hato
Resources s (940.1) (=) : Agriculture .
’ Servi 82004 - 25%
inher. & 1977-78 FISCAL YEAR _ sed Sarvices
Gift Tax 3180 28% B Business and :
E R Transportation 367 03,
Insurance Tax M40 28 :
Horseracing %3 048 Education K-12 30371 - 256
Personal
Income Tax 42850 362 1977-1978 }
SR GO R'S BUDGET Higher
OVERNORS Jubor Bdicston 148 w3
Liquor Taxes .
and Fees 31 12
Bank and Cor- Health and
poration Tax 17500 144 " Welfare 41760 352
Cigarette Tax 1966 1.8
’ : : Pf_?ﬂ.f"‘y iof 1 7 128
Sales Tax 45100 319 ox Rel 497
Resources 265.0 22
Other §79.7 49
Other [ M05 38
Revenues $12.1810 100.0%  Yourand e s )
.Federal Revenue . )
Sharing, etc. . Expenditures $11,8549. 100.0%
Transfers 2153
‘ $12.206.3 ° Excludes $271.5 million available from Federal Revenue Sharing Fund.




- Table 4.

-General: Fund Surplus, Revenue Sharlng and
Tldelands 0|I Revenues Available

o 4mgunts in lel:ons R

: o A co I978eT7T T I9TET8
Prior-year resources available .. $8088 $940.1
(Unrestricted surplus, prior year) ) . (731.8) (890.4),
Income (adjusted to exclude special accounts) .................................... 109862 - ~-12,357.0 0
“Total Available vesercoens | $11,795.0 7 “$13.2071
- Expenditures (adjusted to exclude specral accounts) - $10,854.9 $ll 8223
Carryover reserves . =497 v 94
Current surplus (adjusted to exclude expendrtures from carryover - BTP I
" Teserves) » (158.5) ' (575,0) '
Year~end General Fund Unrestricted Surplus..............ccocmeereonice - $890.4 $l,465‘;4 _
Other Funds Available: - . A
Federal Revenue Shanng balances available.... $2420 $2175
Tidelands oil money in Capital Outlay- Fund for Pubhc ngher -. R
Education . 86 . 490
Total Avallable Year-end.. : $1,211.D : $1,7919
Reserves

As shown in Table 5 the Governor proposes to reserve almost $897
million of the surplus as follows: - : v

Table 5
Governor’s Proposed Reservatlons of
1977-78 General Fund Surplus
o ' Amounts
in Miflions -

1: Homeowners’ Property Tax Relief; Serrano Court Decxsnon, and Senior szens Rent-
er Relief — v 87000

9. Prison Facilities for Additional 2,400 Inmates in Southern California .................... S .. 942 ., '
3. Reserve for Pending Court Cases 102.4
Total Proposed Reservations ; . e $896.60
Total Funds Available... _ » ; . $1,791L.9
Total Amount Available After Reservatlons i o iz : $895.3
General Fund Portion .. - singionsn : v o {5688)
Federal Revenue Shanng chesageseese e e eapraneengen vttt S(QTTsy
Tidelands Oil Money in COFPHE ..........u..... o - e (49.0) 10

- $700 million for Homeowners Property Tax Rehef Serrano/ school
ﬁnance and‘Senior Citizens” Renter Relief.
Many of the details of these plans have yet to be spelled out. Therefore,
it is not possible to discuss specifics at this time. It is recommended,
however, that in dealing with these major issues of property tax relief and
school finance a comprehensive approach be followed which con51ders ,
such factors as total tax burden, benefits and inequities of the prese."’
relief programs, the long- term funding capability of the revenue systen
-alternative revenue sources, and the state, local and federal distribution
of funding and administrative responsibilities for all programs supported o
by the property tax.
- It'is 1mportant to note that since 1972-73, state expendltures for prop-
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erty tax relief and schools have increased by over $2 billion, but we are still
- confronted by fundamental issues such as equalization-in terms of the
Serrano decision. Along the way we have applied some expensive band-
aids to both programs. It would seem that with this surplus we now have
- the opportunity and obligation to follow a comprehensive approach in
seeking a long-term cure.

2. $94.2 million for new prison facilities. «

The need for this amount is not clearly delineated in the budget. More-

_over, we will not know the facility needs of the Department of Corrections

until March when a departmental report will be completed. In any case,
the time lag from preliminary budgeting to opening a new prison would
be about five years. Therefore, the $94.2 million earmarked in the budget
cannot be spent by the end of 1977-78. But it could be appropriated for
the number of years covering the planning and construction period for the
project. We believe the Legislature should have the policy for new prison
programs and capacity well established before it commits itself to- the
appropriation of this amount.

3. '$102.4 million for pending court cases.

The budget contains no backup information on this amount. The Legis-
lature will have to be informed in some manner of the basis for the
reservation.

Future Impact of Governor's Proposal

Our prehmmary analysis of the Governor’s Budget indicates that nor-
mal workload increases and a property tax relief/school finance program
of the amount proposed in the budget can be funded within existing
resources for the next two or three years if no other major expenditure
programs are added. This conclusion, however, is based on preliminary
data, and it will be impossible to determine the actual future costs until
details of the proposal are spelled out completely

‘Trends in General Fund Expenditures

General Fund expenditures are proposed to increase by about 8.9 per-
cent or just under $1 billion in the budget year. If the reserves are includ-

ed, the increase is 17.1 percent. The average increase during the past 10

years has been about 14 percent, as shown in Table 6.

Table 6

Growth in General Fund Expendntures
From 1967-68 to 1976-77

(In millions) )

: - General Fund Percentage
Fiscal Year . L ' . Expenditures. Change
1967-68 $32728 + 85%
196869 . 3,908.8 +194
1969-70 . easness ot 4456.1 +140
1970-71 ... . 485397 + 89
197172 ....... 50213 + 36
1972-73 X 5,615.7 +117
1973-74 72994 ) +30.0
1974-75 : : : 8,348.6 Tl 4144
1975-76 " 95184 +140
1976-77 10,889.7 +14.4

AT
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~-MAJOR GENERAL FUND PROGRAM ELEMENTS - . < -

‘This summary presents a brief overview of major expenditure programs:
such as health, education, benefit payments and property tax relief. These
* major programs comprise 87.3 percent of the $11,854.9 million in‘Genetal :
Fund expenditures proposed for 1977-78. . -

Detailed information on each of the programs can be obtamed by refer-
ring to the appropriate budget item in the following sectrons of thrs Analy-
sis.

Table 7 1nd1cates the major program changes in General Fund expendr-' _
tures o e

Table 7

1977—78 Selected General Fund Budget Program Changes‘
‘ From 1976-77 Expendlture Level

{In Mllllons) o .
: ‘ E ' Amount ..~ Percent . :
Major Program Increases: ) ) - ofChange . of Cbange
Health (excluding Medi-Cal) S~ ' $143.7 :18.8% -
Medi-Cal — R 170.7 15,
Benefit Payments ' ‘ ; : i Bl 93
. K-12 Education (total education) * ‘ ‘ 811 30
- University of California.. 3 190 - ‘28
California State University and Colleges 25.3 41 .~
California Community Colleges-—apportionments .............isiosieseeseeiorssns -+ -389 . 718
Property Tax Relief * . : : 130.5 95
Capital Outlay ®.............. : : R— : 22 321 -
Major Program Decrease: ] . . ‘ o
Employee Compensatlon ' - ; . =854 =357
4 Does not mclude amounts reserved by Governor : e o
Department of Health } ‘
thmated : Proposed ; o
. 1976-77 . 1977-78 Increase . . Percent -
Total Health ...c..ccovvpvurrrenniives . $1,853,482,560 - .+ $2,167,904,587 $314,422027. . - 170%.. .
Medi-Cal...co.oocovvvrrrrrnnrecesinns 1,090,435,691 1,261,111,300 * 170,675,609 15.7
Other Health Services ... 763,046,869 906 793,‘287 143,746,418 - 18.8 '

? Includes $56.8 million for hospltal cost contamment lawsuit.

General Fund expenditures for the Department of Health are proposed
at $2,167.9 million. This is an increase of $314.4 million or 17.0 percent over
the current year. The largest part of thlS increase is in the Medr-Cal
program. ' . ‘

- California Medical Assnstance Program (Medi- Cal)

The Governor’s Budget proposes a General Fund expenditure of $l -
261:1 million for the Medi-Cal program. This represents an increase of
$170.7 million or 15.7 percent over 1976-77. Significant increases include. .
$56.8 million for the hospital cost containment lawsuit and $118.7 million
for the medical services portion of the Medi-Cal program. Increases in the -
medical assistance program are due to hl'gher use and utilization of serv--
ices and the continued costs of part-year rate increases granted in 1976—77
whrch will be fully funded durmg 1977-78.
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The average monthly Medi-Cal caseload is projected to increase by 2.6
percent during 1977-78. However, the individual components of this in-
crease vary from a 12.6 percent increase for medically indigent to a 0.4
percent increase.in cash grant eligibles.

Medi-Cal Average Monthly Caseload ’
Estimated Proposed

T 1976-77 1977-78 Increase Percent
Cash grant eligibles ... 2,219,000 2,998 800 9,800 0.4%
Medically needy .. 246,700 275,000 . 28,300 115
Medically indigent ..............ccocommmrermmnsersenns 273,200 307,600. 34,400 12.6
Total : 2,738,900 2,811,400 * 12,500 . 26%

Other Health Services

General Fund expenditures for all other health services in the Depart-
ment of Health are budgeted at $906.8 million, an increase of $143.7 million -
or 18.8 percent over 1976-77. Medi-Cal is excluded from this total except
$49.3 million for price and provider rate increases which will be trans-
ferred to it upon order of the Department of Finance.

Significant increases in the Department of Health include $31. 5 million
for the Mental Disabilities program, $38.2 million for the Developmental
Disabilities program and $14.3 million for the Special Social Services pro-
gram.

The increase in the Mental- Disabilities program is primarily due to
three factors: (1) a 6.0 percent cost increase in mental health services; (2)
$10 million toward equity of county allocations for local mental health
programs; and (3) 88 new positions for the second increment to comply
with the 1973 staffing standards. ‘

General Fund expenditures for the Developmental Disabilities pro-
gram are proposed to increase as a result of the extension of services to
an additional 8,500 clients and the implementation of the second incre- -
ment of the 1973 staffing standards by 499.5 positions.

" The largest General Fund increase in the Special Social Servxces pro-
gram is $18.9 million for the Homemaker/Chore program. This increase
is due to raises in the minimum wage, inclusion of homemaker/chore
workers in the workers’ compensation program and increases in caseload
and levels of service.

.Thé average population at the state hospitals is estimated to decrease -
by 680 or 4.4 percent between the current year and the budget year: It
is estimated that the average population at the hospitals for the mentally
disabled will decrease by 400 or 7.0 percent, while the average population
at hospitals for the developmentally disabled will decrease by 280 of 2.8
percent. The following summary projects the anticipated changes in aver-
age populatlon at the state hospitals between 1976-77 and 1977-78.

‘Average Populatlon at the State Hospitals
1976-77 ~  1977-78 Decrease Percent

Héspitals for the developmentally disabled ... 9,914 9,634 —280 —28%
Hospitals for the mentally disabled ..........ccoe. 5698 5,298 —400 -70
Total : . 15,612 14,932 —680 —4.4%

A total of 1, 8945 new positions are proposed for the Department of
Health during 1977—78 This includes 1,222.4 new positions for the state
A9



hospitals of which 634.9 are for continuatijon of positions administratively
established in the current year as the first increment of the 1973 staffing
standards and for other minor position changes and 587.5 positions for
implementation of the second increment of the 1973 standards. An addi-
_ tional 672.1 pos1t10ns are for other serv1ces within the Department of
Health. :

Department of Benefit Payments

Estimated Proposed »
1976-77 1977-78 Increase Percent’
General Fund ................... $1,419,584,488 $1,551,453,593 $131,869,105 - 93%

The Governor’s Budget proposes a General Fund expendlture of $1,--
551.5 million for the Department of Benefit Payments. This is an increase
of $131.9 million or 9.3 percent over the current year and is primarily
attributable to increased costs for aid to families with dependent children
(AFDC) and adult welfare. It is anticipated that AFDC costs will increase
by $48 million as a result of annual automatic cost-of-living payments and
a 6 percent increase in AFDC grants provided by the Leglslature in Chap-
ter 348, Statutes of 1976 (AB 2601). Adult welfare costs will rise by $82
million due to automatic cost-of-living increases and the llberahzatlon of
benefits provided by AB 2601. -

The following shows the state’s local assistance payments for vanous
public assxstance programs.

Public Assistance Program Costs
(General Fund)

Estimated - Projected S
' \ 1976-77 . 1977-78 Change - Percent -

Payments for children......... $585,166,500 © $633,294,500 $48,128,000 82% .
Payments for adults...... 742,278,300 T 824,341,300 82,063,000 0 1 S
Special adult programs 6116300 - 5,609,300 _ ~507,000 83
County administration.............. 68,772,000 70,124,800 1,352,800 20-"
Federal Programs: . S ’

‘WIN child care .........icccoveie . — 327,803 327,803

Total:  $1,402,333,100 $1533,697,703 131,364,603 94%

The following table summarizes the average monthly caseload for pub- :
lic assistance programs in the Department of Benefit Payments. It is es-.
timated that the average monthly caseload will increase by 0.5 percent.
during 1977-78. The largest increase is in the disabled category which is
projected to grow by 23,500 recipients. However, it is anticipated that the
number of persons receiving aid to families with dependent chlldren will
decrease by 20,430 or 1.4 percent.

Public Assistance Caseload Estimates

Monthly Average Number of Estimated Proposed ’

Persons Aided: 1976-77 1977-78 Change Percent
AFDC - 1,456,450 1,436,020 —20,430 —14
Aged : 334,600 339,300 4,700 . 14
Blind : 16,900 18,800 1,900 112
Disabled e 341,100 364,600 " 23,500 69

Total 2149050 2,158,720 9,670 05

A-10




The .ayverage monthly number of persons receiving food stamp assist-
ance in 1977-78 is estimated at 1,472,900. This is a decrease of 17,900 or 1.2.
percent from 1976-77.

- Food Stamp Caseload Estimates
Estimated - Proposed

- 1976-77 1977-78 Decrease Percent
- Total ....... . . 1,490,800 1,472,900 —17,900 -1.2
Education (K-12)
- Estimated Proposed
‘ : 1976-77 .- 1977-78 * . Increase Percent
Apportionments©......... I $2,378,939,246 $2,420,732,688. © $41,793,442 1.8%
Total education ® ... 2,939,337,971 3,027,070,483 87 732 512 - 30

» General Fund only.
. b Excludes debt service on school building aid bonds, but includes state contnbuhon to Tedchers Retire-
ment Fund.

General Fund expendltures for K-12 educatlon for 1977-78 are project-
ed ‘at $3,027.1 million, an.increase of $87.7 million or 3.0 percent over
1976-77. Almost one-half of this increase is in apportionment of state aid
which is proposed to increase by $41.8 million or 1.8 percent over 1976-77.

These budgeted expenditures, however, do not include the $220 million
proposed by the Governor for reservation to equalize school financing as
required by the California Supreme Court’s recent Serrano decision. -

The following is a comparison of the estimated average daily attendance
(ADA) by school level during 1976-77 and 1977-78:

Estimated Average Daily Attendance

o 1976-77 1977-78 Change Percent
Elementary........... 3,038,010 - 2,967,789 -70,221 —-2.3%
High school ... 1,476,999 1,487,576 10,577 07
»Adults, high school 240,097 264,136 24,039 - 100

Total svererri it 4755106 . 4719501 35,605 —0.7%

It is'projected that total ADA will decrease by 35,605 or 0.7 percent
between 1976-77 and 1977-78. However, the individual elements of this

net decrease vary from a 2.3 percent decline in elementary school students . -

to 5a"1’0 0 percent increase in thé adults, high school program.

Umversnty of California

Estimated Proposed
BRI 1976-77 o 1977-78 Increase - Percent -
General Fund Appropriation .. $681,161,895 $700,192,052 $19,030,157 o 28%

‘General Fund expenditures (excluding salary increases) for the Univer-
sity of California are proposed at $700.2 million for fiscal year 1977-78. This
is an increase of $19.0 million or 2.8 percent over 1976-77. Significant
increases include $10.8 million for merit salary adjustments, $3.3 million to
assume the instructional laboratory costs heretofore funded from the edu-
cation fee, $2.0 million for instructional equipment replacement, and
$461,152 to convert 1976-77 temporary faculty positions to permanent
positions. ‘

A-11



Various criteria are used to determine the approprlate level of funding
for each function of the University. One such criterion is the enrollment
in terms of full-time equivalents (FTE). Universitywide FTE enrollment
durmg 1976—77 and 1977-78 is shown as follows:

Estimated Full-Time Equwalent Enroliment

' , 197677 1977-78 Increase  Percent
General campus ' .- 108,311 108,374 63 0.1%
Health sciences . 11,148 11,660 912 LG

Total . 119,459 120,034 - 575 0.5%

Total full-time equivalent enrollment is 'projecte'd to increase by 575 or -

" 0.5 percent during 1977-78. This includes an increase of only 63 or.0.1
percent for the general campuses and an increase of 512 or 4.6 percent in-
the health sciences. :

California State University and Colleges

- Estimated Proposed - S
- 1976-77 1977-78 K Incredse Percent
General Fund............ nreeeseraesinsensione $613,088,365 - '$638,392,003 - $25303,638 - 41%°
Enrollment - .(Full-time  equiva- ) ‘ : o
T 2786 236,370 2,584 11

The Governor’s Budget proposes General Fund expenditures of $638.4
million (excluding salary increases) for the California State University and
Colleges. This is an increase of $25.3 million or 4.1 percent over the current
year. Significant increases include $6.5 million for merit salary adjust-

ments; $6.4 million for an increase in Public Employees’ Retirement Sys-

tem contributions, $7.5 million for price increases, $1.1 million for library
development, and $2.8 million for instructional staffing. This latter in-
crease is the result of a shift in student demand away from courses which
are relatively less expensive to teach (e.g., social sciences) to those which
are more expensive because of their low student-faculty ratio (e.g., engi-
neering, health sciences).

The budget reflects a reduction of $1.9 million from the errollment
base. Originally, FTE was estimated at 239,410 for the current year, but
this has been revised to 233,786. The 1977-78 budget was originally pre-

pared on the basis of the prior enrollment figure but now has been adjust-

ed downward by the above amount to reflect the reduced current year
F‘TE base.

California Community Colleges

. Estimated . Proposed .
. . 1976-77 1977-78 Increase Percent
AppOTtionments :......cooiceeceerenruase $501,426,256 . $540,305,115 - - $38,878,859 7.8%

The budget proposes that expenditures for California Community Col-
lege apportionments be increased by $38.9 million or 7.8 percent for fiscal
year 1977-78. This increase is primarily due to an increase in average daily
attendance (ADA) and.a 6.0 percent inflation factor.
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Total ADA at the California Community Colleges is prOJected to'in-
crease: by 30, 500 or 3 8 percent during; 1977-78. ,

"Estimated Average Dally Attendance . :
1976-77 1977-78 - Increase Percent
Total ADA " 793,600 824,100 30,500 38%

Propérty Tax Relief
Estimated - Proposed ”

. _ - 1976-77 1977-78 Increase  Percent.
Senior Citizens' Property Tax Assistance.... $52,500,000 $78,000,000 - $25,500,000 48.6%
Senior Citizen Renters’ Tax Assistance........ , —_ 20,000,000 20,000,000

409,000,000 - - 430,000,000 21,000,000 _- 5.1
760,000,000 818,000,000 58,000,000 .76

Personal ‘Property Tax Relief .........
Homeowners’ Property Tax Relief

- Open Space 19,500,000 21,000,000, 1,500,000 11
Payments to Local Governments for Sales o
and Property Tax Revenue Loss .......... ) 5167000 5,686,500 519,500 101
Renters’ Tax Relief : 12l 000000 125,000,000 4,000,000 33
Total X ; $1,367,167,000  $1,497,686500 $130,519,500: 95%

The state s Property Tax Relief program provides reduced. property
taxes to homeowners, personal property owners (busmess inventories),
senior citizen homeowners, senior citizen renters and other renters. The
subvention for open space and payments to local governments for sales
and property tax revenue losses are also included as a category of property :
tax relief. '
' The Governor’s Budget proposes a General Fund expendlture of $1,-
497.7 million for the Property Tax Relief program. This is an increase of
$130.5 million or 9.5 percent over 1976-77. However, this proposal does not
include the amount reserved by the Governor for a new Homeowners’

: Property Tax Behef program and additional rehef for senior cmzen rent-
ers.

The largest increase in the present programs is $58 miillion or 7: 6 percent
for homeowners’ property tax relief. This increase is in part the result of
Chapter 1060, Statutes of 1976 (AB 2972) which extended the homeown-
ers’ exemption to public assistance recipients. In addition, the Governor
proposes that expenditures for the Senior Citizens’ Property Tax Assist--
ance program be increased by $25.5 million or 48.6 percent. This' change
reflects the effect of Chapter 161, Statutes of 1976, (SB 413) which in-
creased the income limit for elrglble recipients and Chapter 1060, Statutes
of 1976 (AB 2972) which expanded the assistance levels.

Chapter 1060, Statutes of 1976, (AB 2972) established a new tax relief
program for low-income renters who are at least 62 years of age. Expendi-
tures for this program during 1977-78 are proposed at $20 million.




Capital Qutlay . - : ‘
o : o 7 Estimated Pfoposed R S S
- g - 1976-77 1977-78 Increase: Percent

- General Fund capital outlay expendltures - $100,155,443 $132,; 319 766 $32 164, 323 32. l% E
“Major Programs ) N - S

- Department of General Services .................. S 91,706 700- o
Department of Health.......... . . 93,149,421
Department of Forestry .......cccconecen- 1,538,408
Department of Parks and Recreation .. 3,194,240
Department of Water Resources ..... 3,313,000
Department of Corrections ............... ; 2,741,088 -
Department of the Youth Authority............ : : 3,982,900

Expendltures for capltal outlay for 1977-78 are eshmated to mcrease by
- $32.2 million or 32.1 percent over the current year.

A General Fund expenditure of $91.7 million is proposed for: capltal
outlay in the Department of General Services. The major component of .
‘this proposal is the construction of new state buildings in Sacramento, San .
Jose and Long Beach. Capital outlay expenditures for the Department of
Health are proposed at $23.1 million, of which $21.3 million is for a fire and -
safety program at state hospitals. Capital outlay expenditures for the De-
partment of Corrections are budgeted at $2.7 million for 1977-78. Howev-.
- er, the Governor has proposed that an additional $94.2 million which is not -
~ included in these budget amounts be reserved for constructlon of new

. pnson facxhtles "

Employee Compen_sation ‘ - ,
’ ' Estimated  Proposed

: : 1976-77 1977-78 "Decrease  Percent
Expenditures, all funds ................ -~ $241,338,308 * $162,700,000 —$78,638,308 -~ —326%
Expenditures, General Fund .......... 155,188,650.> 99,800,000 —55,388,659 . —35.7

* Includes $188:7. million for salary increases and $52.6 million for employee benefits and special adjust
ments.

b ® Includes $120.4 million for salary increases and $34.8 million for employee benefits and specxal adjust
ments.

- New expenditures (all funds) for employee compensatlon are budgeted
at $162.7 million for 1977-78. This is a decrease of $78.6 million or 32.6
percent from 1976-77. While the budget does not specify how the increase
will be distributed, it indicates that it is sufficient to provide fora 5 percent

-salary increase for most state employees except for a 2.2 percent increase.
for the academic staff of the California State University and Colleges. The

~ General Fund portion of the increase is $99.8 million, a decrease of $55 4
million or 35.7 percent from 1976—77 R
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GENERAL OBLIGATION BONDS

State general obhgatlon bonds outstanding on December 31 1976 to-
taled $5,494,972,000, a decrease of $34,044,000 or 0.6 percent from Decem-
ber 31, 1975 when they totaled $5,529,016,000.

State general obhgatxon bonds unsold on December 31, 1976 totaled
"$1,990,900,000 an increase of $695 million or 53.6 percent over the $1 295 -
900,000 unsold on December 31, 1975 .

Bond Categorles

General obligation bonds are those for which debt service (which in-

_cludes interest and redemptlon payments) is either paid from the General
Fund or the General Fund is pledged as a guarantee against a possxble
default in payment from program revenues.

There are three categories of general obllgatxon bonds (1) General
Fund Bonds—those bonds for which the debt service is fully paid from the
Geneéral Fund; (2) Partially Self-Liquidating Bonds—those bonds for.
which the debt service is partially paid from the project or program
revenues and the remainder from the General Fund, and (3) Self-Liqui-
dating Bonds—those bonds for which the debt service is entirely paid from -
the ‘project or program revenues. If project or program revenues are .
insufficient to  cover the costs of the partially self- llquldatmg bonds or
self-liquidating bonds, the full faith and credit of the state is pledged to
make: payment from the General Fund.

Table 8

General Obligation Bonds of the State of California
By Purpose as of December 31, 1976

Furpose_ ) . . -~ Unsold Outstanding
General Fund Bonds: . o o :
State construchon : — ' $606,400,000
Beaches, parks, recreational and historical facilities ........... $175,000,000 171,000,000
Higher education constriiction - 159,410,000
Junior college construction - 47,100,000
Community college construction . 20,000,000 127,750,000
Clean water \ 300,000,000 170,000,000 -
Recreation and fish and wildlife ........... : : ) —_ 51,500,000
Health science facilities 100,900,000 50,750,000
" California safe drinking water ; . 175,000,000 -
State urban and coastal parks...... . * 980,000,000 —
Total ......c : . 1,050,900,000 - 1,383,910,000 -
Partially Self-Liquidating Bonds: : :
School building aid *: . $175,000,000 - $1,222,425,000
- Total i $175000000  $1,.292,425,000
~ Self- anuxdatmg Bonds . . B
Water resources development - $190,000,000 $1,543,800,000
Veterans’ farm and home 575,000,000 1,304,050,000
Harbor implementation and India Basin ......c..cconciivinsiven. — 3,842,000
Harbor development : — 36,945,000
Total $765,000,000 $2,888,637,000
Total, All Bonds $1,990,900,000 $5,494,972,000

4 School districts bear part of the debt service and the General Fund contributes the remainder.
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Revenue bonds are also issued by state agencies. These bonds are for
specific projects in which only the revenue generated from the program
is pledged for payment of the bonds. Revenue bonds have been issued for
the construction of dormitories and parking lots at the University of Cali-
fornia and California State University and Colleges, Cal-Expo facilities,
pollution control, bridges and other construction projects and purposes.
Revenue bonds are not included in the totals of this summary but are
mentioned merely toillustrate the different debt serv1ce instruments with

v which the state is involved.

Table 8 shows the amount of bonds by program which have been author-
ized but not sold and the amount of bonds sold and outstanding as of
December 31, 1976. Each of the programs listed was approved by a major-
ity of the electorate after having been passed by at least a two-thirds vote
in each house of the Legislature. :

Future Implications of 1976 Bond Changes :

Experience in 1976 bond sales as well as new issues approved by the
people during the year as indicated in Table 9 1mply changes in future
bond sales patterns.

Tabla 9
Changes in Bond Program Categories
* During 1976
-In Millions
__Bonds Outstanding - Unsold Bonds
Amount Percent Amount  Percent
Total General Obligation Bonds.............. W Down $34.0 ~06% Up $695.0 53.6%
- General Fund Bonds ‘ Down 89.7 —-61 Up 455.0 764
Partially Self-Liquidating .......... et ainmessnessesees Up 59.7 ‘5.1 Down 1500 —462
_ Self-Liquidating Down 4.1 -01 Up 390.0 104.0

The data in Table 9 show a comparati\}ely minor change in total bonds
outstanding during 1976 resulting from sales of new bonds being $34 mil-
lion less than repayments of old bonds. On the other hand, significant new

ybondmg capacity was added during 1976 with the approval of new issues

increasing the unsold bond total $695 million or 53.6 percent.

It is noteworthy that while the amount of General Fund bonds outstand-
ing decreased during 1976, there was a large increase in the amount of
unsold bonds indicating a more active sales program in the future.

- On the other hand, sales in the partlally self-liquidating (school building
aid bonds) category will diminish in the future unless new issues are
authorized by the people.

" A steady continuation of sales in the self-liquidating category is mdlcat-
ed by the data. ~

It appears, therefore, that the portion of general obhgatxon bonded debt
borne directly by the General Fund will gradually increase during the

next few years.

Bond Program Expenditures

Bond fund expenditures for those programs separately identified in
Schedule 3 of the 1977-78 budget document are estimated at $387.6 million
for the 1977-78 fiscal year. This is a decrease of $17.2 million or 4.3 percent
from the estimated $404.8 million in expenditures for 1976-77.
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Table 10
State of California
Bond Fund Expenditures
- 1975-76 throygh 1977-78 °

: 1975-76 1976-77 1977-78
Water Resources Development............. PO e $109,105,392  $124,806,900 $127,045,700
Central Valley Water Project o 12,180,038 5,199,700 16,609,600
Health Science Facilities 10,739,765 44,126,835 24,681,000
Recreation and Fish and Wildlife .............. evesermeesssssenen - 6,297,377 11,414,820 2,324,433
Beaches, Parks, Recreational and Historical Facilities 65,860,011 119,819,121 18,977,079
Clean Water ......... 47,460,109 68,370.944 103,146,587
State Construction Program 3,612,706 512,432 —
Safe Drinking Water — 30,565,000 60,597,000
State Urban and Coastal Park Fund..........ccocrmmmmmurr — — 33,996,672/
Coastal Conservancy - — 226,531

Total : $255,185,308  $404,815,752  $387,604,602

* Includes only expendltures from selected bond programs separately identified in Schedule 3 of the )
Governor's Budget.

b The State, Urban, and Coastal Park Bond Act of 1976 provided $10 million of its authorized $280 million
for a separate State Coastal Conservancy Fund.

It should be noted that expenditures for the Water Resources Develop-
-ment Bond Fund and the Central Valley Water Project Bond Fund in
1976-77 and 1977-78 do not reflect bond sales, but will be mainly derived
from project revenues. These funds will be used primarily to make interest
payments on the bonds outstanding as well as to operate and maintain the

. water project.

Bond Program Actions By the Electorate in 1916

Three major General Obligation Bond issues totaling $955 mllhon were
: approved by the electorate durmg 1976,

Amount
Leg:slahon : - Program (In Millions)
Chapter 982, Statutes 6f:1975 (AB 1782) .......... Veterans Bond: Act of 1976 $500
-Chapter 1008, Statutes of 1975 (AB 121) ......... California Safe Drinking Water Bond 175
e . : Law of 1976
Chapter 259, Statutes of 1976 (SB 1321) .......... State, Urban and Coastal Park Bond - - 280
o ' Act of 1976 :

Four General Obligation Bond issues totaling $875 million were rejected
by the electorate during 1976.

Amount

Legzslatmn » o " Program "~ (In Millions)

Chapter 1007 Statutes of 1975 (AB 32) ............. School = Building  Lease-Purchase $200.0
Bond Law of 1976

Chapter 1066, Statutes of 1975 (SB 156) ............ Community College Construction 150.0.

. ' : Program Bond Act of 1976

Chapter 1, Statutes of 1975 (AB 1) .....ccooccrsrurureene Housing Finance Bond Law of 1975 500.0

Chapter 264, Statutes of 1976 (SB. 1524) .......... Residential - Energy Conservation . 250
Bond Law
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Bond’ Program Sales

Bond program salés totaled $295 mllhon in 1975-76. Sales of $355 mllhon
in 1976-77 and $440 million in 1977-78 are ant101pated for programs cur-
rently authorized as 1dent1ﬁed in Table 11.

Table 11 , .
General Obligation Bond Sales -
1975-76 through 1977-78
{In Millions)

" Actual  Estimated - Estimated
197576 1976-77 197778

Community colleges : - $20 - -
Health science facilities E ' - - -

- Recreation and fish and wildlife 810 S e B
Beaches, parks, recreational and-historical facilities........coo.o-iveoseciiioecn. 50 50 °  $25
Clean water..... ‘ - 50 100
State school building aid g 125 135 115

“Veterans’ farm and home ® revnne I 100 75
Water resources development b 10 -
Safe drinking water - 25

State, urban, and coastal parks Caveeenens -
Totals... L 295

# Debt service partially paid by school districts. -
Debt service paid from project or program revenues.

gl

General Fund Debt Serwce

- - Table 12 projects the total General Fund debt service for the penod

1975-76 through 1979-80. This table includes both the bond debt service
which is fully funded from the General Fund and the General Fund
portion of the school building aid bond debt service. These estimates are
based only on currently authorized issues. Should new issues be author-
ized and sold, the costto the General Fund will increase accordingly.

Total General Fund debt service charges in 1977-78 are estimated at
- $176,170,717 and will increase to $201,051,962 in 1979-80. However, the
total will decrease slightly between 1976-77 and 1977-78. ‘

Table 12
Estimated Total General Fund Debt Service °
Fiscal General Fund School Building o
Year ' Bonds Aid Bonds Debt Serwce“ ‘
1975-76 ‘ $151 437,070 $32,034,417 $183.471,487
. 1976-T7, : 152,993,864 24,869,702 . 177,863, 566
1977-78 166,398,093 9,772,624 176,170,717
1978-79. - - 176,326,449 7,613,109 - 183,939,558

1979-80 ; 193,717,799 7,334,163 - - . 1201,051,962
@ Cash basis. - ’

Tables 13 and 14 divide the General Fund debt service into its two major
components. Table 13 projects the debt service on those programs which
are fully funded from the General Fund. Table 14 projects the full debt
service costs for school building aid bonds as well as the estimated portion
projected to be contributed from the General Fund. .

Table 14 shows that the General Fund portion for school bulldmg aid
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bonds has been decreasmg significantly. In 1975-76, the portlon borne. by

the General Fund was $32.0 million or 24.2 percent. of the total school .

bulldmg aid debt service. It is estimated that in 1977-78 the General Fund
portion will decrease to $9.8 million or 6. 7 percent of the total debt service.
This decline is primarily due to the repayment formula for the debt
service.. The General Fund’s contribution to the school program debt
service is determined by the assessed value of property within local school
districts. As the school districts’ assessed property valuations have in-
creased over the years, so too have their debt service repayments in-
creased. In turn, the proportion paid from the General Fund has
decreased as shown in Table 14. =

Table 13

Estlmated Interest and Redemption Charges on General Fund Bonds Fully Funded )

by the State 1975-76 Through 1979-80°
Debt Sernce on Debt .S'eruce on

Fiscal Total Bonds Sold as of Anbc:pdted
» , Year Debt Service Dec. 31, 1976 _ S.zles :
1975-76 $151,437,070 $151,437,070 =
1976-77 152,993,864 152,993,864 —
1977-78 " 166,398,093 150,448,093 $15,950,000 -
1978-79 ... 176,326,449 ‘147,061,449 : 29,265,000
1979-80 . 193,717,799 144,262,799 - 49,455,000

“ Cash basis. Includes state construction; state beach, park, recreational and historical facilities; clean
water; state higher education; community colleges constructxon recreation and fish and wnldhfe,

- health science facilities; and safe drinking water.
b Estimated debt service on anticipated sales of $145 million during the last half of: 1976-77 fiscal year, '$125

million in sales during 1977-78; $150 million during 1978-79; and $150 million during 1979-80. Assumes -

Ca60 percent average mterest cost on bonds sold.

Table 14

’ Estlmated Interest and Redemption on State School Building Aid Bonds Partlally
U Funded by the State 1975-76 Through 1979-80° .

Cenerdl Fund
’ : Debt Service on -~ Debt Service " Portion of
. Total Bonds Sold as of ~ . on Anticj €ated * Total Debt
Debt Service Dec. 31, 1976 Sales o Service®
$132,497,180 - $132,497,180 - $32,034,417
. 140,873,807 140,873,807  :- - S e 24,869,702
146,047,524 . 139,447,524 . $6,600,000 = 9,785,184
152,262,189 . 133,192,189 19,070,000 . 7,613,109
146,683,259 128, 138,259 18,545,000 ) 7 334, 163

f ated debt service on $60 million sales during last half of the 1976-77 fiscal year. and $115 million
“sales during 1977-78. Assumes a 6.0 percent average interest cost on bonds sold.

< General Fund portion of debt service is projected at 6.7 percent for 1977-78 and 5.0 percent for 1978-79
and 1979-80. )
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IMPACT OF SERRANO VS PRIEST

: The Governor’s 1977-78 Budget proposes.a $220° million allowance from
~ the General Fund surplus to be utilized for “substantial compliance” with
the California Supreme Court’s Serrano school finance decision.” ,

The Budget document does not discuss the details of the comphance'
plan. They are to be presented in separate legislation.

We believe it would be useful for this Analysis to present (a) the back-
ground of Serrano, (b) criteria for a solution, and (c) possible alternative
forms of compliance. It is the purpose of such discussion to present a
~structure for evaluatmg the various plans, mcludmg the: Governor s, Wthh
will be presented in 1977. '

_Background ,

. The plaintiffs in Serrano were a group of Los Angeles County pubhc
school children and their parents who brought a class action suit for declar-
atory and injunctive relief against state and county officials who were
_ charged with administering the financing of the California pubhc school
.-system. The plaintiffs alleged three causes of action:

.. {I) The public school system of which they are a part is mamtamed
throughout California by a financing plan or scheme which relies heavily
on local property taxes and causes substantial disparities among individual
school districts in the amount of revenue available per pupil for education-
al programs. As a direct result of the financing scheme, substantial dispari-
ties in the quality and extent of availability of educational opportunities
eéxist and are perpetuated among the several school districts of the state.
Consequently, the educational opportunities made available to children
attending public schools in some districts are substantially inferior to edu-
cational opportunities available to children attending public schools in
many other districts of the state. The plaintiffs alleged that this financing

scheme thus failed to meet the requirements of the equal protection
clause of the 14th Amendment of the United States Constitution and the
California Constitution in several specified respects.

(2) That as a direct result of the financing scheme they (the parents)
are required to pay a higher property tax rate than taxpayers in many
other school districts in order to obtain for their children the same or lesser
education opportunities afforded, in' those other districts. . . ‘

(3) That an actual controversy has arisen between the plaintiffs and the
defendants as to the validity and constitutionality of the financing scheme.

A trial on the merits of the suit was ordered by the Supreme Court in
August 1971, and the case was returned to the Los Angeles Superior Court.

. The trial ensued for three years following the 1971 ruling. During this time

_ the issues in the original 1971 Serrano complamt were modified by :two
intervening events.

- The first event was the ruling by the Umted States Supreme Court in
the San Antonio School District vs. Rodriguez case that, in fact, there. was

" no violation of the federal 14th Amendment equal protection provision in

- the Texas school fmancmg system, which is very similar to that of Caleor-

nia. :
The second event was the enactment by the Cahforma Leglslature of :
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SB 90 in 1972 and its trailer bill AB 1267 in 1973 These bills substantrally
_increased the foundation program (guaranteed support per ADA) in Cali-
fornia and made modifications to equalize school finance among districts.
These modifications were mcorporated into the Serrano suit at the Superi-

‘or Court level.

On April 10, 1974, ]udge Jefferson of the Los Angeles Superior Court
issued a memorandum opinion concerning his intended decision on the
Serrano case. This has become known as the Jefferson opinion. The
‘lengthy memorandum of 106 pages in effect substantiated the plaintiffs’

. cause of action based on the California Constitution (Article 1, Sections 11
and 21).

_Jefferson in effect, determmed that the education of the plamtlffs was
a fundamental interest which was suffering from discrimination on the -
basis of wealth. Such discrimination can only be justified on the basis of
a compelhng state interest whrch in this case the courts could not deter- .
mine.

The current state ﬁnancmg system for K-12 educatron was held uncon-
stitutional under the equal protection clauses of the California Constitu-
‘tion because the system denies the plaintiffs equal protection when it
produces substantial disparities among districts (with comparable tax

" rates) in revenue available for the education of their children. The final
Superior Court opinion, containing 299 findings of fact and 128 conclusions
of law, was rendered on August 30, 1974, exactly three years after the
ongmal Serrano opinion.

" Appeal

" The Jefferson opinion was appealed by the defendants and a California

‘Supreme Court review was granted to determine if there was prejudicial
. error at the trial. After rehearing and review the California Supreme
~ Court upheld the Jefferson opinion on December 30, 1976. -

" ‘Whatithe Serrano-Jefferson Opinions Actually Require

The conclusion of law for which the court has mandated a remedy is

simply “that equality of treatment means that the state may not provide

~ for, or.permit the development of, significant disparities in expenditures

per pupil among school districts to be caused by or made possible by the -

irrelevant factor of 51gn1f1cant disparities in assessed valuation of real prop-
“erty among school distriets.”

The current system of school finance which includes basic aid and the
avallablhty of unlimited overrides if chosen by the electorate does not
‘meet this test. The state of California has been given six years from August
30,1974 to solve the Serrano problem or else the court, which has retamed
Jurlsdlctlon in the case, may intervene.

The above conclusion of law appears simple enough on its face. Howev-

- er, many allegations of consequences have lead to confusron as to what can
or cannot be done to resolve this matter.

1.” A frequently mistaken interpretation of Serrano is-that expendltures
“for all pupils in the California public schools must be substantially equal
in all districts.

; The court found that “an equal expendlture level per pupll throughout
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S0 long as the differences arenota direct function of differences in district
‘wealth., :

2. The Serrano opinion does not mandate that more money, erther state
or local, be raised for school expenditure purposes. - .

As pointed out in the Jefferson memorandum of April 10, 1974 1f uni-
formity of treatment were to result in all children being provided a: low
quality educational program, or even a clearly inadequate. educational
program, the California Constitution would be satisfied. This court does’
" not read the Serrano opinion as requiring that there is any constitutional
mandate for the state to provide funds for each child in the state at-some
magic level to produce either an adequate quality educational program or
a high quality educational program. It is only a disparity in treatment
between equals which runs afoul of the California constitutional mandate
of equal protection of the laws”.

3. The Serrano mandate does not terminate the use of property | taxation
as a method of school finance. =~

While some organizatrons and individuals may be opposed to property
taxation, there is nothing in the Serrano decision which would mandate.
such a conclusion. Finding of Fact No. 198 states “‘potential various alterna-
tive plans of financing public education that do not produce’wealth creat-
ed spending disparities and that are workable, practical and feasible
include: (1) full state funding, with the imposition of a statewide property
tax; (2) consolidation of the present 1,067 school districts into about 500
districts, with boundary realignments to equalize assessed valuations of
real property among all school districts; (3) retention of the present school
district.boundaries but the removal of commercial and industrial property -
from local taxation for school purposes and taxation of such property at the
state level; (4) school district power equalizing. . . .; (5) vouchers; and

(6) some combination of two or more of the above

We will discuss several of these alternatives later. The point here is: that
property tax is not excluded as a source of revenue under the Serrano,
‘opinion. “

4, The Serrano opinion. does not mandate an end to local control of
educational programs. .

In response to one. of the defendant’s pomts that local control is a com-
pelling state interest which would tend to justify the existing school-fi-
nance system, the Jefferson decision states “the California school finance
system, as amended by SB 90 and AB 1267, is not necessary to further the
state’s interest in encouraging local responsibility for control of ‘public
. education through local administrative control and through fiscal control
over the-amount of money to be spent on education. No matter-how the
state decides to finance public education, it can'still leave local administra-
tive control in the hands of local ‘districts”.

5. The Serrano opinion does not conclude that rich people necessarily
live in wedlthy school districts.

The court merely determined that there are school districts in the state



which ;ire substantially wealthier than others despite the characteristics of
" their citizens and that this is in fact primarily due to the fortuitous location
‘of commercial and industrial property within district boundaries.

Criteria for a Serrano Solution

- We believe there are general criteria to which any Serrano solution
-“should adhere. These include:
1. The solution to Serrano must begin 1mplementat10n by 1980 to_com-
ply with the mandate of the court. )
'2. The central issue of fiscal neutrality should be satisfied. This means
“that all districts in the state must be able to derive substantially equal
revenue per ADA from the same property tax rate. The Jefferson decision
permits a $100 per ADA revenue varlatlon because perfect equality would
:be an unreasonable requirement.
3. Flexibility must be maintained to preserve special categories of ex-
‘pendlture such as special education, urban factors and local dlscretlonary
increases to the foundation program.
4. An adequate quahty education should be assured for all students in
-California. While this is not a legal requirement of Serrano we believe it
is a moral obligation of the Legislature in eenacting any school finance
program
+:5:" A constitutional amendment should be avoided if possible in. the
interest of achieving a solution Wthh can begm a reasonable phase-in by
1980. -
6. An inflation adjustment should be mcluded in the basic fundlng for-
mula and slippage eliminated.
7. There should not be a- mandated reduction in revenue limits of any
“existing school program in the state. While the state cannot afford to bring
“all districts up to the highest expenditure level, existing high wealth dis-
tricts should be-allowed the opportunity to maintain current expenditure
levels if they are willing to make the necessary tax effort.
*8. 'The program should be designed for ease in administration by the
Department of Education and the taxing agencxes of our state and local
' governments
“9.-A “circuit breaker” provision for low income taxpayers should be
‘adopted if school property taxes are significantly increased.
10." Evaluation criteria should be included so that education admlmstra-
tors are held accountable for their use of school funds.
11.-The pohcy of local control of educational program should be pre-
served.

Alternatlve Serrano Solutions

Four commonly discussed Serrano solutions include: (1) full state as-
sumptlon with statewide imposition and control of real property taxes, (2)
split assessment roll, (3) consolidation of school districts to minimize. the
present wealth disparities, and (4 ) power equalizing.




Statowide PI:ODBI’W Tax ‘

For a number of years our office has recommended that the Legislature
adopt some form of a statewide property tax to achieve an equitable
distribution of the property tax burden. Revenue from the statewide prop-
erty tax could be distributed equally on a per pupll basis throughout the
state regardless of the assessed valuation of any given school district.

As mentioned previously, neither the California Supreme Court nor the
JeFerson decision prohibits the use of the property tax as a revenue source
for schools. However, both decisions require that if property taxes are used
as a revenue source, the tax effort in proportion to revenue must be
distributed equltably This requirement holds true for all revenie sources,
e.g., a local income tax for school purposes.

A number of problems would have to be considered in moving to a
statewide property tax. One administrative problem is the lack of uniform-
ity in local assessment practices. In California, assessment ratios among
counties vary widely. If these variations are not reduced, a statew1de

" ' property tax for schools would have many inequities.

One way to improve assessment practices would be. for the state to
absorb thelocal assessment function and replace locally elected assessors
with professionals. Proposition 8 on the November 1974 ballot provided

_ that if a statewide property tax-is enacted, then the state is required to
make equalizing adjustments in tax rates to compensate for dlfferences in

local assessment ratios.

It must be mentioned that there may be additional state costs in the
Homeowner’s and Business Inventory Exemption Programs if a statewide
property tax is imposed at the rate higher than the current average rate.
It is estimated that an additional 10 cent tax rate would cost the state an

‘estimated $12 million in these exemption programs.

Separate Tax on Non-Residential Property

A variation of a statewide tax on all property would be that the state
could impose a statewide property tax on nonresidential property, i.e.,
commercial and industrial, for the purpose of supplying a portion of the
educational- program for all students in the state. School districts wishing
to exceed the expenditure level financed from these taxes could be given
authority to raise the necessary additional revenue by levying a local tax

. on their residential property under a power equalizing schedule.

A major advantage of this system is that it neutralizés the difference in
property tax rates as a factor in the location of business, thereby giving
greater weight to valid regional costs or market factors. In addition, local
control is emphasized in this system in that the differential power equal-
ized tax rates imposed on residential property would reflect differing
evaluations on the part of local residents as to what should be spent for-
school purposes in their communities.

One problem associated with any split assessment proposal is the re-
quirement of a constitutional amendment because Section 1, Article XIII
of the California Constitution specifies that all property in the same taxa- .
ble area must be taxed at the same rate.

Implementation of this plan could take several forms. One would main-
tain parity between the statew1de average tax rate on non-residential

i
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property with the burden on residential property. The other would re-
quire non-residential property:to bear a higher burden.

The first alternative is preferable. Under this concept, the statewide tax
rate for commercial and residential property would be established each
year by applying the prior year’s statewide average rate on residential

property. This is similar to the mechanism currently utilized to tax private -

railroad cars (i.e., The Private Car Tax). Under this procedure the owners
of these propertles would be assured that their tax rates would not be
arbltranly changed, an action which could result in an adverse effect on
the state’s business climate.

The second alternative contains numerous problems. One is that such
a system is “unprincipled”. By this it is meant that there is little logic with
which to support a conclusion that one class of property should bear a
heavier tax per dollar of value than another class similarly located and
there is no means at all of determining how much higher the tax should
be on one class of property than on another.

“Another concern is that once the uniformity concept is abandoned
there is little resistance to the expansion of the classification concept.
Minnesota started out with only four classes. However, it now has 30
classes of property separately assessed.

Finally, there remains the same problem previously C1ted in connection
with a statewide property tax in that the state would have to resolve the
lack of uniformity in. local assessment practlces

School District Consolidation

Another method of equalizing the capac1ty of school districts to raise
revenue would be to equalize school district property tax bases by means
of district reorganization. Table 15 indicates the potential impact of dis-
trict reorgamzahon on equalizing the assessed valuation per. unified dis-
trict pupil in 1974-75. .The table shows that under the current
organization, the assessed valuation per unified district pupil ranges from
a high of $127,793 to a low of $2,335. If, for example, California school
districts were unified on a countywide basis, the range would be reduced
from a high of $95,535 per pupil to a low of $8,535 per pupil. Alternatively,
if the districts were reorganized into the twelve regions previously estab-
lished in the state for vocational education planning, the range would be
from a high of $27,283 per pupil to a low of $12,878 per pupil. These figures
illustrate that it is possible to reduce significantly, but not eliminate, the
differences in tax bases among school districts by means of district reor-
gamzatlon

) Table 15 )

Impact of School District Reorganization on
Range in Assessed Valuation Per Unified.

District Average Daily Attandanca o

‘ {1974-75)
Range m Assessed _ S ..
Valuation Per Present Distriet . Countywide " Regional
Elementary Pupil Crganization Unification Unification
High $127,793 ' $95,535 $27,283
Low $2,335 $8,535 $12,878
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"While such reorganization would be in line with the traditional legisla-
tive policy towards unification, it would be impossible to completely
equalize school district tax bases by 1980 through reorganization short of
estabhshmg one statewide district. As discussed previously, the Serrano
rule is very strict in that wealth cannot have an effect of more than a $100
difference in revenue per ADA '

Power Equalizing

" Another way to equalize the ablhty of school dlstncts to fund an educa-
tional program would be the enactment of a guaranteed revenue:tax
schedule which would provide each district a specified amount of revenue
for each cent of property tax effort This approach is called power equalrz-
ing.

Under a power equahzmg system each district could determine how
much per pupil it wanted to spend. Districts which choose identical sperid-
ing levels would have identical tax rates because the tax rate would be
" determined automatically by the expenditure level. Assume, for example,
that a basic power equalizing schedule were enacted which permitted
districts to spend $3 per pupil for each cent of property tax levied per $100
assessed valuation.

As shown in Table 16, Districts A, B and C could all demde ‘to spend
$1,200 per pupil. The property tax rate for each district would then be $4
per $100 of assessed valuation. However, Table 16 shows that under the
power equalizing schedule a one-cent tax would not raise enough revenue
from the local property tax base to provide an expenditure of $3 per pupil
in districts with an assessed valuation below $30,000 per pupil. In districts
with an assessed valuation greater than $30,000 per pupil, a one-cent tax
would produce excess revenue for redistribution to less wealthy districts.
The $4 property tax rate would produce $800 more than the selected per
pupil expenditure of $1,200 in District A, while in District C there would
be a deficit of $800 per pupll

‘ Table 16 »
Redistribution of Funds Under Power Equalizing Schedule

Assessed  Revenue  Revenue
: Per Pupil = District Valuation ~ From Tax Surplus (+)
District Expenditure® Tax Rate  Per Pupil . Per Pupil - Deficit (~)

District A , $1200  $400 850000  $2,000 +$800
District B ...... 1,200 4.00 30,000 1,200 None
District C 1,200 4.00 10,000 400 —$800

% Expenditure levels are determined by districts on the basis of a power equalizing schedule which
provides revenue of $3 per pupil for each:cent of property tax levied.

Thus, a major feature of the power equalizing system is that excess
revenue from districts with high assessed valuation could be redistributed
by the state to districts whose assessed valuation does not produce suffi-
cient revenue to support the selected per pupil expenditure level. In the
hypothetlcal case in Table 16, for example, the state would take the $800
revenue surplus in District A and redistribute it to District C in order to
satisfy District C’s revenue deficit.
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, It is dlfﬁcult to estlmate the cost to the state of basing the school finance
; system on a power equalizing schedule because the necessary variables to
compute such a cost are unknown. The specific cost would be determined
by the expenditure levels chosen by school districts. However, the greater
the number of dollars that districts are allowed to spend per pupll for each
cent of property tax they levy, the higher the potential state cost will be.
This is because the number of districts with an assessed valuation per pupil
sufficient to produce the guaranteed expenditure per pupil decreases as

the level of guaranteed expenditure per pupil is increased.

_From a budgetary standpoint, the power equahzmg model poses prob-
lems in that the state would not know how. much money it would have
available for redistribution until local school districts set their expenditure
levels. The magnitude of this problem can be extensive, particularly if
districts are granted too much leeway in rate setting. This problem can be
offset by, limiting the state’s participation or adjusting the guaranteed
-schedule to a lower level. .

.;Another problem with the power equalizing model is the potentlal
»effect of such a system upon the choice between education and other
public services. It is possible that if power equalizing applied only to
.education, local governments with high assessed valuations might be in-

: clined to give education lower priority than other services for which they
would:not “lose” local revenue. : ' :
’N ‘Consolidated Approach - :
A combination of the various Serrano alternatives discussed previously
could be utilized in meeting the judicial mandate. It is‘our continued
“opinion that for better administrative efficiency small school “districts
shiould be éncouraged to combine and unify to the greatest extent that is
‘possible. However, for the purpose of solving Serrano by 1980, a complete
‘solution will not be found in unification progrars. -

‘We believe that a Serrano solution at a quality level will probably have
to be a combination of the current state support with some form of a
statewide property tax. Combined with this approach could be the con-
tinuation of state categorical aids and/or an add-on program level subject
to local control and discretion and subject to power equalization in accord-
ance with a schedule to be determined. ‘ :

Governor s New State School Program. (NSSP}.

As mentioned previously, the Governor recently introduced a plan

(NSSP) to address the Serrano mandate. Approximately $220 million of
the General Fund surplus is designated in the Governor s proposed 1977-
78 budget for this purpose.
"~ The plan proposed by the ‘Governor is pnmarrly an upgraded SB 90.
Serrano equalization is improved by increases in the foundation program
while minor property tax relief occurs in some districts through the elimi-
nation of slippage and of state sharing in expenses incurred above the
foundatlon program (Guaranteed Yield Program). These tax relief factors
are offset by an end to basic aid and a freezing of high wealth districts’ tax
rates (prevention of rollback).

Because the plan is not in the budget and is subject to immediate
changes, we will not analyze it here, but in a separate document.
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PROPERTY TAX RELIEF

The Governor’s-budget proposes to réserve a -portion- of the General
Fund surplus to finance ‘a new program of ‘property tax relief for home-
owners, and some enhancement of the existing program for senior citizen
renters. The proposed homeowners’ program will provide for ‘the state to
reimburse homeowners for 75 percent of property taxes paid in excess of
a specified percentage of their income. The percentages range from 3
percent for incomes below $10,000 to 5 percent for incomes over $30,000.
The amount of the tax subject to assistance will be the amount paid on the
first $60,000 of home value above the $7,000 homeowners exemption. The
maximum payment will be $700.

For renters over age 62, the existing program will be expanded by
increasing the maximum income for eligible renters from $5,000 to $12,-
000, and increasing the property tax equivalent base from $220 to $300.

As a part of the tax relief program, a split assessment roll is proposed to
provide a basis for equalizing growth in the residential and nonresidential
components of the tax base. New property tax revenue limits (rather than
the existing rate limits) for local governments are also’proposed.

Of the $700 million proposed reserve for school finance and property tax
relief, $365 million is earmarked for homeowners rehef and $60 million for
senior citizen renters.

Although the state is currently prowdmg approxxmately $1.4 billion in
property tax relief to taxpayers and local governments, strong pressures
for additional relief have emerged in the last two years. The burden of the
property tax has continued to grow despite the introduction of several
major tax relief programs and the imposition of tax rate and revenue
controls by, the Legislature. It is also apparent that the unparalleled
growth in aggregate taxable assessed values over the last three fiscal years
has been the primary reason for the fallure of tax rate controls to 11m1t the
growth in tax levies. :

Role of the Property Tax in Local Government Finance

While the property tax may appear to the individual property owner to

be a relatively simple tax it involves many complexities and provides

- revenue to over 6,000 individual taxing jurisdictions. The tax levied on any
individual property is a composite of levies of all the taxmg Jurlsdlctlons
within whose boundaries the property is located.

- Table 17 shows that property taxes are about $9. 4 bllhon in 1976—77 an
increase of over $1 billion, or 12.8 percent from the previous year. Because
assessed values increased faster (13.3 percent) than total levies. (12.8 per-
cent), the statewide average tax rate declined by 14 cents. This table also
indicates that schools accounted for over half of total property taxes.




‘Table 17 -
Comparison:of the: Growth in Property Tax Levies,
- Statewide Average Tax Rates, and Assessed Values

4 Property Tax Levies (in millions) :
Percent - Percent. Percent .
1973-1974 1.974—75 Change  1975-76 Change 1976-77* Change
$693 $770  111% $865  123% $960 - 11.0%
1,998 2260 131 2545 . 126 2870 - 128 -
3531 3874 97 4360 126 4937 - 132
422 478 133 - 5271 100 594 . 127

- 86644 $7.381  111%: $8,297 - 124%  $9361 128%

ir Statewzde Average Propertv T‘vr Rates
(per $100.0of A.V.)
1973-74 1974-75 1975-76  1976-77"

Cities...... ' ‘ L6 SLIT - §L18  SLI5
Counties . ' 336 34 348 343
Schools ... ine i . 592 - 5.90 5.95 5.90
Special Districts .... B . m. . 1B3 . om 1
Total \ $1L15. $1124 - . $11.33 . $11.19
JIL Statewide Taxable Assessed Values® (in millions) . ‘

Percent Percent Percent

PR . 1973-74 - 1974-75 Change  1975-76- Change 1976-77* Change
Total - - $67,278 374,299 104% $82,692 11.3% $93,717 133%

G Prellmmary
b Values are before the deduchon of the homeowners and busmess inventory exemptions.

Growtb in A.V. On a statewide basis, the growth in assessed values
ay__e_raged -about 7 percent annually prior to 1974-75. Since then these
increases have been in the double digit range, primarily as a result of
inflation. However, Table 18 shows wide variations in the rate of these
increases among the larger counties. Some of our more rapidly growing
counties such as Contra Costa, Orange, San Diego and Santa Clara had
increases consistently higher than the statewide growth rate. Others such
‘as Kern, Los Angeles, and San Francisco had growth rates which fluctuat-
ed substantlally from year to year. For example, Kern County had a 2.6
‘percent increase in 1973-74, followed by a 34.3 percent increase in 1974-75
“(dué to a reevaluation of oil properties) and a 20.4 percent growth in
1975-76. Los Angeles County had very modest growth rates in 1973-74 and
1974-75, but this rate jumped to 15.0: percent in the current year due to
the assessor’s reevaluation of a large portion of the county. San Francisco
had ‘a reevaluation in 1975-76, but its growth rates prior and subsequent
to then were very modest.

There is considerable uncertainty over the future magnitude of these
increases in assessed valuation. The Governor’s new education program
assumes these increases will be 9 percent in both 1977-78 and in 1978-79
which is substantially less than the 13.3 percent increase during the cur-
rent year. o
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o . Table 18
Percentage Change in. Assessed Values by County
1973-74 to 1976-77

: 1973-74 197475 1975-76  1976-77
Alameda T 82% 71% . 98% . 107%

Contra Costa 11.1 126 13.6 135
Kern vt 26 343 20.4 75
Los Angeles . : 35 6.3 83 150
Marin 10.1 15.3 97 176
Orange 85 172 13.9 187
Sacramento 86 9.0 115 108
San Diego . 136 15.0 13.3 129
San Francisco 44 33 21.5 5.6
San Mateo : . 97 87 162 41.
Santa Clara : 15 113 . 158 139
Statewide 11% 10.4% 11.3% 13.3%

Comparison of Property and State Taxes. Table 19 compares the mag-
nitude of local property tax levies, State General Fund taxes and State
property tax relief payments. This table shows: (1) during the last two
years State General Fund taxes have grown faster than local property

- taxes, and (2) General Fund taxes exceed local property taxes by about $1
billion in the current year. (1973-74 General Fund tax revenues are about
$725 million below normal because Chapter 396, Statutes of 1973-74, tem-
porarily reduced income and sales taxes. These reductions distort com-

_parison between property and General Fund taxes in that year, and they
also distort the growth rate of General Fund taxes between 1973—74 and
1974-75).

This table also indicates that: (1) state payments for the business i inven-
tory exemption have been the fastest growing component of property tax
relief, (2) total property tax relief payments are about 15 percent of local
property tax levies, and (3) these state payments consume about 14 per-
cent of General Fund revenues.

If the state property tax relief payments are added to local property tax
levies, then the combination ($10,724 mllhon) is slightly in excess of total
General Fund tax revenues. A comparison of these two major sources
indicates that any substantial reduction in one source (i.e., property taxes)
w1ll probably nece551tate a corresponding substantlal increase in the other.

Table 19 -

- Comparison of the Growth in Local Property: Tax Revenues, State General Fund
.- Taxes, and State Property Tax Relief Payments ‘
(dollars in millions)

I Property Tax Levies and General Fund Taxes
L ’ o 1973-74 1974-75 1975-76 . 1976-77
Property taxes . $6,644 . -$7.381 $8,297 . .$9,361

Annual growth (a) 111% 12.4% - 128%
General Fund taxes $6,379 T $8,045 $9,069 $10,410
Annual growth 108% 26.1% 12.7% 14.8%
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v Il State Property Tax Relief Payments
1973-74 1974-75 . 1975-76 1976-77

Homeowners : e $657 $701 I 1514 $760
Business inventory o 999’ $296 363 409
Senior citizens 61 50 : 51 . 53
" Renters 92 110 115 121
Open space v 17 . 14 16 20
Total . 81,049 $1,171 $1,302 $l;363
I Property Tax Relief Payments
as Percent of Local
Property Taxes and State General Fund Taxes

1973-74 1974-75 1975-76 1976-77

Percent of local property taxes ... 15.8% 15.9% 15.7% - 146%
Percent of General Fund Revenues................ 16.4 . 146 144 13.1

2 Declined from the previous year's level due to the increase in the homeowners and business inventory
exemptions and the increased school aid in SB 90 (Chapter 1406, Statutes of 1972).

Homeowners’ Share of Property Taxes. Recently there has been a
great deal of public interst in the proportion of property taxes paid by
homeowners and other types of taxpayers. Table 20 shows that: (1) owner-
occupied residences accounted for 29.7 percent of gross assessed values
but this ratio declines to 24.8 percent after the homeowners exemption is
deducted, (2) the state, through the homeowners exemption, pays about
one- fourth of the property taxes on owner-occupied dwellings (i.e., $6,352
= '$24,550), (3) rental residential dwellings do not participate in"the
homeowners exemption and therefore their share of net assessed values
iincreased to 20.0 percent, (4) the state, through the business inventory

“exemption, pays about seven percent of total non-residential property
taxes (i.e., $3,094 = $43,496), and (5) because tax rates in residential areas
typically are hxgher than the statewide average, owners of residential
- properties paid $2:1 billion in net property taxes durmg 1975-76, which
~‘'was 25.9 percent of total levies.

Other: sources have quoted figures which indicate that single family
dwellings pay about 35 percent of all property taxes. However, their fig-
ures include both owner-occupied and rental units. Rented single family
homes account for 9.6 percent of all property taxes, and over a fourth of
the taxes on single family dwellings. - -

- There are about 3.7 million owner-occupied single family dwellings and
they cover the spectrum from modest homes in rural areas with low tax
rates to very expensive mansions in our metropolitan areas with high tax
gate_;._ There also are a multitude of other variations'in both values and tax

urdens.

A-31




S e -Table 20 ! S .
o Distribution of Assessed Values by Type of Property
- .. 1975-76 Data® :
{dollars in millions)

Homeowner

o Gross , . and Net Property e
o Property Type Assessed Percent Inventory Assessed Percent  Tax Percent’
g:’:ii”g‘:{mpi od: Values Total Exemptions Values Total Levies qual o
' ' 988% $—6038 SIT702  242% $2.0M4 259%
09 °~ =34 466 06 5 071+
. Subtotal ' $24550  297% $-6352 318,198 24.8% $2,149 259%
Renter-Occupied: ) ’ o St
Single family:...ociovicesimmmsrssmnrsssiens $6,743 82% 0 $6743 - 92% 8796 - 96%: ..
Multiple family .........cmeenccsssssnnes . 1903 95 4 798 108 933 112
" Subtotal g - 814646 . 177% - .0 $14646 - 20.0% $1,729 - :208%
Nonresidential o P
Commercial $16600  201% $-1622 $14978 204% $1,745 . 210%
Industrial 13066 158 —1450 11607 158 1328 160
Other ‘ . 13830 167 13 11817 190 1346 163"
Subtotal ... . $43496  526% $—3094 $40402  552% $4419 53.3%
Total - $82,692 ~1000% $—9446 $73246 100.0% $8,297 100.0%

2 The percentage distribution is based on the Board of Equalization’s most recently completed cycle of
triennial equalization survey. Assessed value and tax levy amounts are 1975-76 data.

Although property taxes are the primary source of locally raised reve-
nues for local governments, they represent about one-third of total reyve-
nues to counties and less than one-quarter of total city revenues. Table 21
shows that state and federal subventions have been the major component
of total revenues for both cities and counties over the last three years:
Property taxes have risen slightly as a percentage of total county revenues
over this period, but increasing federal aid to cities, particularly in grants
for employment related programs, has reduced the property tax share of
city revenues. e

’ Table 21 :
Sources of Revenue
Cities and Counties

1973-74 to 1975-76
(dollars in millions)
‘ 1973-74 1974-75 1975-76 -+
Cities . Amount Percent AmountPercent AmountPercent
Property tax" ) $703 23% $T712 2.1% $874 < 223%
Sales tax 520 172 576 172 643 . 164
State and federal 810 269 925 276 1,18 303
Service charge 268 89 201 8.7 332 85
All other 5 87 85 234 818 ~@5
Total $3016 100.0% $3,349 100.0% $3,912  '100.0%
Counties : Lo AR
Property tax* $1985  326%$2,235 34.7% $2,531 - 35.1%:
State and federal . 2936 483 2919 454 3334 463
Service charge 565 9.3 620 9.6 655 91 -
All other..... 594 98 659 103 687 95
Total $6,080  100.0% $6,433 100.0% $7,207 . 100.0%

* Amounts shown here are.collections, which include prior year collections and exclude delinquencies.
Amounts shown on Table 17 are taxes levied in the year indicated.
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Expenditure and revenue patterns vary widely between local govern-
ment entities, with distirictly different trends for urban and rural areas.
For the larger counties, Medi-Cal assistance and hospital care programs
have been the most rapidly growing component of total expenditures,

“while smaller counties have experienced moderate growth in these areas.

For,metro'politan cities, law enforcement has been a major source of
expenditure increases. Retirement costs for both city and metropolitan
county employees have added s1gn1fica.ntly to rising levels of spending in
recent years. Expenditure growth patterns in local government are not
clearly related to changes in population or price levels, but appear to be
influenced by many factors. City government costs for example, tend to
increase on a per capita basis with the age of a city a.nd its population

density.:
Trends'in costs of special district services over time are obscured by the

growmg number of special districts and the increasing specialization of
services. Table 22 shows the major categories of special districts and the:
amount of property tax levies in 1974-75.

Table 22
Special District Property Tax Levies in 1974-75

Property - Tax Levies
‘ Tax Levies Percent of
B Tvpe of District ’ (millionis). - - State Totals
Flood Control and Water Conservation : $120 23%
Fire Protection . 107 2
Sanitation. .. : 15 14.
Transit ... . ) 12
All"' her ... ' o162 31
$526 100%

Trends in Level of Property Taxes and Distribution of Burden ,

From 1965-66 through 1971-72 statewide property tax rates grew at an
average annual rate of 5 percent, and this growth, coupled with the
growth rate in assessed values of about 7 percent, produced an annual
average rate of increase in fax levies of about 12 percent. Although popula-
tion and incomes were also rising, the growth in property taxes was out-
pacing the growth in incomes. Over that same six-year period, property -
tax levies as a percent of personal income in California rose from about 5.6
percent to 6.7 percent, an increase of 20 percent in the share of income
going to property taxes.

The upward trend in tax rates appears to have been brought under
control since the passage of SB 90 (Chapter 1406, Statutes of 1972). The
statewide average total property tax rate is $11.19 per $100 of assessed
value in 1976-77, down from a high of $11.46 in 1972-73. Primarily as a
result of the increased homeowners’ exemption, property tax revenues as
a percent of personal income dropped from the 6.7 percent level of 1971~
72 to 5.8 percent in 1973-74. In the last three years, however, tax revenues
appear to be on an upward trend once again due to the rapid growth in
assessed values that has taken place since 1973-74.
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Despite the apparent leveling off of statewide average tax rates, the real
effectiveness of the SB 90 rate limits has yet to be tested. The revenue
limits imposed on school districts appear to have achieved a degree of
control over school tax rates. The evidence with respect to cities or coun-
ties, however, suggests that average rates have leveled off or declined for .
reasons other than the imposition of the SB 90 limits. In 1975-76, for
example, there were no counties that had rates at the maximum. level
Accelerated growth of assessed values coupled with lower welfare costs
permitted counties to reduce tax rates from the high levels of 1971-72. The
option of using the high 1971-72 base year plus the magnitude of the
allowable CPI adjustment provided for in SB 90 gives countles substantial
leeway for future rate increases.

Although the available data are not adequate to quantify precisely the -
source of the growth in assessments on a statewide basis, the evidence
suggests that it has been concentrated in residential property, and in
particular in single farmly homes. In Los Angeles County, for example
data from the assessor’s office indicates that assessed value of all property
in areas zoned for single family residences jumped from 31.4 percent of
the total in 1975-76 to 35.1 percent for 1976-77. Single family residential
property in Alameda County grew from 46.8 percent of total assessed
value in 1974-75 to 50.2 percent in 1976-77. Similar patterns in growth are
indicated by the data from other counties. On a statewide basis, estimates
have been made from Board of Equalization survey data which indicate
that the percentage of total assessed values represented by single family
homes (including rented dwellings) has been rising since 1972-73.

The unprecedented increases in prices of both new and used homes,
coupled with more frequent appraisals by assessors, appear to have in-
creased the share of the total tax burden borne by residential property
over the last three to five years. The outlook for housing prices in the
future, however, is uncertain, and the recent trend may not contmue
beyond the near term. v

The Issue of Additional Property Tax Relief

As noted earlier the state is currently providing approx1mately $1.4
billion in existing property tax relief programs. These programs are:dis--
cussed further under Items 369 through 375 of this analysis. In the last year:
there has been a series.of new tax relief proposals, incorporating various
forms of assessment freezes or roll backs, tax: shifts at the local level;
assumption of local program costs by the state, and expansion or modifica-
tion of state financed relief payments directly to taxpayers. Because of the
substantial fiscal and economic implications of any major change in the
structure of the property tax we believe several key policy questions
should be addressed prior to the formulation of any new program, or.even
the expansion of existing programs. These questions are as follows: -

(1) To which' taxpayers should relief be provided, e.g., all property
owners, all homeowners, low-income homeowners, homeowners
and renters, or property owners thh taxes determmed to be ex-
cessive”? ‘
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(2) What level of property tax relief should be prov1ded i.e., when do
"~ taxes become “excessive”, and how much relief is “necessary P
(3) What should be the source of funding for property tax relief?
'(4)" What should the policy be with respect to fiscal control and ac:
- . countability relative to property tax funded programs, and what are
. the implications of property tax rehef programs for state-local flscal
" relations?
" (5) What are the problems of implementation of new tax relief pro-
' .. grams, e.g., “split roll” taxation, and what are the secondary conse-
quences? '
~'These issues are discussed in detail below:

'1. To which group or groups of taxpayers should relief be provided? The
premise that property taxes are generally “too high” appears to be almost
universally accepted, although it cannot be supported on any particular
theoretical grounds. Also, as Table 19 indicates, the recent growth in these
levies has been slower than the growth in state General Fund taxes. An
inter-state comparison shows that California ranks fourth highest in the
nation in total property tax levies per capita, and that property taxes
account for about 45 percent of total state and local tax revenues in Califor-
nia as contrasted with a 36 percent national average. Although this com-
parison, which includes taxes on ‘both residential and nonresidential
property, may lead to the conclusion that the tax is high relative to other
states, it may not support the contention that it is “too high”. A more
relevant question may be whether the burden is uniformly and equitably
distributed, or are particular groups of taxpayers burdened more severly
than others.

The components of the property tax base can be categorized in a num-
ber of ways, the most common general classification being that of residen-
tial vs. nonresidential property. Within the first category are both owner
occupied homes and rental property. With respect to taxpayers, classifica-
tions can be made on the basis of the amount of taxes paid relative to
income. Of the two existing residential tax relief programs, one benefits
all homeowners (the homeowners’ exemption), and the othér targets low
income elderly homeowners and renters (the Senior Citizens’ program).
Further characteristics that could be considered are famlly size and geo-
graphical location, e.g., urban vs. rural.

- Inter-jurisdicational differences in tax burdens are- also an important
factor'which have not been explicitly recognized in existing programs. Tax
relief is currently provided without regard to the level of taxation within
particular Jurlsdlctlons Average countywide tax rates vary considerably
and: the variation is even greater between tax code areas. In 1975-76, for
exambple, four major metropolitan counties, Alameda, Contra Costa, Los
Angeles and Sacramento had-average total tax rates in excess of $12.00,
while 10 rural counties had rates under $8.00. A taxpayer owning a home
with a market value of $40,000 might pay property taxes of $550 in Colusa
County while a taxpayer with the same income and home value would
have a tax bill of almost $1,100in Alameda County.

Within the nonresidential category we have targeted two particular
types of property for property tax relief, i.e., business inventories and
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agricultural property. Further classifications might be examined to deter-
mine the existence of 1nequ1t1es in-the taxatlon of nonres1dent1al proper-
ties.

We noted earlier that the growth in aggregate assessed values in the last
two to three years appears to be related to rapidly rising residential prop-
erty values, particularly single family - homes. Examples of assessed values
on individual homes having been increased by substantial percentages in
a single year are numerous and well documented. It is not clear, however,
how widespread this problem is, how severe it is, or how many taxpayers
are affected. Nor is it clear that a large percentage increase in the assessed
value of a particular home in one year necessarily creates an excessive tax
burden. Our office is continuing to conduct research in this area and we
hope to provide the Legislature with more detailed mformatron in-the
near future.

.The questlon of the regressivity of- the property tax is another aspect of
the more general question of who.should receive property tax relief. This
issue of regressivity is subject to. some dispute. It has been fairly well
documented that the initial 7mpact of the property tax (i.e., the amount
actually paid directly by the taxpayer relative to his income) is greater for
low-income homeowners. It has been argued; however, that the final
incidence of the tax, i.e., the net effect of all property taxes on the individ:
ual, is progressive. This argument rests on the premise that the burden of
the tax on income producing property is generally not shifted forward to
consumers but falls on the owners of capital. Because these individuals
tend to have higher incomes, the net result is progressivity in the property
tax. Most property tax relief proposals, however, are concerned only wrth
regressivity of the initial impact of the tax.-

The mechanism chosen to provide relief will not only define the'group
of taxpayers to be recipients but will be a factor in determining the result-
ing proportions of income that are paid in taxes by persons at various
income levels. A tax rate reduction, for example will provide relief to all
property owners in a taxing Jurrsdrctlon in proportion to taxes paid and
will not affect regressivity. A reduction in the assessment ratio for a-speci-
fied class of property. (“split roll”’) will provide proportional relief to all
property owners of the specified class. A flat exemption for homeowners
or income tax credit for renters will provide the same dollar amount of tax
reduction to all eligible taxpayers within a jurisdiction but will make the:
tax less regressive. Finally a circuit breaker type of program can be de-
signed to provide a specific pattern of tax relief relative to income and tax
liability, as is the case with the Governor’s current proposals. R

‘2. Whatlevel of, property tax reIIef should be provided? This raises the
related question of how “excess” property tax burdens should be meas-
ured. The conventional approach in the case of the individual homeowner
or renter has been to relate taxes paid (or assumed paid in the case of the:
renter). to income. Again, no generally accepted standard or theoretical
basis exists for determining an “excess” burden. States usirig either the
constant or variable threshold type of circuit breaker provide relief on
property taxes in amounts above specified percentages of income ranging
from 1 percent (Arkansas; incomes below $1,500). to 13 percent (Kansas,
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incomes above $8,000). As noted earlier, the Governor’s announced pro-
gram provides this type of assistance with thresholds ranging from 3 per-
cent to 5 percent. A median measure of the level at which taxation
becomes excessive; based on these programs, appears to be approximately
4.percent to 5 percent of income. The Advisory Commission on Intergov-
ernmental ‘Relations suggests that property taxes above 6 percent to 7
percent of income are excessive.

:'One possible basis for measuring. excess taxation would be to relate
.current tax levels to a bench-mark year. The current gap in growth rates
bétween household incomes and housing prices appears to have first
become significant during 1972. Tax levies in 1973-74, the first fiscal year
after the adoption of the $7,000 homeowners’ exemption, and the last year
before the onslaught of double digit rates of increase in assessed values,
mlght be a suitable bench mark level.

::3.> How should the cost of property tax relief be funded. The options
for ‘financing relief programs are basically state funding, funding from
loeal sources, or reductions in expenditures. State funding could take sev-
eral forms, including (1) reimbursements to local governments for reve-
nue losses resulting from exemptions, or rate or assessment reductions, (2)
state assumption of local programs, or. (3) state assistance payments dlrect
to. taxpayers.

- Local government funding mxght be: acompllshed by creatmg a new
local revenue source, such as a local income or payroll tax. Funding might
also be generated by shifting the burden of the property tax from one class
of property owners to another. Such a shift might be explicitly provided
in a program through equalization of school tax rates for example, which
would tend to shift a portion of the tax burden from low wealth school
dlStrlCtS to high wealth districts.

. The source of replacement revenues, either state or local, will have an
effect on the net regressivity/progressivity impact of the program. A pro-
gressive source of replacement revenues could create an overall progres-
sive net.impact. A general property tax rate reduction (through state
assumption of local costs), could have a net progressive effect if funded
through income taxes, for example. Sales tax funding, on the other hand,
might exacerbate the already existing regressivity. -

.Another significant concern related to funding sources is. the outlook for
future tax relief program costs and growth in the funding source. Care
must be taken to avoid the adoption of a program with a growth in expend-
itures over time that w1ll outstrip. the growth in the revenues desxgned to
finance the program. -

4. What is the goal with respect to F scal contro] and accountabz]zty, and
what-are the implications of property tax relief programs for state-local
fiscal relations? A critical issue related to the:general question of “who
pays’” .is-that. of fiscal control and accountability. A principle of public
finance that has wide support is that the governmental jurisdiction respon-
sible for levying taxes should also be responsible for control of expendi-
tures. Violation of this principle, it is argued, occurs when one level of
government provides funding for programs controlled by a lower (or
higher) level. This situation exists currently with respect to many pro-
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grams carried out at the local level but funded.through federal block
grants or ‘general revenue sharing. Other programs, although adminis-
- tered at the local level and partially funded through the local propertytax;-
are basically-controlled through state and/or federal regulations. The most
notable  examples are the Medi-Cal program and the adult caegoncal-
welfare aids.

The specific questions to be addressed in this area-are the followmg (1)
to what extent should the state assume full funding for programs:already
controlled at the state and/or federal level; (2) to what extent should'the
state assume control and funding for other programs which could be
considered state government responsibilities (e.g., superior courts); and
finally, (3) to what extent is the state willing to provide revenue for
additional property tax relief while leaving program controls and expendr-
ture level decisions in the hands of local government? :

A related accountability ‘issue is the possibility of reducing property
taxes on residential property to the point where a majority of voters are
in the position of being able to authorize tax-increases which. have httle,
or no effect on their own direct tax liabilities. '

“The broader issue in state-local fiscal relations is the questlon of. state,
imposed. limitations on total revenues or total expenditures. As noted.
earlier, expenditure patterns over time at the local level demonstrate
wide inter-jurisdictional variationsand are net necessarily associated with -
population growth or inflation rates. Revenue or expenditure limits,-if .
imposed, should be carefully designed to make approprlate allowances for
other factors. .

5. What are the problems and consequences of zmplementatzon and
the secondary fiscal and economic implications? The state already hasin
place two separate and distinct programs of residential property tax relief. -
Additional relief provided through: expansion of one or both of these
programs and funded through increases in existing state taxes would:in-
volve a mjnimum of administrative effort and cost. New relief programs.
or new sources of replacement revenues would add to the complexities of
the existing tax structure and could require significant additional adminis-
trative costs. Programs involving a “split roll” for purposes of differential
tax rates or assessment ratios would require a constitutional amendment_
and would complicate the assessment process.

Secondary fiscal effects must also be considered.. Any program thatr.
would affect assessed values, e.g., assessment freezes, new exemptions,.or.
reduced assessment ratios, would affect all state programs which incerpos::
rate assessed values in subvention or apportionment formulas.: Such pro-
grams include school aid, Medi-Cal and adult welfare.

-Secondary economic consequences must also be evaluated carefully :
Substantial reductions in property taxes can be expected to increase prop-
erty values, providing windfall gains to current property owners. Mech-:
anisms which trigger the imposition of a new or higher level of taxation:
at the time of sale (e.g., transfer taxes or “‘unfrozen’ assessed values)
might have an adverse 1mpact on the housmg market i

i
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[ECONOMIC OUTLOOK AND REVENUE ANALYSIS

Summary

Overall, 1976 was a year of relatlvely strong economic expansmn Al-
though growth rates declined toward the end of the year, 1977 began with
a reacceleration of economic activity which suggested the continuation of
recovery. Both California and the nation are expected to experience mod-
erate expansion in 1977 and hopefully in 1978. The Department of Finance

- projections for 1977 generally compare favorably with those of other fore-

casters for such variables as real GNP growth (4.8 percent), consumer.
price inflation (5.4 percent), housing starts (1.75 million), California per-
sonal income growth (10.1 percent), California building permits
(240,000), and California unemployment (8.4 percent). The department’s
forecast of the national unemployment rate (6.9 percent) is on the opti-
mistic.end of the concensus forecast range.

As was true last year, the key threat to continuing recovery remains a
resurgence of inflation. Fortunately, the inflation outlook is quite optimis-
tic, based upon forecasts for wage rate settlements, labor productivity
gains and food prices. Interest rates, which declined throughout 1976, are
expected to trend upward in later 1977, though not enough to threaten
continued expansion. -Additional strong spots include continued support
from consumer spending, more stimulative federal policies and further
expansion in the housing sector.

‘Business investment expenditures remain a major question mark
Strength in this sector, though questionable because of continuing excess
capacity, could insure above-average performance for the 1977 economy.
Continuing high -unemployment remains the major disappointment;
however, healthy 1976 actual and 1977 projected employment expansion
indicates that the unemployment rate should steadily decline despite con-
tinuing labor force growth. Lastly, the California drought is increasingly
more serious, and:is expected to have potentially significant, though not
yet fully known, negative consequences for the state.

Revenue estimates developed by the Department of Finance for 1976-
77 and 1977-78 appear generally to be in line with the department’s Cali-
fornia economic forecast. Total projected revenues to all state funds of
$14.2 billion in the budget year are $1.5 billion, or 11.5 percent, above the-
$12.8 billion expected in the current year. General Fund revenues are
estimated to be $12.2 billion in 1977-78, 12.9 percent higher than the $10.8
billion estimated for 1976-77. Combined collections from the sales, income
and - corporation taxes, the state’s three major sources of General Fund
revenue, are expected to increase by 13.7 percent and to account for $1.3
billion, or 87 percent, of the total budget-year revenue growth.

Sales and use taxes are estimated to increase by over 11 percent in the
budget year to $4.6 billion, reflecting expectations for a continued growth
in- disposable income. To,tal projected sales tax collections include an up-
ward adjustment of $25 million to reflect the impact of an administrative
change in procedures for taxing certain vehicle transfers. Personal income

" taxes are forecast at $4.3 billion in 1977-78, 17.6 percent above the current

year. This includes an estimated $23 million revenue loss resulting from
1976 legislation which extended the 100 percent low-income tax credit.
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Bank and corporation tax revenues—typically volatile and difficult to pre-
dict—are forecast-at $1.8- bllhon in the: budget year an-11 percent increase
over 1976-77.

Other significant General Fund revenue gains expected in the budget
year include an 11 percent increase in insurance taxes (including $23
million due to the repeal of the principal office deduction) and a 17
percent increase in health care deposit fund recelpts Total Special Fund
revenues will be up by an estimated 4.1 percent in 1977-78, consxstmg"
largely of increased motor vehicle fees and fuel taxes.

1976 IN RETROSPECT

Overall Performance Better Than Expected

Strong economic performance somewhat exceeding earlier ant1C1pa-
tions was registered in 1976, with real growth in Gross National Product .
(GNP) above 6 percent. Table 1 shows that Department of Finance-eco-:
nomic forecasts required generally favorable revisions during the year; as
* did those of many forecasters. Despite the lack of strong federal stimulus;’
favorable performance occurred for real GNP, durable goods including .
automobiles, housing construction, business mventory investment, corpo-:
rate profits and employment. The rate of price inflation drifted down-
ward, due in part to relatively stable food prices. Although unexpected
interest rates also declined moderately during the year.

Despite these positive factors, however, unemployment remains. dis-
turbingly high due to continued strong labor force growth, averaging 7.6
percent for 1976. Although many forecasters had hoped for strength-in
business investment expenditures, little materialized. For those industries
where economists in late 1975 feared that insufficient productive capacity -
might exist by late 1976 and 1977, enough capacity has been added or
remained available to alleviate the development of shortages or
bottlenecks capable of bringing on a resurgence of strong inflation ora‘
return of recession. The moderate level of interest rates pleasantly sur--
prised most forecasters, and was due to a variety of factors. These included
a moderating of output growth and inflation as the year progressed, and
the lack of strong busmess loan dernand for capxtal mvestment expendl- *
tures.
The dlsappomtmgly hlgh national unemployment rate does not 1nd1cate
weak employment growth during 1976. Quite the contrary, the national
civilian employment growth in 1976 of 3.2 percent considerably exceeded
the 2.2 percent annual average from 1964-1973. Rather, the rate remains -
high due to continued strong labor force growth, the severity of the 1973-
75 recession, and the continuing shift in work force composition toward
groups characteristically having high unemployment rates. The ratlo of a
employment to populahon is itself at a record high.

The economy’s improved 1976 inflation performance was assxsted by’
moderatmg labor costs and continuing (though weakening) productivity
gains. For the economy’s business sector, for example, wages and fringe
benefits averaged 8 percent growth in 1976, well down from over 9.0
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S R Table 1 - s :
N Companson of Economic Forecasts and Actual Results for 1976 -
(dollar amounts in billions)

Original T :
Budget Revised - Estimated
Forecast Forecast Actual

~ For 1976* For 1976® For 1976¢

A _' &Iected National Indicators
Petcentage change in:

Real GNP 54% 6.0% 6.3%
Personal Income . : 104% 109% 10.0%
GNP Price Deflator 6.0% 5.8% - 51%
Corporate Profits 19.3% 26.4% . 288% -
Consumer Prices ... 69% 6.0% 5.9%
l ) 3.0% 32% . 32%

] : $145.0 $148.0 $1475
Unemy 'loyment Rate (%) 18% 73% 76%
Housing Starts (millions of units) ... 145 1.50 154 .
New Car Sales (millions) : 100 102 - 102
B. Selected California Indicators
Percentage change in: ' ' ‘ o

Personal income 102% 10.9% 10.6%
Taxable Corporate Income : 13.2% na. 19.0%
Taxable Sales 11.3% 12.4% 13.6%
Employment 29% 3.0% 1.7%
New Car Sales 13.3% na. 12.6%
Bmldmg Permiits.... 29.6% 43.9% 62.9%
Consumer Prices 76% 59% 6.1%
Unemployment Rate (%) 92% 9.0% 9.6%
Taxable Corporate Income $129 na. $144
Personal Income . $151.0 $153.4 $154.0
Residential Building Permits (000) ............ooo.oooooonersesiorroreee 175 . 190 215
Taxable Sales $820 $82.6 $835

* 1976-T7 Governor’s Budget.
b Department of Finance, May 1976
¢ 1977-78 Govemor s Budget

percent in 1975. Moderating food prices, particularly in the grain, corn and
beef markets, were an especially important factor in reducing overall
inflation. The corn crop, for example, was the third largest in history.
Internationally, the U.S. led nearly all nations in 1976 performance. Net
exports continued to show strength at $7 billion, though well down from
the record $20 billion of 1975. Increases in exports were far from spectacu-
lar, partly due to lagging recoveries abroad, and were more than offset by
increased import values for such commodities as petroleum and coffee.

Late 'P_'ause Gives Way to Resumption of Recovery

Despite relatively strong overall economic performance, 1976 ex-
perienced considerable disparity in its quarterly growth rates. Economic
growth in the year’s first half exceeded that of the second half, contrary
to most predictions. First quarter real GNP growth soared to 9.2 percent,
then steadily dropped in subsequent quarters to 4.5 percent, 3.9 percent
and 3.0 percent, respectively. A major force behind these movements was
inventory investment fluctuations, with 1976 inventory investment ex-
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ceeding initial expectations. In addition, some economic punch was tem-
porarily lost due to an unexpected shortfall in federal'expenditures. As the
economic slowdown continued late into 1976, concern developed that the
fourth quarter “pause” might threaten further recovery prospects.
Recent data, however, suggest that the pause was short-lived and that:
the expansion is back on track. The federal sector had already moved back
toward stlmulus by late 1976. The fourth quarter’s sluggishness was partly
due to a “mini” inventory cycle, with unwanted stocks built up earlier in
the year being adjusted back into balance and providing a basis for further
inventory investment in 1977. Both November and December offered
brighter economic signs for industrial production, employment, personal
income and retail sales, even though the quarter overall was not particu-
larly strong. Concerning consumer price inflation, significant price pres-
sures should not materialize until later in 1977, if at all. On an annual

year- -end measurement basis, the 1976 rate of consumer price inflation of o

4.8 percent provided a dramatic reduction relative to the 1974 and 1975
rates of 12.0 percent and 7.0 percent, respectively. '

Thus, despite continued high labor unemployment and excessive pro-
ductive capacity, the economy ended 1976 and entered 1977 on an upward -
trend \ ;
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, 1977 NATIONA_‘L FORECAST
General Outlook Favorable Tk

We expect the economy to experlence moderate growth during 1977 :
although some slowing could appear later in the year. As indicated above,
1977 has begun on an upward trend, enjoying good momentum from rising
income-and.production, and a general re-acceleration of recovery. Con-
tinuation of this moderate expansion will hopefully extend into 1978. Some
forecasters; unlike the Department of Finance and the consensus view,
speak of a:1978 slowdown in growth'due to such factors as rising inflation,
higher interest rates, and “tight” productive capacity. However, past fore- -
casts:of a return torecession in 1978 have generally disappeared, probably
due to. current prospects for federal stimulus, accommodative monetary
outlook, lack: of pressing capacity constraints, and lower-than-expected
OPEC  (Organization of Petroleum Exportmg Countnes) oil price in-
creases.

‘Anindication of the consensus 1977 national outlook i is given by Busmess
Week srecent survey of forecasts by some 35 economists and econometric
models. Forecasts of 1977 real GNP growth average slightly.under 5.0
percent and range from about 4 percent to nearly 6 percent. The average
projection for general price increases is about 5% percent and ranges from
4Y, percent to nearly 7% percent. Unemployment forecasts range from 6.7
percent to 7.6 percent, with an average of 7.1 percent from economists and
7.4 percent from econometric models. This consensus suggests a small
likelihood that average 1977 unemployment will fall much below 7.0 per-
cent, or that real GNP growth will match the 1976 experience:

In general, the Department of Finance budget forecasts lie within the
range of the Business Week survey, Tablé 2 compares the department’s
1977 forecast with the two prior years. When compared with the forecasts
for selected key variables made by leading California banks in Table 3, the
department’s projections are generally consistent.

- Most economists believe that there is little, if any, chance of a 1977
downturn or recession, but that an inflation-constrained recovery will
continue. Well-balanced growth is expected, thus picking up from the
sluggish performance of late 1976. A major uncertainty in the overall
outlook involves business investment expenditures. Although this sector
may experience strengthening, a boom is unlikely. Even without strong
business investment expenditures, however, the possibility of general
capacity shortages and bottlenecks in 1977 appears remote. The various
measures of current capacity utilization rates collectively suggest that
considerable slack remains, with the possible exception of selected indus-
tries such as natural gas and paper.

Other factors characterlzmg the consensus outlook mclude the follow-
ing:

1. Flscal and monetary pohcy will be moderately stlmulatlve and more
so than in 1976, particularly given the administration’s interest in stimula-
tive taxation.and jobs-related expenditures programs. Such programs
could raise real growth above current forecasts. :
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Table 2

- National Economic Data -
. (dollars in billions)

Budget -
Actual Estimated*® - Percent Forecast Percent
) 1975 1976 - Change 1977%: Charige
Gross National Product 815163 ‘816931 - 11.7% $1,868.0 103% -
GNP in 1972 dollars 81,1917 $1,266.4 6.3 $1,326.7 - 48
GNP Price Deﬂator (1972=100) 81272 1337 5.1 1408 . 53
Personal INCOME ......rviueeriicrinsir $1,249.7 81,3740 - 100 $1,5130 101
Disposable Personal. Income ...... $1,080.9 $1,18L:5: 93 $1,3050 - 105"
Savings $84.0 : .$782 —69 $94.1 20.3
Corporate Profits (before taxés) -~ $114.5 7 S5 288 $1670 - 132
Consumer  Price.  Index . ' - o
(1967=100) ........ccevevreermcceric 161.2 - 1707 59 - 1800 - 54
Employment (thousands) 84,783 - 81500 - 32 90,100 30
Unemployment - (thousands)...... 7,830 7200 -8l 6,700 —69°
Unemployment Rate ............c... 85% 7.6% = 6.9% o=
Housing. - Starts (mllllons of o o B o } -
OMS) vt 116 - 154 328 175 136
New Car Sales (mxlhons) . 86 102 . 186 108 - 59
Savmgs Rate - 18% 6.6% - 12% - -
Net Exports $205. . $14 - . &5 L=
s By the Department of Fmance
_ Table 3 _
Comparison of National Economic
Forecasts for 1977
Security
United-  Pac.
o Dept. of Ca.  National Crocker Chasé’
Percent Changes In: s Finance. UCLA Bank  Bank = Bank . Fcon.
— Gross National Product.......ccecrmsesssescessanss 103% 108% 11.1% 101% 93% 10.0%
Due to real growth o 48%  52% 49%  41%  39% 46%
‘Due to price level -. . 53% 53% 60% 51%  51%. '51%
— Personal Income ‘ 101% 99% 103% - 96% na. 103%"
— Consumer Prices . 54% @ 51% 65%  53% na. 58%
Unemployment Rate (%), ..omrmosrimmsssessssivsssens 69 72 69% T13% 16% - 79%:
Savings Rate (%) 12%  61% 61% na. 73% . '12%

Housing Starts (millions of units) ... 175 18 160 181 - 181 - 160
# All forecasts as of December 1976.’ R : ' ’

2. Inflation continues to remain the economy’s key threat. Upward
pressures, especially later in 1977, could arise due to declining post reces-
sion productivity gains, the heavy schedule of major labor contract
negotiations, upward movements in food pnces, and government ﬁscal

stimulus:
3. Recent OPEC price increases. should not severely harm the UsS.

economy; however, smaller and lesser developed nations w1ll contmue to
face serious damage.

-4. Corporate proﬁts will show healthy 1977 gains, though well below the
near 30 percent increases of 1976.

5. Interest rates should drift upward by later 1977, due to mcreased
need for external credit by businesses, borrowing by the federal govern-
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ment, and possibly increased inflationary expectations. Monetary policy,
however should be sufficiently-.accommodative to restrict the tlghter
financial markets from producing: “credit crunches™ .

6. Unemployment will continue to decline, but will be slowed by con-
tinued labor force expansion. ‘

“T.“Residential construction act1v1ty will contmue to expand in 1977,
although at slower rates than in 1976. While single family units will contin-
ue'to represent most of the activity, multifamilyactivity will produce most
of the gains. Some slowing could occur later in 1977 as mortgage rates drift
upward.

8:A merchandxse trade deficit could occur in 1977, due to hlgher im-
ported petroleum costs, coffee imports and values of farm exports.

9. A global lull in recovery may persist during at least part of the year.
Real growth of the major western industrial nations has lagged since mid-
1976. Many countries continue to have high inflation rates which constrain
the use of stimulative measures, and look to the United States and.other
low-mﬂatlon nations to pull them into expansron through the trade sector

COnsumer Still COntnbutlng

Performance of the consumer will be strongly supportwe but not spec-
tacular this year. In 1975, the consumer was the key to the recovery
experience. In 1976, the consumer continued to “quarterback” the recov-
ery, when both personal consumption expenditures and expendltures on
consumer durables out-distanced the rise in disposable income. In 1977,
however, the Department of Finance forecasts overall consumption in-
creases to fall behind disposable income. Consumer durables, however,
while well below their 1976 performance, will continue relatively strong
(particularly automobiles and housing-related items).

Business Spending-—Still- Waiting-in the Wings

ike most forecasters, the Department of Finance anticipates above-
‘ayerage gains in business investment expenditures, while noting the un-
‘eertainty surrounding the extent of capacity needs for plant and equip-
ment investment at this time: In certain respects, this year is similar to the
situation we outlined in last year’s Analysis. Fixed capital investment dis-
appointed many forecasters by expanding by only 4 percent in real terms
in"'1976, despite such factors as healthy profit expansion and improved
financial positions which yielded strong internal financing potential. From
1965-1974, the annual ratio of real nonresidential fixed business invest-
ment toreal GNP averaged nearly 10% percent This ratio declmed in 1975
emained low in 1976. -
.. The maln reason behmd this sluggish performance 1nvolves currently
exlstmg and persisting excess productive capacity. Near term capacity
shortages should not surface as a problem this year, although selective
bottleneck problems could always materialize. General. capacity ceilings
should not emerge as a constraining factor before 1978 when utlhzatlon
rates should approach 1973 levels.

Positive outlook factors in this sector mclude strong corporate finance
positions, some spending backlogs from 1975-76.for plant modernization
and compllance with governmental health, safety and envxronmental '
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regulations, the presence of and potential for expanding federal invest-
ment tax credits, and increased demand for capital goods by OPEC na-
tions. On the negative side, in addition to surplus capacity, are higher
energy costs and cases of restricted availability. On balance, only moder-
ate optlmlsm seems justified for 1977.

Inflation—Down But Not Out

Inflation, still the economy’s major threat, should remain at relatlvely
moderate levels through 1977. The consensus view for 1977 consumer
price inflation, for example, is a rate of 5 percent to 6 percent. Most of the
near-term inflation declines we can expect have already occurred, and the

rate in 1977 could increase moderately from late 1976 levels as the year -

progresses. Inflation pressures could include those due to raw materials,

- increased federal stimulus, possible future movements in OPEC prices,
and food price increases. In addition, some concern exists that capamty
constraints will emerge in 1978.

Food prices were an important factor in helpmg to moderate 1976
inflation, since only a minor rise occurred, and food prices represent 25
percent of the weight in the consumer price increase. In contrast, food
prices rose over 40 percent in the 1973-1975 period. The U.S. Department
of Agriculture predicts only moderate food price movements' through
mid-1977, although more noticeable increases could appear as the year
progresses. As always, weather remains an uncertainty. _

Another important element in the favorable inflation outlook is the
movement of unit labor costs, which are based on the difference betweén
wage increases and productivity gains. Unit labor costs should rise only a
bit more rapldly in 1977 than in 1976. Athough productivity gains will be
tempered, increases in wages and benefits will probably be similar to 1976,
and could even moderate in the presence of continued high unemploy-
ment and reduced inflationary expectations. This is fortunate given the
heavy schedule of 1977 labor negotiations. Nearly 5 million workers are
involved in contract expirations and negotiations under major bargaining
arguments including steel, communications-and construction. About two-
thirds of these workers are already covered under cost-of-living escalators
negotiated mostly in 1974 in a year of 12 percent inflation and following
termination of the Economic Stabilization Program. ;

Stimulative Government Policies Expected

In addition to accommodative 1977 monetary policies by the Federal
Reserve, the administration is expected to propose a moderately stimula-
tive fiscal policy. However, any abrupt change in fiscal policy during early
1977 is constrained by the procedures established by the 1974 Budget Act.
Complementmg increased federal stimulus in 1977 will be a modest’ ex-
pansion in state and local government outlays, financed by recovery-in-
duced tax receipts and increased borrowings in financial markets.

A current argument favoring stimulatory federal policies involves the
continuing sluggishness of capital expenditures as a demand factor. The
Carter Administration has publicly referred to a two-year plan costing
some $30 billion, including one-time tax rebates, permanent tax cuts for
individuals, and tax incentives for businesses. Spendmg increases would
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also be proposed for public service jobs, public works projects and revenue
sharing. Also'providing some stimulating force is the nearly $4 billion in
~ funding under the Public Works Employment Act, aimed at accelerating -
state and local public works programs, public service activities and water
treatment projects.

. Housing Sector Still Expansionary

Continued increases are anticipated for residential constructlon in 1977
though less than in 1976, with multiple family units providing most of the :
gains. Nevertheless, the expected 1.75 million units will still be well below
this sector’s peak performance in the early 1970’s. Activity in the-early half
of the year will be encouraged by pent-up demand, lower mortgage rates
and available mortgage financing. Later in the year, however, the possibil-
ity of somewhat increased inflation and the probability of somewhat high-
er interest rates could slow activity. In fact, some forecasters believe that
1977 mortgage rates will exceed late 1976 levels by year -end. S

Energy Concerns Continue

Recent developments involving both natural gas and 1mported oil indi-
cate that energy concerns will continue to characterize the economy in -
1977. Serious natural gas shortages are now facing both industrial and-
residential users, especially in the east, intensified by extremely severe
weather conditions. The Federal Power Commission noted in late January
1977 that several hundred thousand jobs have already been lost. Contro-
versy about the merits of both oil and natural gas price deregulatxon, ‘
continues. -

Concerning 1mported oil, a two-tier OPEC price arrangement emerged
at'the start of the year, with the weighted price apparently increasing by
about 8 percent. Although imported oil now provides over 40 percent of
our. consumption in the United States, the latest OPEC price increase
should:not significantly disrupt the economy’s expansion. More noticeable
is the.cumulative effect of OPEC price increases from 1973 to the present.
Business Week recently used data from the Brookings Institution and the
Federal Reserve Board to indicate that, for 1977, the nation has lost 3
million jobs, more than $60 billion in real GNP, and more than $80 billion
in real personal income. On the positive side, OPEC nations have devel-
oped strong effective demands for U.S. capltal goods, and have invested
large quantities of surplus onl recelpts in varlous U S. financial markets.

lnternatlonal Sector to Contlnue Siuggish

Continued softness in the international recovery is expected in the near
term, with the possibility of even some further slowdowns for certain
industrialized nations. Wide divergence in: inflationary : pressures pres-
ently characterizes industrial nations, thus making some less able to.pur-
sue stimulatory policies than others. Nations with high rates of inflation
continue to be hurt by high interest rates which deter capital investment.

The U.S. experienced rather weak 1976 trade performance, partly be- -
cause it led other nations in recovery and thus realized rather modest
export growth. In addition, imports rose significantly, due to such com-
modities as petroleum and coffee. The Department of Commerce has
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indicated that the 1976 merchandise’ trade deficit of $5. 5 billion could be
exceeded in 1977, due to continuing increases in petroleum import costs
and lowering of farm exports. However, somé trade balance 1mprovement
could come later in 1977 if foreign recoveries strengthen.

1977 CALIFORNIA FORECAST

As with the nation, 1976 was a generally solid year of continued econom+’
ic expansion for the California economy. Personal income rose" by 10:6'
percent, taxable corporate profits by nearly 20 percent and: resrdentlal
building permits by over 60 percent. Table 1 indicates that the state out
performed the Department of Finance’s initial expectatrons for personal:
and disposable income, corporate profits, consumer price inflation, retail
sales and building permits. The housing sector’s performance was particu-’
larly strong, with California out performing the nation. Although the-
state’s 1972 record level of residential permits has not been approached, -
single-family permits reached a record 140,000. Multifamily permits, while-
far below 1972 peaks, did expand some 70 percent over 1975. Since mid-
year, retail sales have also shown considerable strength. On the negative
side, unemployment remained in a disturbingly high range. While some-
what over $500 million in farm recelpts were lost to the drought, more -
substantial economic effects of this ongomg s problem will be appeanng in
1977,

The California economic outlook for 1977 and generally for 1978, is for
continued expansion, steady though not spectacular Growth in Cahforma
could outpace that of the nation, partlcularly if current predictions for
such sectors as aerospace and construction are realized. The 1977 pattern
is expected to be similar to the nation’s, with the possibility of.some
slowmg later in the year if inflationary pressures strengthen and interest
rates rise. Federal stimulatory policies, however, may limit such modera-
tion. A significant improvement in capital spending nationally would help"
California’s electrical equipment, electronics and nonelectrical machinery
manufacturing industries; however, a boom in these areas is certainly not
likely. Continued consumer support will help the expansion, although
contributing less than in 1976, Likewise, profit increases will be healthy,
though down from 1976 levels.

The housing sector continues to look qurte promising. While financial
markets are expected to tighten and interest rates rise later in 1977, ample
funds should remain available to thrift institutions to supply home build-
ing, and only limited disintermediation can be expected. Housing demand’
remains strong. Single-family permits will continue at high levels, while
the major increase should be in the multifamily subsector. As. discussed
below, negative factors for the California outlook include continued high
unemployment and the now-probable continuation of drought condltlons
into 1977. ' o

Table 4 presents highlights of the Department of Fmance forecast for v
California as compared with the prior two years. Table 5 indicates that the
department’s California outlook is generally compatable with those of
other forecasters. Lastly, Table 6 compares. selected economic 1nd1cators
for the state to those of the nation.
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. Table 4.

. Callforma Economlc Data ;
{dollars in bllllons) .

Budget

 Actual Estimated  Percent  Forecast Percent
1975 ° ¢ 1976*  ° Change 1977 Change
Personal-income.. $1393 - $154.0 10.6% $169.5 ©10.1%
Disposable: i mcome.... $1208 . - $1328 99 -..81466 - 0 104
Taxable corporate proﬁts $12.1 $144 190 $162 122
Taxable sales ...l . 8135 $835 - - 136 $92.5 108
Employment (thousands) . 8455 8595 i 8,845 29
Unemployment (thousands) ......... - 925, 915 - 11 . 815 - -109
Unemployment rate (%) ...cvveun 9.9% 96% o o— . :84% - . —
Number of residential billing per- S .
mits, (thousands) 25 629 240 116
Néw ‘car sales (thousands)... 910 126 L7990 - . ' 88
Constrmer price index . 1682 61 1781 59
* Estimate from 1977-78 Governor’s Budget. ' oo
: Table 5
: COmparlsons of California Economrc Forecasts for 1977°
o Security
LT : United = Pacific -
Department California  National ~ Crocker

T of Finance - UCLA .  Bank  Bank®  Bank®
Percent change in: -

Personal income ......... . 101% 11.0% 116% . 106% 99%.
: Employment , SR 1 37 30 35 |32
' ‘Building ‘permits S8 e 1”42 39
: -New: car sales..... ' 88 ‘na. 5.1 na - na -
{Consumer prices e 59 5.5 67 - 58 6.3
Unemployment rate (%) 84 - 81 - 89 82 89
Building permits (thousands) 20 231 - 40 217 216

3  All forecasts as of December 19'16 unless otherwise noted.
i b November 1976.:;

Table 6

Selected Economic Indicators, -
California and United States °

B . 977
United T United ’
. States: ~ California States - California
Percent Growth In:
23% 14% : 22% 16%
‘Civilian Employment ................cco. 32 | Iy A 30 29
‘New ‘Car Sales 186 126 59 . 88
:Personal Income’ ; B 100 : 10.6 ) 10.1 - 10
+Corporate Profits......c..... 288 . 19.0 132 122
Unemployment Rate (%) 16 96 69 84
Increase in. Consumer prices (%)

5.9 6.1 . 54 .59
@ Department of Finance. : S
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Unemployment—Still High But improving:

At year-end California’s unemployment rate fell to 9.1 percent, the
lowest since February of 1975, 22 months earlier. Unemployment had
peaked at 10.5 percent in September of 1975, broke through the 10 percent
barrier approximately one year ago, and has generally trended downward
since that time. For all of 1976, unemployment averaged 9.6 percent for
California, or 2.0 percent above the national figure. From 1975 to 1976 the
number of California’s unemployed fell by 10,000, while total civilian em-
ployment rose by 140,000 (1.7 percent). Nonagncultural wage and salary
employment ended the year at a record level. In 1977, California unem-
ployment is projected to approach 8% percent, with moderate total em-
ployment growth of 3.0 percent, close to the national rate and substantially
above the rate of projected California labor force growth. Table 7 shows
changes in both California and U.S. labor force, employment and unem-
ployment.

Table 7
Changes in Labor Force, Employment and Unemployment
1971 to 1977
(in thousands)

Change Change Change

Civilian From . From From
: Labor  Previous =~ Civilian  Previous Unemploy- Previous

Us. Force. Year Employment Year ment Year
1971 84,113 ‘1,398 79,120 493 4,993 905
1972 86,542 . 2429 81,702 2,582 4,840 -153
1973 : 88,714 2,172 84,409 2,707 4304 —536
1974 91,011 2297 85,936 1,527 5,076 TR
1975 92,613 1,602 84,783 —1,153 7,830 2,754
1976 (e} 94,700 2,087 87,500 2,717 7,200 —630
1977(f) 96,800 2,100 90,100 2,600 6,700 —500
California R
1971 . 8,389 260 7,652 112 737 148
1972 . 8,589 200 7,937 285 652 ~85
1973 , 83811 292 8,194 257 617 =35
1974 e 9,181 370 - 8,512 318 669 - 52
1975 9,380 -- 199 8,455 -57 925 256
1976 9,510 130 8,595 140 915 . -10.
1977° 9,660 150 8,845 250 815 —100

' 2 Forecast S '

Table 8 summarizes the employment and unemployment picture in
California industry sectors for 1976 and 1977. Particularly strong gainsare
foreseen for construction, services and trade, with a healthy 3.6.percent
growth in nonagricultural wage and salary employment. Of special note
is: the switch from negative to positive aerospace employment growth,
despite continuing weakness in commercial aircraft. Aerospace should
benefit from increased prime contract awards from both NASA and the
- Department of Defense. Particular job strength is projected for the elec-
trical equipment sector. Of specxal interest to California is the B-1 bomber
project, whose future status is still undecided.
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-Table 8

California Employment by Type
{in thousands) °

oo Level . __Percent Change
. : 1976 1977 1976 1977
Mining " ‘ 35 35 29% -
Construction 312 335 2.6 14%
Finance-insurance-real estate ............ioeeeienn. . 468 485 45 36
Transportation and ULHHES i.......cmrmrmrrsrisssssionns 461 470 02 20
Government....., 1,711 1,750 26 23
Services 1,629 LT 5.1 - 50
Trade 1,875 1,950 49 40
Manufacturing ; 1,646 1,695 38 30
Aerospace 467 470 ~15 0.6
Other Manufacturing 1,179 1,295 6.0 : 39
Total nonagricultural wage and salary workers .. 8,137 8,430 - 38% 3.6%
Other ~45_8 415 —-260 - -94
Total civilian employment ...........cnivnss e 8,093 8,845 1.7% 29%
Civilian labor force 9,510 9,660 - 14% 1.6%
Civilian unemployment.... 915 815 ~11% - ~109%
Unemployment rate 96 - 84 - -

* Department of Finance.

California’s employment/unemployment situation has been recently
affected by federal legislation involving (1) expansion in the coverage of
regular unemployment insurance, (2) the Public Works Employment Act
for state and local government, and (3) extension of CETA-related provi-
sions. Although such assistance is helpful, its job-providing potential is
minor given the state’s 800,000-plus unemployment figure.

Drought Becomes Increasingly Serious

.+ California agricultural performance in 1977 was initially expected to
have been better than 1976, a year disrupted by weather, strikes and
.commodity price declines. Unfortunately, the California drought (whose
effects are not incorporated in the Department of Finance forecast) is
anticipated to cause considerable problems for the state this year.

The third driest year in the state’s history occurred in 1976, and 1977
appears to be a continuation of the trend. State agricultural authorities
have estimated that 1976 losses of farm receipts exceeded $500 million, of
which over 90 percent represented losses to livestock producers due to
added input costs, loss in ' weight gain and premature marketing. In mid-
January of 1977, 23 drought-stricken northern California counties were
made eligible’ for $16.5 million in federal disaster relief for assistance in
feeding nearly 1 million animals. In addition, significant losses in hydroe-
_-lectric .energy production were appearing by late 1976.

No reliable estimate is yet available of the drought’s probable impact on
the 1977 California economy. However, the effect could be significant,
with California farm income seriously impacted. Actual 1977 economic
losses will depend on availability of irrigation water, the extent to which
less-water-intensive crops are relied on and possible implementation of
more efficient water distribution facilities, such as sprinkler systems. More
accurate projections will be available by May, since the Central Valley
normally receives 70 percent of its precipitation between January 1 and
April 1. Initial indications, however, are pessimistic.
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State and federal water authoritiés have suggested that 25 percent to 50
percent cutbacks in irrigated water deliveriés to agricultural users may be
required in 1977. Thus, irrigated land usérs will be ‘affected much more
than in 1976. Addltxonally, cutbacks of up to'25 percent to certain indus-
trial and municipal users are being discussed, increased water pumping is
raising production costs due to falling water tables certain water districts
having ‘debt-financed water ' distribution facilities may be finan01ally
pressed, and certain small and/or coastal communities will require resi-
dential water use rationing. Even more serious conditions will exist if the
drought carries through 1977 and into 1978.

REVENUE ANALYSIS

Strong Revenue Gains Estlmated for 1976-77

The Department of Finance currently estlmates 1976-77 General Fund
revenues at approximately $10.8 billion, representing a 14.5 percent-in-
crease over actual 1975-76 revenues of $9.4 billion. Table 9° shows the
growth of estimated current-year revenues by major source both before
and after adjusting for the revenue impact of legislation, admlmstratlve
changes and court rulings.

Tablo 9

. 1976-77 General Fund Revenues ’ S
- Growth Before Adjustments for Legislation and Court Rulmgs s

(in millions)
Actual Estimated Growth
v 1975-76 . 1976-77 Amount Percent )

Major Taxes: )

Sales and Use . $3718 ©O8,1TT $459 - ¢ lZS%}

Personal Income ... y ‘ 3,000 3,670 580 . 188
_Bank and Corporation 1,287 1571 - - 284 22.1
Other Taxes .. 909 L0 cao T 94 103y
Interest Income . . 139 ... 139 - - = me
Other Revenues ) ol .. 261 30 ‘130

Total, Before Adjustments .................. R ;- $9,374 $10,821 $1.47 .15, 4%

Net Adjustments S — 50 -28* -8 —

Total Revenues : $9424 . . $10793  $1369"

* Major adjustments include sales and use tax refunds required under two U.S. Supreme Court declsxons,
" the effect on personal income tax revenues of the extension of the low-income tax credit under
“Chaptet: 1060, Statutes of 1976, and the repeal of the principal office deduction for i insurers as a result

of the passage of Proposition 6 in the June 1976 primary election, ... .o e

The strong growth forecast for 1976-77 revenues reflects expectatlons
for substantial increases in personal income taxes and bank and corpora-
tion taxes. Income taxes in the current year are estimated to grow by $580

“ million, or nearly 19 percent. Although historical relationships of taxable
personal income to annual tax liability suggest a somewhat smaller in-
crease, actual collections of taxes withheld for the 1976 i 1ncome year mdl-

* cate this high growth rate may not be unreasonable.

" Bank and corporation taxes in 1976-77 are estimated to increase by $284
million, or approximately 22 percent. This high growth rate is consistént

‘with current projections of 1976 taxable corporate income, which’ the
latest estlmates show has’ rebounded from a relatively low level in 1975.
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Substantial Revisions to-Current-Year Estnmates

Table 10 provides a history of Department of Fmance estxmates of
1976-77 General Fund revenues. Upward revisions to the department’s
original budget estimate of $10.2 billion total nearly $600 million, exclusive
of adjustments for the effects of legislation, administrative changes and
court rulings ($—28 million). Over $400 million of this change is attributa--
ble to increased estimates for income taxes and corporation taxes.

Table 10

1976-77 General Fund Revenues
History of Department of Finance Estimates

{in millions)
: Revisions :

Original . Legislation Current

DA Estimate May January and . Estimate
Taxes: : January 1976 1976 . 1977 Adjustments January 1977

. Sales and Use ......... evieasniie - $4,1000 $38.0 $39.0 $-32 $4,1450

Personal Income 3,455.0* 120.0 95.0 -25 3,645.0
Bank and Corporation ... . - 13750 700 126.0 -4 S 1,5750

- Inheritance and Gift....... 2195 © 100 180 3075:
Cigarette 1910 05 0.7 R C1922

Insurance 2540 100 S 210 25 3100

Alcoholic Beverage ........ 1201 21 =17 o 1295

Horse Racing .....c.c.ovivnienes ; 936 32 . =19 : 889

Total Taxes : in o $98TIZ- $253.8 - $2901 - . $-28 $10,393.1

Interest Income:: i - - 1150 100 140 , ; 139.0

Other Revenues...........co...... 239 127 . 142 ' 260.8
. Total Revenues ........... $10,226.1 $276.5 . $3183 . $-28- $10,7928

‘Adjusted to exclude estimated revenue impact ($— 50 million) of an extension of the 100 percent
. low-income tax credit proposed in the 1976-T7 budget. g

Estlmated income tax reveriues s for 1976-77 were increased in May of
1976 by $120 million to reflect significantly revxsed forecasts of California
-personal income for 1976 and 1977. Revisions in January of this year further
increased this estimate by $95 million, although personal income forecasts
remained substantially unchanged. Reahzatlon of the January increase
assumes that higher-than-anticipated w1thhold1ng collections attributable
to the 1976 income year reflect a more rapid increase in the “effective”

‘tax rate (i.e., higher total income taxes as a percent of personal income)
‘than is indicated by past experience. An alternative possibility is that
higher collections merely represent a temporary shift in the relationship
of taxes withheld to final tax liabilities and may be partlally offset by higher
refunds on 1976 tax returns and lower w1thhold1ng in the first half of this
year
*As shown in ‘Table 10, current estimates of bank and corporation tax
revenues for 1976-77 dlffer from those prepared in January of 1976 by a
total of nearly $200 million, a change of about 14 percent. Because of the
extreme volatility of corporate profits, revenues from this source typically
are difficult to forecast. Based on data from a sample survey of corpora-
tions and an historical linkage to U.S. corporate profits, the original reve-
* nue estimates assumed a significant decrease in taxable corporate income
in 1975. Table 11 provides a breakdown by industry of actual corporate
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income in California for 1974 and 1975 arid estimates for 1976

Teble 11

Calendar Year Taxable Corporete lncome
{in millions)

Actual “Actual Percent Eclz‘mated " Percent

Industry 1974 1975 Change 1976 ‘Change
Agriculture 929 8219 235% 864 90%
Mining and Oil ... 1,148 “a 946 -176 1,431 “813
Construction 363 464 218 484 4.3
Manufacturing 4236 4376 33 . 499 - 138"
Trade ...oooenivnenee 2,555 2,886 13.0 3,164 96
Utilities 1,166 679 -418 998 410
Other* 2,159 2513 164 3082 226

Total $11,853 $12,143 24% $14442 18.9%

Growth in National Corporate : P : P

(1)1 SN . T =103% . 28.8%

. Includes services, financial institutions, and real estate.

Total corporate profits in 1975 are shown to have increased by 24 per-
cent—although a substantial decline was reported in that year for mining
and oil production (—17.6 percent) and utilities (—41.8 percent). This
compares to an average decrease in corporate profits natlonally of 10.3
percent in 1975. Current revenue estimates for 1976-77 are based on an
estimated increase in California corporate income of nearly 19 perceiit in
1976. This assumes a resumption of the historical relationship betweén
California profits and national corporate profits, whlch are eshmate "‘to
increase by about 29 percent in 1976.

Continued High Revenue Growth in 1911—78

‘Total state revenues (all funds) are projected to be $14.2 bllhon in. the
1977-78 budget year, up 11.5 percent from the $12.8 billion estimated for
the current year. General Fund revenues, which will represent approxi-
mately 86 percent of the total, are forecast to be $12.2 billion in 1977-78,
an increase of nearly 13 percent. Combined increases in sales, income and
corporation taxes will account for $1.28 billion, or about 92 percent, of the
total estimated General Fund revenue gain of $1.39 billion. The personal
income tax, the second largest source of General Fund revenue, is expect-
ed to show ‘the greatest increase—up an estimated 17.6 percent :
budget year. Total special fund revenues are estimated at $2.05 bill
1977-78, representing a growth of 4.1 percent over the current year, Table
12 compares Department of Finance revenue estimates by source for the
current and budget years. :

Table 12
~ ‘Projected 1977-78 State Revenue Collactlons
{in millions) : : :

General Fund . " Estimated Progjected Change :

Taxes: te : ©. 197677 1977-78 .~ - Amount - Percent
Sales and-Use - $4,145.0 $4,6100 -~ 34650 “11.2%
Personal .Income iuseisesbiivinsern o 3,048.0. - 4,285.0 e 6400 7 v 1767
Bank and Corporation ..o 15750 1,750.0 1750 . Rl
Inheritance and Gift .........occcoeruusrreseense 3075 316.0 83 28
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Insurance ........... 3100 3440 340 11.0

~Cigarette . . : g 192:2 - 1956 .34 18
Alcoholic Beverage ... 129.5 C 143 48 37
Horseracing : 889 9.8 19 _89

Total Taxes . 810,393.1 ‘$11,731.7 - $1,3386 129%
Other Sources: .. ' o ' . ' '

Health Care Deposit Fund ............... 1015 119.0 . 178 172%
Interest on Investments ............ eeruaennisons 139.0 143.0 40 29
Other 1593 187.3 280 116 6
- Total General FUnd.........oemrne. $107928 $121810 . $13882 129%
Special Funds . B .
Motor Vehicle: i , :
Fuel Taxes ... ' 804.6 8386 340 42%
License Fee' (In Lieu) .......cccoovmveecrenns 423.0 4440 21.0 50
Registration, Weight, and Mlscellane- ,

‘ous Fees ... 364.1 ' 3727 86 24
Cigarette Tax 824 838 .14 17
Sales and Use Tax ..o e 133 189 56 421

" Oil and Gas Revenues ............... secsossssssas 89 723 -4 —136
Other.... _ : 1974 2183 209 ‘106
.. Total Special Funds...... $1,9688 $2,0438 . $80.0 41%
. TotalState Funds

$127616 8142298 $1,468.2 115%

Sales and Use Taxes Reflect Income Gains
Sales and use tax collections are forecast at $4 61 billion in the budget

_year,up 11.2 percent over revenues estimated for 1976-77. This reflects an

expected growth in taxable sales of 10.8 percent and 9.6 percent, respec-
tively, in the 1977 and 1978 calendar years In “real” terms, taxable sales
are estimated to increase by 5.5 percent in 1977 and 5.1 percent in 1978.
Table 13 provides a breakdown of taxable sales by category as estimated
for these years. This table also compares the growth in total sales with that

.~ of California disposable income;. forecast at 104 percent in 1977 and 10.1

percent in 1978

Table 13

Estimated Calendar-Year Taxable Sales
{in millions)

Percent : . Percent

1977 Change . 1978 . - change
Retall stores $38,630 87% = $42325 9.6% .
Autos, other vehicles and service '
SEAHIONS vocverrrvecrssenessrseneisiien 18,225 20,490 124 22,080 78
Building materials ; 7,880 ‘ 9,000 142 . 10,075 11.9
Manufacturing, Wholesaling and ) A
miscellaneous ............convevnni. 21,850 . 24,405 11.7 - 26,950 104
Total taxable sales rerenserrinenienne 383,500 $92,525 108% 8101430 96%
“Real” growth.....eerervsies o o 55% 5.1%
Growth.in California disposable- - o . :
_income ............. ssbemnssstasiie . S 104% - o 101%

Although expected changes in- dlsposable income are a good ‘general
indication of probable changes in taxable sales, the relationship of the two
rates of growth can vary sxgmﬁcantly from year to year to the extent (1)
there is a shift in the composition of total expenditures (e.g., from nontaxa-
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ble items, such as food and services, toward taxable commodities) and/or
(2) more or less of dlsposable income is saved, and thus dlverted from
spending..

‘Estimates of sales and use tax collections for 1977-—78 include an upward
adjustment of $25 million to reflect a change in administrative procedures
which will result in higher use tax payments on transfers of automobiles
between private parties. The tax is now imposed on the actual sales price
of such vehicles, which is typically higher than the value determined

-under the depreciation schedule formerly used. This adjustment will be
partially offset by a $4 million loss of sales tax revenues due to the exemp-
tion of leases to the U.S. government, as required under a UsS. Supreme
Court decision: s

Personal Income Tax Growth Departs From Historical Pattern

State personal income taxes are forecast by the Department of Fmance
to be $4.29 billion in 1977-78, $640 million more than the 3.65 billion
estimated for the current year. This 17.6 percent growth in fiscal-year
collections assumes a 19.6 percent increase in 1977 calendar-year income
tax liabilities and a 19.1 percent increase in calendar 1978. Estimated
budget-year revenues show a lower growth rate than that forecast for
self-assessed taxes in both 1977 and 1978 because of an expected cash-flow
pattern which assumes collections attributable to the 1976 and 1977 calen-
dar years will be concentrated in the current fiscal year. Table 14 provides
a breakdown of calendar-year income taxes attributable to broad catego-
ries of income and compares the growth of total self-assessed taxes to that
of California personal income.

Table 14

'Estimated Calendar Year Self-Assessed income Tax
{in millions)
‘ Percent Percent
1976 1977 Change 1978 Change
Tax Attributable To:
Wages and Salaries ............coverennee. $2,848 21.0% $3,432 20.5%
Other Ordinary Income *. 995 162 1,147 153
Preference Inconie ........... 31 107 34 97
Total Self-Assessed Tax $3,874 19.6% $4,613 19 1%
Growth in California Personal -In- - e
come 10.1% : 9 8%

2 Includes taxes on dividends, interest, business income and capital gains.
b Certain * preference income items - (e-g., accelerated depreciation and excludable capital gams) are
taxed apart from “ordinary” income according to a separate rate schedule. . L

Personal income taxes tend to be highly responsive to changes in per-
sonal income because of the progressivity provided in the marginal tax
rate structure. Past experience indicates a 1 percent increase in personal
income will result on the average, in a 1.6 percent to 1.7 percéent increase
in total income taxes. This relahonshlp, however, can vary substantially
from year to year because of shifts in the composition of personal income
(e.g., towatd a greater proportion of nontaxable income, such as social
security and public assistance). Based on the historical relatlonshlp of
changes in income taxes to changes in total personal income in periods of
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gradual economic recovery, we would expect self-assessed tax liabilities in
1977 and 1978 to be somewhat lower than assumed for purposes of the
budget-year revenue projections. However, higher-than-anticipated col-
lections in recent years suggest that past experience—especially data from
years prior to the implementation of withholding in 1972—may have
become somewhat less reliable as a basis for projecting income tax reve-
nues. Thus, although we believe there exists some potential for lower-
than-estimated income tax revenues in the budget year, we do not consid-
er the department’s estimates to be unrealistically high.

Personal income tax revenues forecast for the budget year include the
estimated impact of Chapter 1060, Statutes of 1976 (a $23 million revenue
loss). This act, which is effective for the 1976 income year and thereafter,
extended the 100 percent low-income tax credit to married taxpayers with
adjusted gross incomes between $8,000 and $10,000 and to single taxpayer
with incomes between $5,000 and $6,000.

Bar{k and Corporation Taxes Follow Profit Forecasts

Bank and Corporation tax revenues are forecast at $1.75 billion in 1977-
78, 11.1 percent higher than the $1.58 billion estimated for the current
year. This estimate includes the effect of 1976 legislative changes which
(1) denied interest on refunds paid to corporations within 90 days of the
filing of a timely return (an additional $6 million) and (2) provided a tax
deduction for the acquisition cost of solar energy devices (a $1 million
revenue loss). The expected budget-year revenue increase reflects es-
timated gains in California corporate income of 12.2 percent and 8.9 per-
cent, respectively, in the 1977 and 1978 calendar years. For the nation as
a whole, corporate profits are forecast to increase by 13.2 percent in 1977
and by 8.7 percent in 1978.

"Other General Fund Revenues

- Combined General Fund revenues from sources other than the three
major taxes are estimated at $1.54 billion for the budget year. This repre-
sents an increase of $108 million, or 7.6 percent, over 1976-77. Budget year
revenues from these sources include a $22 million gain in gross premium
taxes paid by insurance companies due to the repeal of the principal office
deduction. Total insurance tax receipts are expected to be up by 11 per-
cent in 1977-78, with significant gains also expected in Medi-Cal aid reim-
bursements to the Health Care Deposit Fund (up 17.2 percent).

Special Fund Revenues

Total special fund revenues are estimated to be $2.05 billion in 1977-78,;
a 4.1 percent increase over the current year. Motor vehicle taxes and fees
account for $1.66 billion, or over 80 percent, of total special fund revenues.
An expected 4.2 percent gain in fuel taxes, which are imposed on a per-
_gallon basis, assumes annual sales of 990,000 new cars in the 1977 and 1978
calendar years and an average gasoline consumption for all vehicles regis-
tered in the budget year of 637 gallons (up slightly from the previous
year). Vehicle license and registration fees are estimated to be up in the
budget year by 5 percent and 2.4 percent, respectively, and assume a total
of 17.1 million vehicles will be registered in California at the end of calen-
dar 1977.
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