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LETTER OF TRANSMITTAL

925 L Street, Suite 650
Sacramento, California 95814
February 15, 1979

THE HONORABLE ALBERT S. RODDA, Acting Chairman
and Members of the Joint Legislative Budget Committee
State Capitol, Sacramento

Gentlemen:

In accordance with the provisions of Government Code, Sections 9140-
9143, and Joint Rule No. 37 of the Senate and Assembly, I submit for your
consideration an analysis of the Budget Bill of the State of California for
the fiscal year July 1, 1979, to June 30, 1980.

The purpose of this analysis is to assist the committee in performing its
duties which are 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 concern-
ing 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.”

I am grateful to the staff of the Department of Finance and to the other
agencies of state government for their generous assistance in furnishing
information necessary for this report.

Respectfully submitted,

WiLLIAM G. HAMM
Legislative Analyst
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THE BUDGET OVERVIEW
l. SUMMARY

Expenditures

The Governor has proposed a $33.7 billion spendmg plan for t e\Tr:\
of California in 1979-80. It is the largest spending plan proposed by any
Governor. Yet, it is a tight budget when considered in terms of the ex-
penditure growth that it would allow. -

The Governor’s spending plan consists of:

« $17.3 billion from the General Fund (1nclud1ng reserves for housing

and legislation);

» $2.6 billion from the various special funds;

» $0.2 billion from selected bond funds;

« $5.4 billion from nongovernmental cost funds {including various pub-
lic service enterprise, working capital and revolving, and retirement
funds); and

« $8.1 billion from the federal government.

In effect, the Governor proposes to spend about $1,470 for every man,
wornan, and child in California, or about $92 million per day. According
to the budget document, the state spending plan calls for an increase of

about 3.7 percent over estimated total expenditures in the current year -

(1978-79), or about 26 percent more than the state spent last year (1977-

- 78).

Revenues

The revenues used to finance these expenditures come from a variety
of different taxes, fees, charges, bond proceeds, and intergovernmental
transfers. The most important of these revenue sources are:

» the General Fund, which will realize $15,995.3 million in 1979-80;

» some 113 special funds, which will realize $2,572.1 million; and

o the federal government, which is expected to provide $8,122.2 million.
In 1976-80, the Department of Finance estimates that income from state -

sources—that is, General Fund and special fund revenues—will total $18;-
567 .4 million. This is an increase of 6.6 percent over estimated current year
revenues, and 16.3 percent over actual revenues received last year.

The revenue estimates contained in the budget reflect the Governor’s
proposals to reduce personal income taxes by $1.4 billion in the budget
year. These reductions will require legislation. A more detailed discussion
of the revenue estimates, and the economic and leglslahve assumptions on
which they are based, begins on page A-26 of this overview.

Charts I and II indicate the relative importance of the state’s various
revenue sources and show the primary categories in which these revenues
are spent. ¢
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CHART [
STATE BUDGET PICTURE

{Amounts in millions)

TOTAL 1979-80 FISCAL YEAR - . - TOTAL
. REVENUES - EXPENDITURES
- $18232¢  1000% OTHER (Excluding Selected Bong Funds)
INSURANCE TAX 2762 (Transfors) BUSINESS AND ~ 70% ($1.376:4) CS196659°  100.0%
26% [$480.0] \ $185674.  (Totzl Income) TRANSPORTATION . \ .
HIGHWAY USERS TAXES : ’ 5.7% (81,1297 \ :

7.3% 1$1,3356)

SALES TAX

34.9%

- - : PROPERTY
: TAX RELIEF
C36%  (S697.11

EDUCATION
K through 12

SHARED REVENUE B2% 183577

58% 15114331

6,5% 154.850.01

156.375.01 HIGHER __ |
EDUCATION

N3% 152,222.7}

~ OTHER® ™~ FISCAL RELIEF TO

FLU e sy Loc;;agox(fsﬁdnsmzms
HEALTH AND WELFARE . o LR
& ) 6.0% (3513951 (Aid to Schools $2,332.0)
MOTOR VEHICLE— BANK AND (Aid to Counties 1,596.0)
LICENSE FEES - CORPORATION TAX - o
37%  (5685.0) SRR 134%  ($2.460.0) : S ¢ (Aid to Cities 504
con ) ’ ' (Aid to Specizl Districts 2000}
® Bused on budget as submitted. Includes CGeneral Fand and special funds, ® Qther Revenues include: © Other Expenditures include:
. Inheritance ang Gift Tuxes 25% 1845241 Rescurces 20% 1£3962) :
Cigurette Tux £.5% (82814) State and Consummer Serviees 1.0% 12034

Liquor Tuxes und Fees LO0% (817533 All Other 407 (STI6.8) -
. Horserucing Fres 0.7% (1260 . .
LA _ : All Other 38% (81.080.5)
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40.6% ($6,375.0)
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CHART I
GENERAL FUND BUDGET PICTURE

[Amounts in millions}

GENERAL FUND 1979-80 FISCAL YEAR ) " GENERAL FUND
REVENUES EXPENDITURES ~
$15,711.7°  100.0% PROPERTY TAX RELIEF $17,0881° . 100.0%
INHERITANCE AND GIFT TAXES 2836 {Transfers) 4% (3697.1 \
29% {$452.4} \ $15,995.3 (Total Income) OTHER *

66% (51 13:0\"“"—-—\

HIGHER EDUCATION
- 128%  ($2,190.8)

INSURANCE TAX
3.0% {$480.0)
EDUCATION
K through 12

209%. ($3,563.31

PERSONAL INCOME TAX
- 30.8% {$4.,840.0)

SALES TAX

OTHER®
7.0% 151.1043)

LOCAL GOVERNMENTS
25.6% (543780

HEALTH AND WELFARE —" S

0% (5170 - [Aid 1o Schoals $2,332.0)
BANK AND (Aid to Counties 1596.0)
CORPORATION TAXES {Aid o Cities 0.}

15.7%  ($2,460.0) :
{Aid to Special Districts ~ 200.0)

* Hased on budget ax submilled, ® Other Hevenues include: © Other Expenditures include:
Cigarclte Tax 1.3% (51970} Resources 1.4% (8247.7}
Liguor and License Fees 1.0% (8161.3) State and Consumer Services 0.9% (5159.91
Horseracing Fees 0.7% (114.6) Bissiness and Transportation 0.3% ($48.3)

All Other 40% ($6314) All Other 40% $679.1)




. Surplus or Deficit?

The budget estimates that the General Fund will have a surplus of
$2,225.6 million at the beginning of fiscal year 1979-80 (that is, on July 1,
1979). However, during this 12-month period, the Governor’s spending
proposals (including the reserve for housing) would exceéed current reve-
nues by $1,152.5 million. This excess is called an annual deficit and it will
reduce the carryover surplus from $2.2 billion to $1,073 million by June 30,
1980.

Prediction or Plan?

It should be noted that the estimates of both expenditures and revenues
are not predictions of what ultimately will happen, although these esti-
mates reflect countless predictions about expenditure rates, tax payments,
and other factors that are in part outside of the state's control. Rather,
these estimates reflect the Governor'’s fiscal plan—that is, what he thinks
revenues and expenditures ought to be, given all of those factors that the
state cannot control. It is certain that, between now and June 30, 1980,
expenditures and revenues will be revised by the Governor, the Legisla-
ture, changing economic conditions, changes in the behavior of individu-
als and firms, and many other factors. Thus, actual revenues and
expenditures are likely to be different from the estimates contained in the
budget. :




Our Analysis ' TR

In this Analysis, we report the results of our detaﬂed examination of
each item contained in the budget Based on this examination, we recom-
mend many reductions that we think are warranted and can‘appropriately
be made—even to a generally tight budget. We also recommend augmen-
tations to the budgeted amounts where factors of legislative intent, infla-
tion or workload have not been fully recognized. We have made no
attempt to tailor these recommendatxons to achieve any specrﬁc overall
spending level : .

.. EXPENDITURES

Table 1 summarizes the principal components of state expendltures in
the prior, current, and budget years. The table displays-expenditures from
the General Fund, special funds and bond funds, and shows a 1979-80
overall expendlture total for state-funded programs of $19,834.9 million.
Adding the $8,122.2 million in expenditures from federal funds, the $5,-
458.7 million in nongovernmental cost funds and $250 million in reserves
brmgs the state spendmg plan total to $33, 665.8 mﬂhon :

Table 1
Total State Spondlng Plan
{dollars in millions)

LEstimated 1976-79 Prapased 197280

Actual Percent Pereent
1977-78 = Amount Change Amount  Change
General Fund® : $11,685.6  $16,508.5 413% $17,088.1 35%
Special funds 2,16L1 . 26628 23.2 25718 32
Budget Total ; - 13,8467 3181713 - 385 $19,665.9 28
Selected bond funds ......ossericersnonnn 156.6 4969° 1726 1690  —604
State Expenditures $14,003.3 $19,598.2 40.0 $19,834.9 1.2
Nongovernmental cost funds ...memmemmen 5,419.9 503719 70 5458.7 84
Reserves — - — 250.0 —_
Federal funds 7,239.1 7,813.4 79 81222 40
Total State SPending .mvresriassssinens $26,662.3  $324495 21.7% $33,665.8 3 —31%

& Based on amounts shown in the Governor’s Budget.
b Amounts shown for 1978-79 and 1979-80 include funds for fiseal relief for local government.
¢ This is the amount shown in the budget. It includes $20,467,000 which represents a federal reimburse-
ment inappropriately included as a bond fund expenditure in the budget. Detail on bond fund
expenditures by individual bond fund program are shown in Table 8 on page A-25.
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Although the full amount of expenditures in each category is included

"in the state’s spending plan, these amounts are by no means controlled

through the budget. Significant expenditure authorizations are controlled
directly by the Constitution or by specific statutes. Furthermore, federal
funds often are-not subject to control in the Budget Bill. Most state ex-
penditures, however, are governed by budget decisions.

. The total state spending plan includes some double-counting. For exam-
ple: (1) revolving fund expenditures may also show up as expenditures in
another budget item; (2) amounts spent from bond proceeds are counted
again when debt service is paid; and (3) federal revenue sharing funds are
counted before transfer to the General Fund and again after transfer.
Nevertheless, the state spending plan gives a reasonably good estimate of
spending under the state’s auspices.

Local Assistance vs. State Operations

Table 2 shows the distribution of state expenditures among the catego-
ries of state operations, capital outlay and local assistance. General Fund
expenditures are presented in two ways, with and without the $4,378
million proposed for local fiscal relief. As a result of the fiscal relief pro-
gram, 80 percent of General Fund expenditures is earmarked for local
assistance in one form or another. Only 18.8 percent is budgeted for state-
operated programs, of which about one-half is for support of higher educa-
tion programs, mainly for the University of California (UC) and the Cali-
fornia State University and Colleges {(CSUC). This is illustrated in Chart
IIL.

Table 2
Genora'l Fund and Special Fund Expenditures by Function®
{dollars in millions)

FEstimated 197879 Proposed 1978-80
Actual Percent Percent
1977-78 Amount  Change Amount  Change

General Fund

State operations © $2,9530 $3,106.4 3.2%  $32195 3.6%
Capital outlay 56.3 1883 2345 2005 65
Local assistance 8,676.3 8,946.1 31 9,290.1 38
(including local fiscal relief) .o, (8,676.3)  (13213.8) (523)  (13,668.1) (3.4)
Total... $11,6856  $12,2408 48% $12,710.1 38%
(including fiscal relief) .o (11,6856)  (16,5085) (41.3)  {17,088.1) (3.5)
Special Funds
State operations . $804.7 $896.4 114%  81,037.2 15.7%
Capital outlay 3510 4945 40.9 2658  —462
Local assistance 1,005.5 1,272.0 265 1,274.8 02
Total . $2,161.1 $2,662.8 B2%  $2,5718 —3.2%

* Based on amounts shown in the Governor’s Budget,



CHART Il
1979-80 GENERAL FUND BUDGET STRUCTURE

(Based on Budget as Submitted)
" (Dollars in millions)

Total Expenditu‘res

$17,088.1
100.0%

State Operations

$3,219.5
18.8%.

Local Assistance

) (Regular Prdg'ram)
Capital Outlay

($9,290.1)
$200.5 (584%)
1.2%

Local Assistance .
(Local Government
Fiscal Relief Program)
($4,378.0)
(25.6%)

Total Local Assistance

$13,668.1
80.0% .

A Tight Budget

By almost any yardstick, the budget proposed by the Governor isa tlght
one. The proposed growth in General Fund expenditures—which ‘the .

Governor puts at 5 percent—is well below the 12.5 percent that budget
increases have averaged during the past.four years. Moreover, the regular
General Fund budget is $2 b1111on below what the Department of Fmance
projected orily one year ago. :

Some budgets, such as those for the Department of Conservatmn EDY/
Bilingual-Bicultural education programs, and the Coastal Commission, are

relatively unchanged. Others, such as the budgets for the Department of

Finance, the Energy Resources, Conservation and Development Commis-
sion, and the State Public Defender have been reduced. And numerous
regulatory boards are proposed for elimination.

Another indication of the budget’s tightness is the’ unprecedented Te-

" duction of 5,141 state employee positions proposed by the Governor. The

cuts are dlstrlbuted throughout most functional categories, but are par-
ticularly severe in the Resources area, where eniployment would be re-

" duced over 10 percent. In addition, 4 reductlon of 3.6'percent is proposed
 for the Business and Transportation area, where the state’s role in regulat-

ing businesses would be s1gmﬁcant1y reduced Chart IV illustrates the
trends in state employment since 1973-74, as well as the trends for specific
functional areas.

A-T
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_ CHART IV |
State Employees (Personnel-Years)
197374 through 1979-80

State

Employees
230,000
S N
220,000 -9
210,000
200,000
190,000
1 .
00,000 Education ° e ‘ '
e @ n *
© 99,000 ’
80,000
70,000
60,000 Health and Welfare
50000 -
40,000 Business and Transportation:
30,000 - *- o o . — SR
- #7 7] State and Consumer Services,and Resources. e 9
20000 .____._’__._,__‘_——0-

I o————+ —— *_—"—.'“""".""""""

‘| 10,000 — .~ General Government ® . ‘

197374 1974-75 ©  1975-76: - 197677 197778 197879  1979-80
CoL (Estimated) (Proposed)

Fiscal Year

* Approximately 97 percent of these personne]-years involve Umvers1ty of California or Cahforrua State
‘ - University and Colleges positions. :
b The Department of Indistrial Relations, State Board of Control, Compensation Insurance Fund and the
Department of Food and Agnculture have been included in General Government for all years, even
though they were under what is now State and Consumer Services prior to the 1978-79 fiscal year.




Some Programs Will Grow in Fiscal Year 1979-80

The budget does not merely cut, but also reallocates funds toward needs
the Governor considers to have a hlgher priority. Specrfica}ly, the budget
provides for:

¢ A new $100 million housing program

o $100 million in capital outlay for new prisons; -

» Increased funding for job training, social workers tralmng, and in-

home supportive services, and
. o An increase of $110 million in fiscal relief for local government.




Potential Costs Not Funded in the Budget

The budget represents the Governor’s expenditure plan for the forth—
coming fiscal year. As an expenditure plan, however, it is incomplete and
is contingent upon actions that may not be taken. Specifically:

1. No provision is made in the budget for the cost of:

« A cost-of-living increase in state employee salanes {other than for
judges);

o Reorganizing the HeaIth and Welfare Agency, which is requn-ed to
occur on or before July 1, 1979 (This reorganization is supposed to
spinoff the Departments of Corrections and the Youth Authority.);

« Local government claims against the state approved or likely to be
approved by the Board of Control;

+ Computer acquisition for the California State University and Col-
leges, which the Department of Finance intends to propose;

+ Transportation projects to be funded with approximately $254 mil-
lion in new federal transportation aid which Caltrans will receive
during the next five years;

+ The average daily population of Youth Authority wards likely in
the budget year.

To the extent that the Governor proposed additional spending (or addi-
tional spending becomes inevitable), expenditures are almost certain to
exceed the level proposed in the budget.

2. Spending levels below what existing law requires.

Existing law in many cases calls for a level of expenditure that is higher
than what the Governor proposes in the budget. In these cases, the budget
reductions assumed by the Governor are contingent on the passage of
enabling legislation at either the state, federal or local level. According to
the Department of Finance, 65 separate provisions of law would have to
be changed at the state level alone in order to accommodate these reduc-
tions.

Examples of reductions requiring enabling legislation include the fol-
fowing:

» The budget does not include any General Fund support for the
Indo-Chinese refugee assistanice program on the assumption that
the Congress will enact legislation halting the scheduled phase-out
of federal support and re-establishing full federal funding for the
program. At stake is $29 million in local aid costs and $14 million
in county costs, just for those refugees now in California.

« In the business regulatory area, elimination of 132 positions will
require enactment of leg1slat10n to change 23 separate provisions
of law.

«» Existing statutory provisions must be changed before benefits for
AFDC and SSI/SSP recipients can be held to an increase of 6
percent (instead of the 15.2 percent they are entitled to now). At
stake is $282 million from the General Fund plus $31 million in
county costs.

¢ Finally, the budget assurnes that the Orange County Board of
Supervisors will elect to provide fire suppression on state-responsi-
bility lands in the county, so that the number of state forestry
employees can be reduced.
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Impact of Cuts Not Identified

In a number of cases, the budget proposes program cuts without identi-
fying where they would be made or what the resulting impact would be.
For instance:

» The budget provides for a reduction of nearly 800 positions at the
University of California (UC) and California State University and
Colleges (CSUC) without specifying the specific positions to be cut.

» The personnel request for the Franchise Tax Board is 109 positions less
_ than the numbers required based on historical workload-productivity
standards.

¢ The Department of Justice’s budget reﬂects a reductlon of 100 posi-
tions that have not been identified.

How Much Will the Budget Really Grow?

The budget as submitted is usually the low point in the cycle of state
expenditure projections. Subsequent to transmittal of the Governor’s
Budget, numerous factors cause individual expenditure estimates to rise
or fall. On balance, however, the budget usually grows because:

« Additional spending is proposed by the administration;

+ The Legislature adds more to than it subtracts from the budget;

+ Other bills are enacted which add to state costs, and

« Expenditures are increased as a result of Emergency Fund authoriza-

tions by the administration using Sections 28 and 28.5 and California
Government Code Sections 16352 and 16409.

Nevertheless, it is possible to draw some conclusions about the proposed
level of expenditures for 1979-80 compared with the estimated level of
expenditures in 1978-79. A meaningful comparison, however, requires
that three adjusbinents be made in the expenditure estimates for these two
years, -

1. The cost of providing cost-of-living increases to state employees and
faculty members in 1979-80 must be recognized. The budget document
acknowledges the need to provide cost-of-living adjustments to state em-
ployees but does not include funding for such an inerease. Thus, to com-
pare expenditures in the current and budget years, some allowance must
be made for the cost of that increase in 1979-80.

2. The homeowners’ property tax relief program must be treated the
same way i both years. The California Constitution exempts homeown-
ers from paying property taxes on the first $7,000 of market value on their
principal residence. The budget proposes to replace the homeowners’
exemption with an $87 income tax credit or rebate in 1979-80. Under this
proposal, about two-thirds of the cost of the tax relief program ($262
million) would be converted from an expenditure to a revenue loss. The
-remaining cost ($132 million, which is attributable to the direct rebate)
would still be treated as an expenditure.. Thus, the total cost of the home-
owner tax relief program is counted as an expenditure in the current year,
but only one-third of the cost will be so counted in the budget year,
thereby distorting inter-year comparisons of General Fund expenditures
(and revenues). To permit a meaningful comparison, either current-year




expenditures should be reduced, or ‘allowance for the cost of thlS rehef
should be made-in 1979-80 expenditures. = -

:3. -The 1978-79 estimates -of special fund and bond fund expeﬂdzture.s'
must be made more realistic. Estimates of special fund and bond fund
expenditures in 1978-79 are almost certain to be too high. Mid-year esti-
mates of expenditures from these funds have been greatly overestimated
during the last four years. In fact, actual bond fund expenditures have .
turned out to be about half of the midyear estimates, on the average.
During this same period, special fund expenditures have been about 10
percent lower than midyear estimates.

If an amount equal to a 6 percent cost- of living increase (a figure men-

tioned by the Administration} is added to 1979-80 expenditures, and an

adjustment is made to treat homeowners’ tax relief in the budget year on
the same basis as in 1978-79, total state budget expenditures in 1979-80
would be increased from the $20.1 billion amount (including $250 million
in reserves) shown in the budget to over $20.5 billion, The General Fund
portion of these expenditures would be 7.5 percent hlgher than the prior
year instead of only 5.0 percent hlgher as reflected in the budget The
effect of these adjustments is shown in Table 3.

. Table 3 .
- Comparison of State Expenditure Estimates
and Resulting Growth Percentages in 1979-80
{amounts in billions}

Legisfative’

Analyst’s )

Departient of Finance Adfustments = -

- With Fiscal : S

Budget  Percent Relfefand  Porcent Percent
Totals Change  Reserves  Change Total - Change ..
31271 3.8% $17.34 50% $11.7 T5%

2.58 -32 2.58 ~32 2.61 —19

- 1529 26% $19.92 39%  $2036° 62%

0.17 —60.4 0.17 —60.4 0.17 -604

§15.46 08%  $20.08 25%  $20.53 L 48%

If a further adjustment is made in order to make the current year
estimates of bond and special fund expenditures more realistic, the growth
in total 1979-80 expenditures also becomes about 7.5 percent.

Finally, if recent experience is any guide, legislative augmentations to
the state’s spending program are likely to exceed the $150 million allow-
ance suggested by the Governor. Between 1973-74 and 1977-78, legislative -
augmentations ranged from 2.9 percent to 6.4 percent of regular General
Fund expenditures. Ignoring fiscal relief, these percentages translate into
increased expenditure of $370 million to $800 million in 1979-80 {(versus
the $150 million reserved for the Legislature’s use by the Governor}).

SUMMARY OF MAJOR PROGRAM CHANGES

The State Budget has become increasingly dominated by programs in
the areas of health, welfare and education. Chart V illustrates the growth
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in General Fund expendltures and the extent to which the General Fund
has supporied programs in these categories since 1973-74. -+

Not surprisingly, major program irncreases from the current year to the
budget year also occur in the health, welfare and education categories. As
Table 4.shows, two programs alone—Medi-Cal and K-12 Education—are
responsible for 76 percent of the growth in General Fund expenditures
(reguiar budget).

Table 3

Genera] Fund Program Chsnges .
1978-79 to 1979-80
{doltars in milfions)

Fstimated Froposed Change
. . 1978-79 1979-80 Amount FPercent
Health and Welfare:

Medi-Cal _ - $L6045 $1,7860 $1815 113%
SS1/SSP grants . 7348 T06.2 —28.6 -39
AFDC grants 6124 6520 496 8.1
Mental Health 404.7 438.1 334 83
Developmental Disabilities ........coce.. 363.7 380.5 . 148" 40
Corrections : 957.9 2683 S04 7 40
Special Social Service programs........... 132.1 177.1 450 3.1

" Qther, Health and Welfare 550.4 553.1 2.7 0.5

Subtotal, Health and Welfare.............. (54,662.5) ($4,971.3) ($308.8) (6.6%)
Education:
K-12 . $3,4004 © $3,563.2 162.8 48%
University of California ......c.ocsiemnnn, 767.0 797.1 30.1 39
CcsuC 6919 7143 22.4 32
Community CollBEES ..ouuunrvverrricsmommnsmnens . 9573 " 5924 359 6.3
Other, Education ... miecesrminin - 849 870 21 25
Subtotal, EQUeation ... (85,501 5) (85,754.1) ($252.6) (4.6%)
Property Tax Relief.......... $803.9 $697.1 $-—10638 —13.3%
Employee Compensation 331 17 —314 —049
Capital outlay ......... 1883 200.5 122 6.5
All other 1,065.7 1,085.4 19.7 18
Tatal, Regular Budget ...coevnccncnens $12,255.0* $12,710.1 $455.1 37%
Local Government Fiscal Relief ............... 4,267.7 43780 1103 26
Total $16,502.7" $17,088.1 85654 34%"

®This amount is $14.2 million greater than the total shown in the Governor’s Budget, as smal] adjustments
were made to “AFDC grants” and “Other, Health and Welfure.”
®The Governor's Budget shows an increase of 3.5 percent. The difference is due to the higher 1978-79
General Fund expenditure total used in this table (see footnate a).
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CHART V

#illions General Fund Expenditures
o
Dollars By Major Program Categories, 1973-74 through 1979-80
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2 The expenditure total for 1979-80 homeowner tax relief conforms to the amount proposed in the budget.
® Fiscal relief for local governments is distributed in the categories as follows:

1978-79 197950
Health and Wellare  $1,057.3 Million $1,097.6 Million
K-12 Education 20724 2,072.0
Higher Education 260.0 260.0
Property Tax Relief 878.0 948.4

Totals $4,261.7 Millions £4,378.0 Millions




In the sections that follow, we have noted the most significant expendi-
ture changes for each of the programslisted in Table 4. Detailed informa-
tion on every state program is contained in the body of the Analysis.

Local Government Fiscal Relief

Estimated Proposed Change
1978-79 1978-80 Amount Percent
General Fund (millions) ........eeeesemsersionse $4,267.7 $4,3780 31103 26%

The passage of Proposition 13 on June 6, 1978, resulted in almost a $7
billion reduction in local property tax revenues. The state responded by
providing local governments almost $4.3 billion in grants in 1978-79. This
aid, as implemented through Chapter 292 {SB 154) and Chapter 332 (SB
2212), Statutes of 1978, was provided in the form of block grants to schools,
cities, counties and spemal districts, as well as in the form of state “buy-
outs” of local health and welfare program costs.

The Governor’s Budget for 1979-80 proposes once again to provide fiscal
relief to local governments using essentially the same approach as that
used during the current year. As Table 5 shows, total fiscal relief proposed
for the budget year is $4,378 million, which is $110.3 million or 2.6 percent
more than the amount provided in 1978-79, Major increases in county
Medi-Cal costs ($66 million) and greater assistance to special districts ($38
million) account for most of the change.
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Table §

Local Government Fiscal Relief
1978-79 and 1979-80
{dollars in millions)

Estimated Proposed __ Change
1978-79 1979-80 Amount Percent
Education:
K-12 ' $2,0724 $2,072.0 —$04 -
Community COlleges ... emmsmeeemss 260.0 260.0 — 0.0%
Subtotals, EQucation ........smersisie ($2,3324)  ($2,332.0) ($—-04) . - (—)°
CounHes: : ‘ . .
Block grants . $436.0 $498.4 $62.4 14.3%
Medi-Cal share 4180 © 4840 66.0 15.8
AFDC share 2570 256.2 —0.8 —03
SSI/SSP share 168.0 2004 324 193
Boarde Homes end Institutiors (BHI) ] ,
share 920 424 —496 —539
AFDC administration share 88.0 93.1 51 58
Food stamp administration... 210 215 0.5 24
Mental health 133 - —13.3 =
Subtotals, COUNHES wuvwmreroreersscircn ($1,4933)°  (815960)°  ($1027) .  (69%)
Cities — : $250.0 $250.0 - 0.0%
Special districts T 1620 2000 $38.0 2.5
Loans 300° — —300 -
Totals $4.2677 $4,378.0 $110.3 26% .

* Less than .05 percent.

b The Governor's Budget proposes an increase in the counties’ share of this program from 5 percent in
1978-79 to 50 percent in 1978-80. Part of the proposed increase in county block grants is intended
to pay for the higher county BHI costs.

©This is the total which appears in the Governor’s Budget. However, December 1978 estimates of the
component county costs by the Department of Social Services are slightly different from most of the
figures shown above, Under these new estimates, total assistance to counties totals $1,515,1 million.

The 1979-80 estimate of county AFDC costs has been revised to $271.8 million, This increases the county
total to $1,611.6 million.

. These are three-year loans to local agencies with nonvoter-approved debt (e.g., redevelopment agen-
cies}. SB 154 also provided for $870 million in loans to local governments. All of these loans, however,
are to be repaid by the end of fiscal year 1978-79.

Moedi-Cal
Estimated Proposed Change
1978-79 1979-80 Amount .
(millions) (millions) (millions) Percent
General Fund (includes price and provider
rate increases) $1,604.5 $1,786.0 $1815 11.3%

The state’s share of costs under the California Medical Assistance pro-
gram, commonly referred to as Medi-Cal, is estimated at $1,786.0 million
in 1979-80, which is a $181.5 million or 11.3 percent increase over the
current year. The total cost of the program, including the federal govern-




ment’s share, is estimated at $4.1 billion, an increase of $441.3 million or
12.1 percent over 1978-79. This rise is primarily due to the higher cost of
health care services. Inpatient hospital care, the single largest Medi-Cal
component, is slated to increase 14.4 percent in 197980, and other medical
care provlders are scheduled to receive an average increase. for cost of
living of six percent.

A slightly expanded caseload w111 also contribute to the Medi- Cal ex-
penditure rise. While the overall monthly caseload total is expected to
increase only 0.5 percent, some of that increase will come in the medically
indigent category. The health costs of most recipients in this category are
fully funded by the state.

Avqrage Monthly Medi-Cal Caseload
Estimated Estimated Change

1978-79 1979-80 Number :Percent
Public assistance 2,152,800 2,145,200 ~7,600 -04%
Medically needy 343,200 360,400 17200 5.0
Medically indigent .o . 419,300 425,600 6,300 - 15

Total . : 2,915,300 2,931,200 15,900 0.5%

Department of Social Services
Estimated Proposed 2. Change

1978-79 197980 -~ Amount - : :
) ‘ (millions) (millions) (milfions) -~ Percent
SSI/SSP grants ' $734.8 C 87062 - $-286 - =39%
AFDC grants 6124" 662.0 49.6 ‘81 .-
Special social service programs ... 132.1 S 1T 450 - Ml
County administration .........civ. we - THA® 79.0 16 106
All other {including support) 490 60.7 1T 239
Total $1,599.7. $1,685.0 " 4853 53% -

® These amounts are slightly higher than those shown in the Governor's Budget, The 'budget has inappro-
priately applied cost savings in the counties' share of these two elements to the state's share,

Total 1979-80 General Fund expenditures for the Department of Social
Services are proposed at $1,685.0 million, an $85.3 million or, 5.3 percent
increase. Cash payments under SSI/SSP and AFDC, the state’s major
welfare programs, are estimated at $706.2 million and $662 0 m11110n Te-
spectively.

Expenditures under the SSI/SSP program are expected to declme by
$28.6 million in 1979-80. The budget also anticipates a decline in the state

share of SSI/SSP costs due to a greater-than-expected growth in assessed

property values following the passage. of Proposition 13. Because local
government expenditures under the program are based on the growth in
their assessed property value, their share will increase. Reduced state
expenditures will occur despite a 6 percent cost- of-living increase and a
caseload growth of 12,000.
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Expenditures for AFDC are expected. to rise by almost $50 million,
reflecting a caseload rise of alrnost 22,000 and a 6 percent cost-of-living
adJustment

- Finally, Special Soc1al Services prograrns have been alloted a $45.0 mil-
lion or 34.1 percent increase in budget year General Fund expenditures.:
This augmentation includes: (1) an increase of $41.1 million for the cost
of caseload growth, cost-of-living adjustments and proposed regulations
for the In-Home Supportive Services program; (2) an increase of $5 mil-
lion for the Other County Social Services prograrn for expanded servwes '
and (3) minor offset costs and-savings. -

Department of Mental Health

Estimated  Proposed Change
1978-79 197880  Amount  Percent

General Fund (in millions) ... ' . $4047 $438.1 $334 8.3%

Total General Fund expenditures in 1979-80 for the Department of.
Mental Health are proposed at $438.1 million, which is an 8.3 percent
increase over current year expenditures of $404.7 million. Virtually all of
the increase is in state assistance to local mental health programs: (1) $13.7
million to fund a 6 percent cost of living adjustment for community mental
health programs, (2) $12.6 million to continue those programs started with
1978-79 monies provided by Chapter 332, Statutes of 1978, and (3) $3.0
million for local residential treatment programs begun under Chapter
1233, Statutes of 1978, :

State programs for the mentally ill are estimated to increase only 3.9
percent, as increases in operating costs will be offset by a decline in
patients and a corresponding reduction in personnel services. The cost to
the General Fund of care for the mentally disabled in state hospitals is
estimated at $152.4 million, or $30,000 per patient per year.

Department of Developmental Ser\nces

Efbmated Propased § Change
’ . 1978-79 1978-87 Amouat Percent
General Fund (ml]lmns) .......... o $365.7 . $3805 $14.8 4, 0%

The Governor s Budget proposes a 1979-80 General Fund expendlture
of $380.5 million for the Department of Developmental Services, an in-
crease of $14.8 million or 4.0 percent. The most significant change ala2
percent growth in the caseload of the Regional Centers, accounts for $6.3
million of the increase. In state hospital programs for the developmentally
disabled, however, caseloads are expected to decrease by 374 patients,
allowing the department to reduce its hospital staff by 571 positions. The
cost to the General Fund of care for the developmentally disabled in state
hospitals is estimated at $233.4 million, or $26,000 per patient per year.
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Department of Corrections

Fstimated  Proposed Change
I978-79 197850  Amount  Percent

General Fund {milHons) .......vumesomesissssssiieneemsrees $257.9 $268.3 $10.4 40%

The Governor’s Budget proposes a General Fund expenditure increase
in the budget year of $10.4 million or 4.0 percent for the Department of
Corrections. Over $2.9 million of the growth in expenditures is needed to
provide and staff living quarters for the expected increase in the inmate
population. The average number of persons in the state’s prisons is an-
ticipated to rise from 21,425 in the current year to 22,980 in 1979-80, a 7.3
percent increase. The budget also provides $2.6 million to increase the
number of special housing units, which have been requested in order to
help control prison violence. The incarceration costs to the General Fund
per prisoner per year is estirnated at $11,675.

" Extimated . Proposed Chang
1978-79 1979-80 Amount

K-12 Education

General Fund “(miflions)  (millions) - (millions) Percent
Regular Support: : :
Block grants $2,1143 $2,214.7 $100.4 47%
All other ,, 12861 1,348.5 62.4 49
Subtotal, Regular Support.....con.: raressnsssssarsss $3,400.4 $3,563.2- $162.8 48%
Proposition 13 fiscal relief, 20724 20724 —_ MO_Q

Total, General Fund.. $5.472.8 $5,635.5 162.8 3.0%

The Governor’s Budget proposes a $162.8 million or 3.0 percent increase
in total K-12 Education General Fund expenditures. All of the increase is
in the regular support budget; local fiscal assistance would be at the cur-
rent year level of $2,072.4 million. The largest dollar increases are
proposed for the block grant program and the Master Plan for Special
Education. ,

Although General Fund support of K-12 Education is proposed to in-
crease 3.0 percent in 1979-80, total K-12 expenditures—on a per student
basis—are expected to rise 6.2 percent. As the following table shows, this
is due to: (1} a continued decline in average daily attendance and (2) a
8.4 percent rise in per student expenditures from non-General Fund
sources {primarily local property tax revenues).

Average Daily Attendance (ADA) and
Per Student Expenditures

Estimated 1978-79 LEstimated 1979-80

Actual Percent - Percent

ADA : 1977-78 Toial Change . Total Change
Elementary ... 9,960,734 2,817,000 —49% 2,773,600 ~1.6%
High School...... . 1,449,983 1,380,600 —48 1,354,700 -19
High School, Adults ...voeeienrierien 241,769 131,700 —455 133,400 1.3

LI E— 4,652,486 4,329,300 —69% 4,261,700 -1.6%
Per Student Expenditures .
Ceneral Fund * $685 $1,264 9.1% $1,392 46
All other sources 1,374 046 —31.1 1,025 84

Total ..... $2,039 $2.210 84% $2,347 62%

* Includes local government fiscal relief to schools.
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Postsecondary Education

Estimated  Proposed  ___ Change
197879 1979-80  Amount
(millions)  (millions) (millions) Percent

University of California $767.0 $797.1 %301 39%
California State University and Colleges ... 6919 T14.3 22.4 32
California Community Colleges:
Regular program 557.2 5924 352 6.3
Proposition 13 fiscal relief 260.0 260.0 — =
Total, Comrmunity Colleges $817.2 $852.4 $35.2 43%
Total, Postsécondary Education $2,976.1 $2,363.8 $87.7 39%

The Governor’s Budget proposes General Fund expenditures for the
University of California of $797.1 million, an increase of $30.1 million or 3.9
percent. Most of the spending growth is due to merit increases ($12.4
million) and price increases ($11.2 million). Major program changes in-
clude: (1) $4.0 million for replacement of instructional equipment, (2)
$1.9 million increase in the Student Affirmative Action Program, and (3)
$1.5 million in library improvements.

The Governor’s Budget proposes a $22.4 million increase in the Califor-
nia State University and Colleges (CSUC) budget, a 3.2 percent increase
over 1978-79. Major augmentations include:. (1) $10.1 million for addition-
al retirement benefits, as required by Chapter 1180, Statutes of 1978 {AB
2582), (2) merit increases and salary adjustments of $6.2 million, (3) a $6.0
million revision in salary savings requirements, and (4) price increases of
$6.0 million. These additions will be partially offset by an unidentified
reduction equal to 1 percent of the 1978-79 budget, or $6.9 million.

Total 1979-80 General Fund expenditures for California Community
Colleges are proposed at $852.4 million, a $35.2 million or 4.3 percent
increase over the current year. A 6 percent cost-of-living adjustment is
proposed for the community college apportionments program, while fiscal
relief would be continued at the 1978-79 level of $260 million.

Enroliment
[Full-time Equivalents)

Bstimated 1978-79 FEstimated 1970-%0
Actual Percent : Percent
1977-78 Amount - Change  Amount  Change

University of California:
General campuses ..., — 106,543 107,509 13% 107,136 —-0.7%
Health SCiences .........ceessscarereens 11,397 12,040 _56 12,405 _ 30
Total . 117940 119,949 17% 11954 —03%
California State University and Col- '
leges 234,074 299,058 —-18% 230,510 02%
California Community Colleges {ex-

pressed in ADA) ...eenceccrmssseasns " 718,303 678,200 —56% 678,200 0.0%
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Enrollments in all three segments are projected at about the same levels
as in 1978-79. However, whereas UC and CSUC enrollments changed only
slightly between 1977-78 and 1978-79, average daily attendance (ADA)} at
community colleges fell over 40,000, or 5.6 percent. This was mainly due
to the revenue reductions caused by Propos1t10n 13 which necessxtated
program cuts.

Tax Relief o .
- Bstimated ~ Proposed - Change
1978-79 197980 Amount
: o (millions)  (millions)  (millions) Percent
Senior citizens’ property tax assistance ........... $70.0 $3%0 - §-310 —44.3%
Senior citizens’ property tax deferral .... 100 120 20 20.0
Senior citizens’ renters tax relief ....... 85 - L0 95.5 1,7364
Personal property tax relief............ e 2165 2446 281 13.0
Homeowners' property tax relief ..o 10 1320 -2150 - . —620:.
Open space 150 16.0 1.0 67
Subventions for tax 10sSes.. . smsersennn, 49 45 - —04 . —82
Renters’ tax relief - 135.0 148.0 130 ~ 96
Totals et $8039 86971  §—1068 -13.3%

In 1977-78 the state provided almost $1.5 billion in tax relief to home-
owners, renters, and businesses. With the imposition of Proposition 13’s 1
percent limit on property tax rates, state subventions for these eight pro-
grams in the current year were almost halved. For 1979-80 the Governor
has proposed a General Fund expenditure of $697 million, which is $107
million, or 13.3 percent, less than expenditures in the current year. As was
mentioned above; however, the decrease results from the Governor’s
proposal to change the homeowners’ exemption to an income tax credit. -
As a result, approximately $262 million would be converted from an ex-
penditure to a revenue loss. On an equivalent basis, the total cost of the
homeowners’ credit and rebate in 1979-80 would be approximately $374
million, a $27 million or 7.8 percent increase over the current year cost of
the homeowners exemptlon

The major program increase in the tax relief category is in the senior
citizens” renters program. Chapter 569, Statutes of 1978 (AB 3802), both
increased benefit levels and expanded the program to include the dis-
abled, changes which will add $95.5 million to expenditures in the budget
year.

Employee Compensation :

- ‘ . i Change, 1978-79 to
Actual  Estimated Proposed 1979-80 :
1977-78 197879 1979-80  Amount

(millions) (millions) (millions) (millions) = Percent

General Fund ‘ $1588 . $332 817 —$315 949
Special funds 312 .43 C - —-43 ] —
Nongovernmental cost funds ......ceeeeeer 460 55 - =535 —_

Total, All Funds v..uicomiis $235.9 $430 - SLT | -$413 . -960

In 1977-78 most state employees received a 7.5 percent cost-of-living
increase. When combined with the costs of other fringe benefit increases,
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the total augmentation for employee compensation in that year was $235.9
million. The current year budget, however, includes no cost-of-living ad-
justment for most state employees. The increase in compensation of §42.9
million shown for 1978-79 represents the cost of increased health benefits
(828.4 nillion), judicial salary increases ($2.6 million), legislative salary
increases ($0.1 million) and special adjustments by the state.

" The budget assumes that in 1979-80, employee compensation matters
will be negotiated pursuant to the employee bargaining provisions of
Chapter 1159, Statutes of 1977. The Governor has decided not to anticipate
what these negotiations will produce in the way of compensation adjust-
ments. Conseqguently, his budget does not include an appropriation for
employee compensation increases other than $1.7 million for a statutorily
mandated increase in judicial salaries. However, the Governor has indicat-
ed that he supports a cost-of-living adjustment for state employees.

In terms of the potential budget impact of a final negotiated agreement,
each 1 percent salary increase granted will cost the state approximately
$39.4 million: $25.6 million from the General Fund, $5.8 million from
special funds and $8.0 million in nongovernmental cost fund expenditures.

Capital Qutlay
Fytimated  Proposed Change

1978-79 197980 Amonnt
(millions)  (milfions)  (millions) . Percent

General Fund $1883  §2005 $122 65%
Special funds........ ; 4945 265.8 —2987  —462
Totals $682.8 $466.3 —$2165 -3L7%
Major Capital Outlay Programs: 1979-80
{millions)

Ceneral Fund . Special Funds .
Department of Corrections ... $1032 Department of Transportation...... e $1T16
Depariment of Developmental Serv-

ices 438 Department of Water Resources............ 25.0
Department of General Services ......... 376 Higher Education w...eanimnecicionn. 314
All Other SR T VLI L. T SN 318

. Total $200.5 Total oo $265.8

General Fund capital outlay expenditures of $200.5 million are proposed
for 1979-80, a $12.2 million or 6.5 percent increase. One-half of the total
is designated for new prison facilities, while $43.8 million and $37.6 million
are proposed for state hospital projects and state office buildings, respec-
tively. Two-thirds of special fund capital outlay expenditures are for the
- Highway Transportation program,

The expected 31.7 percent decline in total capital outlay expenditures
between 1978-79 and 1979-80 is unlikely to occur. As noted above, the
midyear estimates of capital outlay expenditures historically have been
highly inflated because the budget assumes that projects will proceed at
a faster rate than reahstlc scheduling of projects would allow.
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GENERAL OBLIGATION BONDS

Bond Categories

‘General obligation bonds are those debt instruments whxch are backed
with the full faith and credit of the state. California’s general obligation
bonds are grouped into three categories, depending on the extent to
which debt service is assumed by the state:
(1) General Fund Bonds. The debt service on these bonds is fully paid
by the General Fund. R

(2) Partially Self-Liquidating Bonds. The only program falling into
this category is school building aid. Prior to the current year, debt
service on these bonds was paid in part by the state and in part—
‘depending on local assessed valuations—by local school distriets.
Assessed valuations have now reached such a level that the state is
relieved of any debt service payments.

(3) Self-Liquidating Bonds. Redemption and interest costs are paid

" entirely from project revenues, However, should such revenues

ever fail to cover the required debt service, the state would have
to make up the difference.

Agencies of the state also issue revenue bonds. These are not, however,
general obligation issues, as only the revenue generated from the financed
praject is pledged as security. This type of debt instrument has been used
by the state to finance the construction of bridges, fair facilities, dormito-
ries and parking lots. Revenue bend totals have not been included in this
summary.

Table 6 provides detail on the three categories of general obligation

Table 6

General Obligétion Bonds of the State of California
As of December 31, 1978

B Authorized Unsold Redemptions - Outstanding
General Fund Bonds; - .
State construction... $1,050,000,000 - £531,300,000 $518,700,000
Higher education construction . 230,000,000 - 91,390000 138,610,000
Junior college construction... 65,000,000 - 24300000 . - 40,700,000
Health science facilities construction........ 155,900,000 - IL750000 . 144,150,000
Community college construction .......... 160,000,000 — 27,250,000 132,750,000
Beach, park, recreational and historical
facilities 400,000,000 $85,000,000 78,600,000 236,400,000
Recreation and fish and wildlife .............. 60,000,000 - 14500000 ° 45500,000
Clean water 875,000,000 510,000,000 54,500,000 310,500,000
Safe drinking water ... 175,000,000 145,000,000 T * 80,000,000
State, urban, and coastal parks 280,000,000 195,000,000 1,500,000 83,500,000
Subtotal {$3,450,900,000)  (§935,000,000) {$835,000,000) - ($1,680,810,000)
Partially Self-Liquidating Bonds: . o
School building &id ..evusnsissamsismnes $2,140,000,000 $65,000,000 $931,405,000 $1,143,595,000
Self-Liguidating Bonds: .
Water resources development.......ounnn < 1,750,000,000 180,000,000 39,100,000 1,530,900,000
Harbor bonds 89,303,000 . — $4,474,000 34,824,000
Veterans’ farm and home building..........  3,250,000,000 750,000,000 1,071,175,000 1,4285,825,000
Subtotal ($5,089,303,W) (3930,(]1),&1)) ($l,164,749,m) “2,994.554,(”3)
Total, All General Obligation Bonds .......  $10,630,203,000  $1,930000,000 293124000  $5818,958,000
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deWAsloahecember 31, 1978, the state had over $1.9 billion in unsold
; zase of $334.1 mllhon or 20.9 percent from the total on -
977. During the 1978 calendar year, $540.9 million in bonds
s two new issues totaling $875 million were passed by a
s vote of each house of the Legislature and approved by the
5 in the general elections.

Amount
Legrclation Election . (in millions)
" iLawof 1978 Chapter 1160, Tune 1978 $375
s Statutes of
1977 (AB 369)
Veterans Bond Act of 1978 ...cmrvecrnsvisnnenes Chapter 215, November 1478 4500
- Statutes of o
1978 (AB 340)

Of the authorized bonds already sold ($8.75 bllhon) $2.9 billion have
been retired and $5.8 bﬂhon are still outstanding,

Bond Program Sales

Table 7 shows general obligation bond sales on a fiscal year basis for the
past, current and budget years. For 1978-79 and 1979-80, two programs.
alone—clean water and veterans—will account for almost three-fourths of
new general obligation bond indebtedness.

Table 7

General Obligation Bond Sales
1977-78 through 197980
{in miilions)

Actual Estimated  Proposed
197778 1978-78 1972-50

Health science facilities construction $60.9 - —

Beach, park, recreational and historical facilities .....veeeeuurnee-- 950 $65 $45
Clean water 50.0 130 100
Safe drinking water - — 30
State, urban, and coastal parks 85.0 50 ©9)
Subtotal, General Fund Bonds (52209 ($245) ($285)
School building aid 500 65 -
Water resources development” 10.0 - 10
Veterans’ farm and home building ® 150.0 350 - 315
Total $430.9 $660 $650

* Debt service presently paid entirely by school districts,
5 Debt service paid from program or project revenues.

Selected Bond Fund Expenditures

Even after General Fund bonds are sold, the Legislature must still
appropriate the proceeds from an issue for specific projects. These appro-
priations, referred to as selected bond fund expenditures, are identified in
Schedule 3 of the Governor’s Budget. Table 8 groups them accordmg to
the source of fundmg \




Table 8

Setected Bond Fund Expendltures ‘
; 1977-78 through 1979-80

"Actual Estimated Proposed

) ‘ 1977-78 978-79¢ 197950
State construction .. - $682,800 $56,800 -
Higher education construction . - 11,880,166 —
Junior college construction 765,406 29,584 —_
Health science facilities constructon .. 22,151,043 21,332,906 $5,053,000
Community college construction: 3,474,990 1,335,700 —_
Beach, park, recreational and historical facilities ...... 37,109,071 , 81,748,015 3,397,609
Recreation and fish and wildlife .......c..vummeierimnsssees 1,473,916 7,330,572 36,372
Clean water 45,760,907 85,227,633 94,562,028

Safe drinking water 1,075,420 40292400 . 36,358,800

State, urban, and coastal parks 39,880,432 152,683,801 926,040,381
Coastal conservancy 177,018 4,482,300 3,538,110
Totals . . §136551,000  $406,399.886°  $168,986,300

* This figure is less than the amount shown in Schedule 3 of the Governor’s Budget by $20,467,000. This -

amount represents a federal reimbursement to the State, Urban, and Coastal Park Fund which was
inappropriately included as a bond fund expenditure by the Department of Finance in the 1978-79
fiscal year.

It appears from Table 8 that bond fund expenditures will rise dramati-
cally in 1978-79 (a 160 percent increase over 1977-78) and then drop
precipitously in 1979-80 (a 58 percent decrease from 1978-79). By histori-
cal standards neither is likely to occur. Instead, it is almost certain that the
midyear estimate for 1978—79 hke previous rmdyear estimates, is greatly
overstated.

Each of the last four mldyear estimates of bond fund expenditures have
turned out to be too high. On the average, actual expenditures recorded
one year later have been about half of the midyear estimate. For example,
the 1976-77 and 1977-78 midyear expenditure estimates were $405 million
and $436 million, respectively, while actual expenditures in those years
were $123 million and $157 million, respectively.

The failure of the budget to give a realistic picture of bond expenditures
makes inter-year bond program comparisons invalid, and in turn distorts
total expenditure comparisons. The distortion occurs because, at any one
time, the state has a large backlog of projects—especially in the parks and
recreation bond programs. More realistic scheduling of new projects and
those already authorized would result in more accurate midyear estimates
and, consequently, improved inter-year comparisons,

General Fund Degbt Service
Table 9

General Fund Debt Service
1977-78 through 1981-82°

Percent Change Anticipated®
. from . Future Sales
Fiscal Year Debt Service* Previous Year . {millions)
1977=T8 e 8166037824 . 89% o -
187,890,691 132 ' $145 (last half of
. . fiscal year)
210,385,746 120 ' 265
298,703,075 87 125
235,656,091 3.0 125

e All figures are estimates except for 1977-78.
b An average interest rate of 5.5 percent is assumed on future sales.
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Table 9 projects the amount of debt service to be paid on bonds fully
supported by the General Fund through 1981-82. Debt service for the
budget year will increase $22.5 million or 12.0 percent over the current
year. All of the debt service estimates in Table 9 are based, of course, on
specific estimates of anticipated future bond sales. If additional sales occur,
{he amounts needed to retire General Fund debt will increase accordmg-

Y

"Il REVENUES
Summary
The Governor’s Budget estimates that General Fund revenues in the
current year (1978-79) will total $15 billion, 9.5 percent ($1.3 billion) more

than was collected in 1977-78. For the budget year (1979-80), General
Fund revenues are projected to reach $17.4 billion under existing law, or

'15.8 percent ($2.4 billion} more than estimated revenues in the current

year. The Governor’s Budget, however, also proposes $1.4 billion in tax
reductions {including the conversion of $262 million in homeowners’ tax
relief from an expenditure to a tax credit). If approved, these reductions
would lower the growth in General Fund revenues during 1979—80 to 6.6
percent.

Table 10 summarizes current year and budget year General Fund reve-
nue projections, and shows the effects of the Governor’s tax proposal and
major 1978 income tax legislation on these revenue levels and yearly

.growth rates.

‘Table 10

Summary of 1978-79 and 1979-80
General Fund Revenue Growth Projections
{billions of dollars) °

1977-78 Actual - 1978-79 Fstimated ~_1979-80 Projected
Percent . Pereent Percent

Amount Change  Amount  Change  Amount  Change

Revenues Under Laws in Ef- : ‘ .

fect in Jangary 1978 ... $13.7 20.3% $16.0 16.7% $18.0 12.3%
Revenues Under Laws in Ef-

fect in January 1979°... $137 = 203% $15.0 95% $174 15.8%
Revenues Under Current :

Law as Adjusted by the )

Governor’s Tax Propos- - .

F1 RN $13.7 20.3% $15.0 9.5% $160 . 6.6%
* All figures rounded to nearest $100 million.
® Includes reduced revenues due to AB 3802 (Chapter 569} of $990 million in 1978-79 and $580 million

in 1979-80. Of these reductions, the one-time pl’OV’lSlOl'l of AB 3802 account for $647 million in 1978-79

and $34 million in 1979-80.
°The 197980 Governor’s Budget proposes $1.4 billion in reduced income tax revenues.

Current Year Revenues. The 1978-79 current year estimate of $15
billion in General Fund collections is about $160 million Jess than what the
Department of Finance estimated a year ago. Since then, the economy has
proven to be stronger than anticipated, thereby pushing up revenues,
while new legislation (particularly AB 3802 which reduced income taxes
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by $990 million) has had the effect of reducing revenues by an even larger
amount. After adjustment for the effects of Proposition 13 and legislation,
the current estimate is about $590 million more than last year s May reve-
nue revision. About ‘$365 million of this $59C¢ million increase reflects
unexpectedly strong economic conditions, while $225 million represents
increased interest income. As of the end of December 1978, only. about
$130 million of this $590 million had actua.lly been collected.

Budget Year Hevenues. State revenues in fiscal year 1979-80 will de-
pend on economic conditions in both calendar years 1979 and 1980. Given
the Department of Finance’s economic outlook, revenues under existing
law are projected to increase more rapidly than in 1978-79. Revenues from
all sources are projected to rise 14.5 percent versus 9.1 percent in 1978-79,
while General Fund revenues are expected to rise 15.8 percent versus 9.5
percent in the current year. These trends, however, are distorted by one
of the features in AB 3802—a $680 million ore-time increase in personal
income tax credits that primarily affects 1978-79 revenues. Elimination of
this one-time effect would indicate that both General Fund and total
revenue growth will be slower in 1979-80 than in 1978-79. For instance:

¢ Sales and use taxes—the state’s largest source of General Fund reve-

nues—are expected to increase 11.9 percent in 1979-80 compared to
13.2 percent in the current year and 17.5 percent in 1977-78.

s Bank and corporation taxes in 1979-80 are projected to rise only 7. 6

percent compared to 9 8 percent in the current year and 26.8 percent
in 1977-78.

o Personal income faxes are projected to rise 30.9 percent in 1979-80
compared to 1.7 percent in 1978-79 and 24.1 percent in 1977-78.
However, this strong 1979-80 increase and the sharp 1978-79 slow-

- down are eliminated when the distortions resulting from AB 3802 are
removed.

Underlying Economic Assumptions. The Department of Finance's
revenue projections are generally consistent with its underlying economic
forecast. The departmeént forecasts a slowing of economic activity in 1979
accompanied by continuing high inflation. This forecast appears to be
reasonable at this time. However, because of the considerable uncertainty
in the economic outlook——partlcularly for California—these economic
projections will probably require reassessment as 1979 continues. The
expectation of slowing economic activity in 1979 is evidenced in the fore-
casts for those key economic variables that have the most impact on state
revenues: ‘

o California personal income growth is forecast to taper from 14.0 per-

cent in 1978 to 13.0 percent in 1979 and 10.5 percent in 1980.

e Taxable sales are predicted to rise 11.5 percent and 11.1 percent in
1979 and 1980, respectively, compared to 14.5 percent in 1978 In
addition, the levels of both new housing permits and new car sales are
expected to fall below those registered in 1978.

» Corporate profits are forecast to increase 7.7 percent in 1979 versus
19.9 percent in 1978.

s Employment growth is predicted to fall to 2.5 percent in 1979, versus
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- 5.6 percent in 1978. ] _
THE 1978 ECONOMY IN RETROSPECT T

' Table 11
COmpanson of 1978 Dapartrnent of Finance Economic Forecasts and ‘
‘Actual Results for Selected Variables
{dollar amounts in billions)

" Original

Budget . Revised  Estimated
o : Forecast Forecast Actual
A. Selected National Indicators for 1978 for 1978°  for 1978° |
Percentage Change in: s _ N
Real GNP 48% . 38% - 39%
" -GNP price deflator 58 - 61 74
-Personal income 104 109 LS
-Corporate profits (pre-tax) 19 9.6 156
-Employment (civilian) N/A 36 41
-Consumer prices 6.3 N/A 1T
Unemployment Rate (%) 6.1% 6.2% . 6.1i%
Housing Starts (millions of units) 190 1819
New Car Sales {millions of units) 1120 1100 1130
B. Selected California Indicators
Percentage Change in:
-Personal income. 107% 125% 14.0%
-Taxable corporate profits 100 104 - 199
-Taxable sales 107 12.3 145
-Employment (civilian) 34 64 56
-Consumer prices ® ; 61 67 78
Unemployment Rate (%) 12% T4% 72%
Persorial Income ... $1018 $193.9 $197.4
Taxable Corporate Profits.. $200 8905 - $226
Taxable Sales . S04 . SIL7  $139
Residential Building Permits (000) 235 235 o
New Car Sales (0003 1,100° 1200 - 1170

* 1978-79 Governor's Budget

b Department of Finance, May 19'78

°1979-80 Governor's Budget.

9 Index for wage earnters and clencal workers
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Infl

ationary Expansion Continued

At the national level, 1978 was a year-of slowmg economic expansxon

accompamed by high inflation. As indicated in Table 11:

Real Gross National Product (GNP) rose by 3.9 percent. This com-
pares to growth rates of 4.9 percent in 1977 and 5.7 percent in 1976.
- General price inflation soared to 7.4 percent (average annual rate),

~ compared to only 5.9 percent in 1977 and 5.2 percent in 1976. Howev-

. er, this average annual rate was still below the 9.2 percent ex-

‘ perlenced in 1975, .
« Consumer price inflation was even hlgher than general inflation—7.7

percent (average annual rate). This exceeded the rates of 6.5 percent

- -in 1977 and ‘5.8 percent in 1976.

The employmentpicture improved, with unemployment falhng to 6. 1

_percent (average annual rate) compared to 7.0 percent in 1977, 7.7
percent in 1976 and 8.5 percent in 1975. This improvement was due
to unexpectedly strong employment growth of 4.1 percent, versus
only 3.5 percent in 1977, -

e Personal income also increased at a- rapid rate in 1978, nsmg 115

percent versus the 10.7 percent growth achieved in 1977. However,
because of accelerating inflation, the growth in-real personal income
declined. ;

o Corporate proﬁ‘ts bousmg and automobde sales all had good years:

Profits rose nearly 16 percent, compared to the 11.5 percent gain in
1977. Housing starts (1.97 million units) and automobile sales (11.3
million units) both registered 1978 performances which were on a par
with 1977

Table 12

Comparatwe Parformance of Alternative Natlonal
Forecasts for 1978°

Real Gross National Product e S X
- Growth ' General Price Inflation® Unemployment Rate
Actual 1978 Value............ 39%  Actual 1978 Value ........... T4% Actual 1978 Value.....cccevevennes 6.1%
Forecasts: : Forecasts: ‘ Forecasts: .
United California Bank 29% .  Wells Fargo Bank ......... 5.5%  Bank of America.........ocue.e 65%
Chase Econometrics ... 3.9 - Security Pacific Bank....58 _ Wells Fargo Bank................ 65 .
Security Pacific Bank .. 4.1 Department of Finance 5.8 =~ Crocker Bank ..... .. 6.5
Business Week Survey 43 - - Chase Econometrics...... 5.9 Security Pacific ... v 6.8
Bank of America.......... 44 Crocker Bank......cen-.e 59 | 0[02 O7. S 6.6
Wells Fargo Bank......... 44 United California Bank 5.9 Times Board of Econonists 6.6
Times Board of : Business Week Survey.. 6.1 . .. Department of Finance ...... 6.7
ECOnOmists v 4.8 . _ ' .
Department of . :
FINance .. 48 +  Times Board of Chase Econometrics .......... 6.7
o Eccnormists .62 - ’
Crocker Bank ... 49 UCLA s .62 . - United California Bank....... 7.3

101 7 O, 49 TR, L — 65 Business Week Survey ........ 7.6

e Forecasts dated approximately January 1977. :
b Annual average percent change i in the GNP deﬂator.
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One year ago, the consensus of economic forecasters was that inflation-
ary economic expansion would continue during 1978. However, econo-
mists generally overestimated' the rates of real growth and
unemployment, and underestimated the pace of inflation. Table 11, for
instance, shows that the Department of Finance underestimated the infia-
tion rate by about 1Y% percentage points and overestimated the real
growth rate by about 1 percentage point. These forecasting errors were
made by most other forecasters. This can be seen in Table 12, which
compares the 1978 national economic forecasts for inflation, real growth
and unemployment made by a variety of forecasters. None of these fore-
casters accurately predicted all three of the main economic variables, and
Finance’s overall performance was no better nor worse than its competi-
tors’. Thus, 1978 proved once again that economic forecasting remains
more of an art than a science. :

Employment Growth Maintained Vigor

Rapid employment growth has been a key characteristic of the nation’s
economy ever since the current expansion began in 1975. For the 12-
month period ending in December 1978, preliminary data show that the
number of persons employed nationally rose by 3.3 million, compared to
increases of 4.1 million in 1977 and 3.0 million in 1976. Total employment
in December 1978 reached a record 95.9 million while unemployment
dropped to 5.9 percent (versus the 6.4 percent one year earlier). Howev-
er, despite the improvement in the nation’s overall unemployment pic-
ture, minority workers and teenagers continued to experience significant
employment problems (Table 13). ' S .

Table 13 _
Unemployment Rates in the United States

Unemployment Rates
1976 1977 ‘ 1978

Group Fourth Quarter Fourth Quarter Fourth Quarter®
All workers 9% 6.6% 59%
Adult men T 62 48 41
Adult WOMeN ..ooevrrrrrersrreemssssnsasrssases 76 : 68 .58
Teenagers 19.1 ' 167 - 165
White WOrkers . 72 o 58 52
Black and other minority workers... 13.4 133 ' L5
Full-time workers ... 75 o B2 53

* Preliminary data subject to revision.

Because labor force growth can be volatile and because unemployed
workers can shift in and out of the labor force in a somewhat unpredictable
fashion, many economists believe that the best general indication of em-
ployment strength is the ratio of employed persons to total working-age
population, not the unemployment rate. The ratio of employed persons to
working-age population for the nation as a whole reached a record level
of 59.1 percent in December 1978. Thus, a higher proportion of the popula-
tion is now working in the United States than ever before, despite the
continuing high unemployment rate.

Disappointing Productivity Gains Intensified Inflationary Pressures

Real growth in the economy is heavily dependent upon increases in
productivity of the labor force. This productivity is measured in terms of
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output of goods and services per hour of work. During 1978, there was a
very strong increase in the total number of employees, but a weak increase
in the output per worker, These conflicting trends partially explain the
slowdown in total output last year. Worker productivity increased only 0.4
percent in 1978, compared to an average annual rate of 3.1 percent
between 1947 and 1967 and about 1.6 percent over the past 10 years. This
disappointingly low productivity gain, coupled with the average 9.3 per-
-cent increase in workers’ hourly compensation in 1978, resulted in an 8.9
percent rise in unit labor costs—the second largest in history and well
.above the 6.5 percent recorded in 1977. This is an important factor in
explaining inflation because the movement-in unit labor costs is perhaps
the single most important variable impacting on product prices. -

To some extent, declining productivity growth can be explained by the
rapid growth of employment in those sectors of the economy with lower
levels of productivity—such as services and trade industries. Another fac-
tor is that certain industries are reducing their reliance on capital equip-
ment and increasing their reliance on labor because of rising equipment
and energy costs. Also, the failure of capital investment expenditures in
the past several years to fully compensate for the reduced expenditure

levels associated with the 1973-75 recession has adversely affected the
overall stock of capital equipment. In addition, increasingly large amounts
of investment monies have had to be spent on costly antipollution eguip-
ment and for compliance with health and safety regulations, rather than
on more efficient machinery and production techniques. Finally, a grow-
ing minority of economists believe that the United States’ economy is
entering the downside of a long-run growth cycle, characterized by low
rates of return on capital investment associated with declining labor pro-

ductivity. Whatever the reason, the economy’s continuing poor productiv- .

ity performance, while somewhat conducive to employment growth, will
significantly contribute to inflationary pressures and théreby reduce the
growth rate of “real” income and output.

California Outperformed Expectations

Table 14 shows that California’s 1978 economic performance was unex-
pectedly robust and inflation-ridden. For example:.

« Personal income rose 14 percent, the strongest gain in 27 years

o Civilian employment rose 518,000, or 5.6 percent, far exceeding the
3.4 percent initially forecast by the Department of Finance. -

o Consumer Frice Inflation rose 7.8 percent (average annual rate),
versus the 6.1 percent forecast by Finance a year ago.

o Unemployment fell from 8.2 percent to 7.2 percent (average annual
rate), largely due to the strong employment. gains. This unemploy-
.ment rate matched that forecast by Finance, because the depart-

. -ment’s initial estimates for both employment and labor force growth
‘were conservative.

Because calendar 1978 economic performance is the pnme determma.nt
of current-year (1978-79) state revenues, the unexpected economic
strength and inflation in 1978 largely explainsthe significant upward revi-
sions in estimated current-year revenues which are discussed later in this
section. For example, the three economic variables most directly tied to
California’s three major revenue sources all showed increases well above
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the rates forecasted at the start of 1978: :

e Personal income—the prime determinant of personal income tax
Trevenues—rose 14 percent compa.red to last year’s forecast of only
10.7 percent.

s Taxable sales—which deterrmne sales and use tax revenues—in-
creased 14.5 percent versus the expected 10.7 percent increase.

» Corporate profits—which are the basis for bank and corporation tax
revenues—experienced a 19.9 percent gain, or nearly twice’ the 10.0
percent forecast last year.

No private or pubhc state-level forecaster predicted the strength of
California’s economic growth dunng 1978, and no forecaster even came
close to anticipating the 14 percent increase in personal income. The data
in Table 14 illustrate this fact.

Table 14

Comparative Performance of Alternative
California Personal Income Forecasts for 1978 °

Percent Change
: g : : in Personal Income
Actual 1978 Value : : 14.0%
Forecasts: , : ’
UCLA 120
Bank of America . 11.2
Department of Finance 10.7
Crocker Bank........ ‘ ' 107
Security Pacific Bank...... 102
- Wells Fargo Bank ! : 10.0
United California Bank ; 99

® Forecasts dated approximately January 1977.

The reasons for California’s very strong growth during 1978 are not fully
understood-—particularly those reasons responsible for the unusually large
increase in employment which directly affects the growth in personal
income. Some of the theories relied upon to explain these increases are:
(1) growing in-migration, {2) increasing part-time employment, and (3)
a large increase in the number of multiple job holders.

Whatever the explanation, California’s 1978 economic performance has
been extremely favorable both from an historical perspective and relative
to the nation’s. As evidence of the latter, California’s personal income,
employment and automobile sales gains all exceeded gains at the national
level (Table 11). Although housing permits dropped to an annual average
of 235,000 units, this still represented a strong performance given that the
record 1977 level of 270,000 was clearly unsupportable for another year.
Even the gap between the United States’ and California’s unemployment
rates narrowed, although the state’s rate remained higher due to factors
such as strong in-migration, high rates of labor force participation and a
mobile labor force characterized by high _]Ob turnover,

Year Ends on Strong Note

Recent national data indicate that real GNP rose in the last three
months of 1978 at an annual rate of 6.1 percent, far exceeding expectations
and suggesting that a significant economic slowdown is less likely to occur
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in the first half of 1979 than many economists anticipated. The GNP gain
is particularly encouraging because it primarily reflected growth in final
sales, while the rate of inventory accumulation declined. Strong year-end
gains were also registered for industrial production, personal income and
housing starts. California also maintained its economic strength in the
latter part of 1978.

Unfortunately, the year-end data also indicate a worsening of inflation.
For instance, at the national level general price inflation in the fourth
quarter averaged 8.1 percent on an annual basis, up from 6.9 percent in
the third quarter. Quarterly rates of general mﬂahon durmg 1978 were as
follows:

General Price Inflation in 1978 by Quarter
{annual percentage rates)

Frst Second . Third Fourth .
- Quarter Quarter  Quarter Quarter Full Year
72% 11.0% ‘ 69% 81% ’ T4%

Consumer price inflation also remained undesirably high in the fourth
quarter at 7.9 percent. Ominous signs of future inflation were also evident
in the form of continued low productivity increases and rising rates of
capacity utilization. In December, for instance, the overall capacity utili-
zation rate rose to 85.9 percent versus 83.0 percent one year earlier, while
‘the rate for industries in the basic materials inputs sector rose to 87.6
percent from 81.9 percent.

Thus, as 1978 ended and 1979 began, the term “inflationary expansion™
still seems to best characterize the near-term economic outlook.

THE 1979 AND 1980 ECONOMIC OUTLOOK

Economic activity in calendar 1978 will account for about two-thirds of
1978-79 state General Fund revenues; while economic conditions in 1979
will account for the remaining one-third. Similarly two-thirds of budget
year revenues will depend upon economic activity in 1979, while the
remaining portion will reflect economic conditions in 1980. In this section,
we discuss both the 1979 and 1980 calendar year economic forecasts, al-
though emphasis is placed on the 1979 outlook because of its significance
for revenues in both the current and budget years. A second reason for
emphasizing the 1979 outlook is the fact that economic projections for
periods beyond a year are much less reliable than those covering the
period closer at hand.

The economic outlook for 1979 and 1980—both for the nation and for the
State of California—is unusually difficult to establish at this time. Nearly
all economists acknowledge the possibility that the economy could pro-
ceed along several different paths during the next 18-24 months. Some
forecasters are anticipating that there will be a significant slowdown in the
rate of economic activity later in 1979, leading to an outright recession. A
much larger group of econormists foresees a slowdown in the rate of eco-
nomic activity later in 1979, but one that is not sufficiently pronounced to
qualify as a recession. A third group is more optimistic, noting the absence
of certain trends in selected economic indicators that normally precede
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recessions. Regardless of which forecast these economists believe is most
likely to occur, most of them readily acknowledge that either one of the
other scenarios is possible. Each scenario would have a s1gn1ﬁcantly defer-

~ ent impact on the State of California’s revenues.

The Department of Finance has chosen the middle ground in making

' its economic and revenue forecast—a choice which we agree is the most

reasonable at this time.

The National Economy

The department’s economic forecast for the nation's economy in 1979
and 1980 is shown in Table 15. This forecast is based on the following key
assumptions:

s Heal Gross National Product will grow only 2.1 percent in 1979 a
definite slowdown from the 3.9 percent and 4.9 percent growth rates
achieved in 1978 and 1977, respectively. Moderate recovery from this
slowdown is forecast for 1980, with a 3.7 percent rate of expansion.

e General price inflation in 1979 will average 7.4 percent, the same

_inflation rate as in 1978, but well above the 5.8 percent rate for 1977.
General price inflation in 1980 is forecast to taper somewhat—to 6.5
percent.

o Consumer prices will increase 8.3 percent in 1979 (average annual
rate), compared to increases of 7.7 percent in 1978 and 6.5 percent in
1977. In 1980, however, the inflation rate is expected to drop to 6.8
percent. ‘




5

Gross National Product ..o,
GNP in 1972 Dollars S
GNP Price Deflator (1972 =
Personal Income
Disposable Personal Income .
Personal Savings ..vvmesmmeenssermes
Savings Rate
Corporate Profits {pre-tax) ...
Consumer Price Index (1967 = 100}
Employment (thousands) ...................
Unemployment {thousands} ..............
Unemployment Rate ...
Housing Starts {millions of units).......
New Car Sales (millions of units)......
Net Exports

 Data from Department of Finance.

Table 15

National Economic Data
{dollars in billions} °

Budget Budget "
Actual 1977 Estimated 1978 Forecast 1979 Forecast 19580
Percent Percent Percent Percent
Level Change Level Change-  Level - Change Level Change
$1,887.2 11.0% $2,105.0 115% $2.3105 9.8% $2.553.5 105% .
$1,332.7 49 $1,3844 38 $14139 . 2.1 $1,466.6 " 3T
141.6 58 1521 - 74 1634 74 - 174 65
$1,529.0 107 $1,705.1 115 $1,883.0 104 $2,071.5 100
$1,303.0 10.0 $1,449.8 11.3 $1,605.0 11.1 $1,762.0 98
$66.9 -18 $76.0 13.6 $91.7 207 $92.0 03
51% —_ 52% —_ 57% — 52% —_
$173.9 115 $20L.0 15.6 $200.0 40 $236.0 129
181.5 6.5 1954 . 17 211.6 8.3 226.0 6.8
90,546 35 94,295 41 95,740 16 98,300 27
6,855 ~59 6075 —114 " 6,960 146 6,950 -01
70% —_ 6.1% — 68% - 6.6% —
1.987 252 1870 —09 1750 112 1.900 86
11.2 109 113 0.9 104 . -30 - 110 3.8
$—111 - $—113 - $-50 . - $-30 —




s Unemploymentin 1979 will average 6.8 percent, a sharp rise from the
6.1 percent of 1978. This is expected to occur due to tapering employ-
ment gains caused by the economic slowdown. Furthermore, because
employment growth in 1980 is forecast at only 2.7 percent, the unem-
ployment rate is expected to improve only slightly in that year—to 6.6
percent.

« Corporate profit growth, personal income growth, gains in consump-
tion and investment spending, new car sales and housing starts will
all slow noticeably in 1979 relative to their 1978 performances,

The department’s 1979 forecasts lie well within the range of those made
by other economists. For example, a recent survey of approximately 30
leading private-sector economists and the nation’s 10 major econometric
forecasting models conducted by Business Week found that the average
1979 forecast expected real GNP growth to be slightly over 2 percent
{with individual forecasts ranging from about 1 percent to about 3% per-
cent}, general price inflation to be 7.6 percent (range: 7 percent to 8.5
percent), and unemployment to average 6.5 percent (range: 6 percent to
7 percent). Table 16 provides additional evidence that Finance’s 1979
national forecast lies well within the range of forecasts made by private
sector forecasters active in California.

It is difficult to compare Finance’s 1980 forecast w1th those of other
econommists, because relatively few econormists attempt to lock that far into
the future. Nonetheless, we believe that the department’s 1980 forecast is
a reasonable one, although it is subject to a much greater degree of error
than the 1979 outlook because of the longer period of time covered.
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Table 16

Comparison of 1979 National Economic Outlook
For Selected Forecasters®

" Security :
United Pacifie : Wells . C
Deparbneat California . National  Crocker  Fargo Bank of  Chase’
of Fmance Bank®  UCLA®  Bank®  Bank® - Bankd Ameriea *Fronometrics®
Percent Changes in: . . : .‘ ' ' S
_ Gross National Product........ . 98% . 103% L 94% - . 98% 0 107% 04% 95% = 93%
Due to real growth 21 - - 34 - 2l - 18 o83 18 19 15
- Due to price change : 14 66 - 71 81 - 8% . 15 15 7.7
“Personal Income e ‘ 104 we - 97 04 . 17T 0 99 102 99
Consumer Prices - ; 83 68 - 711 87 95 - 85°. 16 85
Unemployment Rate (%) voeeeersonnes. 68 6.3 6.6 6.6 64 - 67 - 66 6.6
Savings Rate (%) 57 . 6.2 © 63 5.5 60 . 60 -~ .62 5.2
Housing Starts {millions of units) 175 . 175 160 ¢ - 152 170 1.69 1.70 157
New Car Sales (millions of units)

- 10.4 10.8 © 102 100 - 10.6 10.5 105 10.3
*Not all percentage figures are based on identical 1978 data, due to differences in forecast dates ’ :
® Forecast as of January 1979, )
¢ Forecast as of November 1978.
Forecast as of Decemnber 1978,
€ Published forecast is 8 percent to 9 percent.




Consumer Spending in Question

* Spending by consumers—which has played a key role in the recent
expansion and accounts for nearly two-thirds of total GNP—is forecast to
increase by only 10 percent in 1979 compared to 11.5 percent in 1978,
However, because inflation is expected to worsen in 1979, the decline in
real spending gains is even more pronounced. As is generally the case
during economic slowdowns, the sharpest decline is forecast for the cate-
gory of consumer durables (for example, automobiles and major appli-
ances), from a 10.6 percent gain in 1978 to only a 6.8 percent gain in 1979.

Several indicators suggest that such a decline in consumer spending will
occur. First, consumers saved only 4.8 percent of their after tax disposable
income in the fourth quarter of 1978, the lowest level in nearly two years.
Although some economists do not think such a low rate is cause for con-
cern as yet, others believe that this low rate simply cannot be sustained
and will soon rise, resulting in increased savings and reduced spending.

A second factor involves consumer debt. During 1978, total outstanding
consumer debt rose about 20percent, and the ratio of debt repayments to
income continued to inch upward. There is some concern among econo-
mists that many consumers may have overextended themselves, thereby
making a retrenchment probable. Critics of this view argue that increased
borrowing can be largely explained by changes in the demographic age-
mix of the population and increased household wealth associated with
increasing values for homes and other property assets.

Although a clear slowing of consumer spending on items other than
automoabiles has not yet materialized, most economists agree that some
tapering is inevitable. This is particularly true if a significant portion of
recent consumer borrowing and spending has occurred because of infla-
tionary expectations, thereby merely shifting future consumption into the
present.

Declining Investment Expenditures

The growth in both real and nominal expenditures on business plant and
equipment is expected to decline in 1979 despite relatively good business
liquidity and rising rates of capacity utilization. For example, Finance
projects current dollar expenditures to rise only 11.7 percent (versus the
16.2 percent growth achieved in 1978), or under 4 percent in real terms
{versus about 7 percent in 1978). The cause for this projected slowing
involves such factors as fear of an economic slowdown or recession, high
interest rates, ongoing uncertainties involving federal energy and tax poli-
cies, environmental regulations, and the stability of the dollar in interna-
tional financial markets.

The behavior of business investment continues to be cause for serious
concern, It is true that business investment during the past several years
has enjoyed a “boomless expansion”, with the 1978 level of real business
investment having exceeded its prerecession peak and with its ratio to real
GNP topping 10 percent again—near its average for the decade preceding
the recession. However, these recent investment gains have not made up
for the loss in spending on new plant and equipment during the recession.
Moreover, an increasingly significant amount of investment expenditures
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today are associated with government mandated environment and safety
standards. Although the short-term effects of weak business investment
primarily serve to reduce demand for goods and services in the economy
—thereby affecting real GNP and employment—the long-term implica-
tions are probably the most crucial. These long-term impacts primarily

involve the “supply side” of the economy, by reducing labor productivity -

and potential output and thus mcreasmg unit labor costs and inflation
rates. The 1979 investment outlook is thus a dlsappomtment both from a
short-run and longer-run perspective. .

inflation—A Critical Unknown -

National inflation trends—which primarily determine Cahforma s infla-
. tion trends—continue to have a negatlve 1mpact on economic activity. For
‘example:

« The prime bank loan rate dunng the past 12 months has soared from

8 percent to close to 12 percent, partly in response to acceieratmg
inflation. Likewise, short-term government securities yields have ris-

. en from 6.5 percent to 9.5 percent, and long-term corporate bond

' rates have drifted upward by nearly 1 Dercentage point, reﬂectulg

_increasing inflationary expectatioris. Such increases hurt business in-
~ vestment, t.hereby slowing the future growth of labor productivity
and thus rising production’ costs and inflation. -

« Rising prices, by weakening the value of the dollar on foreign ex-

. change markets, increase the price of 1mported goods and the size of
the nation’s balance of payments deficit. .

.+ Inflationary expectations encourage ‘the use of indexing provisions
and cost-of-living escalator clauses in long-term contract. agreements
thereby contributing to future inflation.

“California’s state revenue growth is also significantly impacted by infla-
tion—although often in a positive way. Increased inflation—at least in the
short-run—means higher taxable sales, personal income, corporate profits
and interest yields on investments. of course, higher inflation also raises
state expenditures and, in the long-run, can inhibit “real” economic activ-
ity and thereby damage the California economy’s revenue potential.

As indicated earlier, both general price inflation and consumer price
inflation are expected to worsen in 1979. Economists generally agree that
the worse inflation becomes, the greater will be the chance of a recession.
This is because the federal monetary authorities will most hkely respond
to rapid mﬂahon by hghtemng credit availability and raising interest

rates, so as to “slow down the economy and remove 1nﬂat10nary pres-

sures.
The 1979 inflation performance will depend on several key factors:.

« Wage Price Guidelines. The President’s voluntary wage-price

‘ _gmdelmes program calls for price increases limited to 5% percent and

wage increases limited to 7 percent, subject to a growing list of qualifi-

cations, exceptions and adjustments. Whether the guidelines will be

partlcularly effective in checking inflation is debatable. If they are

not, many observers fear one of two extremes—even more rapid

inflation, or mandatory price controls. History suggests that neither
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of these extremes is desirable or conducwe toa smoothly functioning
economic system. -

. Monetary Policy. The Federal Beserve will once again be trying to
walk a “tight rope” between excessive monetary stimulation (which
supports high inflation) and excessive credit tightening (which, by
raising interest rates and restricting credit availability, can generate
arecession). The exact path the “FED” will choose—and its ability to
stay on that path—remains to be seen, although a disciplined yet
accommodative monetary expansion is hoped for.

s Food Prices, and Energy Costs. Food prices, which account for al-
most 20 percent of the CPJ, are notoriously difficult to predict. In 1978
they rose slightly over 10.1 percent, compared to only 6.3 percent in
1977, 3.1 percent in 1976 and 8.4 percent in 1975. In 1973 and 1974,
however, they rose over 14 percent. The Department of Finance
currently expects a rise of 6 percent to 7 percent in 1979. Because the
U.S. Department of Agriculture forecasts a rise of 7 to 8 percent and
a number of private-sector economists foresee increases exceedmg 8
percent, the department’s inflation outlook for food prices could
prove overly optimistic. This may also prove to be true in the case of
energy prices. The prices of both gasoline and fuel oil will ultrmately
reflect the recently announced 14.5 percent rise in OPEC oil prices.
About 10 percent of this 14.5 percent rise will show up in 1979, because
of the way. the increase is to be phased in. When it prepared its
forecast, Finance—like most forecasters—assumed that the increase
would be about 7.5 percent.

All in al}, the behavior of inflation as 1979 progresses will be one of the

most cnhcal factors determining overall economic performance the se-

verity of the expected slowdown and the prospects for a recession in late
1979 or 1980.

~ The California Economic OUtIook

'California’s economic performance for 1979 and 1980 is more difficult to
predict than the nation’s. This is because, in addition to the widely differ-
ing views on the national economic outlook, there is no concensus as to
how California would fare relative to the nation if a recession should occur,
‘or what California’s underlying growth trend would be if a national reces-
sion did not occur. As discussed earlier, no forecaster fully understands
why California’s performance in 1977 and 1978 exceeded the nation’s by
so great a margin. This inability to explain the ‘past impairs our ability to
predict the future. :

Tapering Gains for Key Rvemra-Relatad Economic Variables

The most ¢ritical components of the California economic outlook from
‘a Tevenue perspective are personal income, taxable sales and corporate
profits. Table 17 presents highlights of the Department of Finance’s fore-
cast for California in 1979 and 1980, as comipared to estimated 1978 per-
formance and actual 1977 performance. The Department of Finance
predicts that:

 Personal income will rise 13 percent in 1979 and 10.5 percent in 1980.



This is less than the extraordinary 14 percent growth in 1978, which
we would not expect to continue. Given the recent and continuing
strength in California employment, Fma.nce s strong 1979 personal
income projection is not unrealistic.

Taxable sales growth is forecast to taper from 14.5 percent in 1978 to
11.5 percent in 1979, and to 11.1 percent in 1980. This slowdown is
generally consistent with the projected slowing of personal income
growth, and parallels the expected decline in consumption spending
at the national level.

Corporate profits are predicted to rise 7 7 percent in 1979, well below
the 20 percent plus levels of 1977 and 1978. This reflects such factors

as poor productivity improvements, generally increased labor costs

and rapidly rising materials prices.
: H
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Table 17

California Economic Data
(doliars in billions)®

Budget Budget
Actual 1977 Estimated 1978 Forecast 1979 Forecast 1950
Percent Percent Percent Percent
Level Change Level Change Level Change Level Change
Personal Income $1732 11.5% $1974 ] 140% $223.2 13.0% $246.5 10.5%
Taxable Corporate Profits......omcemin $183 202 §226 - 19.9 $24.3 1 3275 132
Taxable Sales 8995 187 $1139 145 $1269 = 115 $141.0 111
Employment (thousands) ... 9,306 5.6 9,824 5.6 10,074 25 10,501 42
Unemployment (thousands) . 8 61 761 —-88 759 =03 769 13
Unemployment Rate (%) 8.9% — 75% - 70% - 6.8% —
Residential Building Pemhts (000) .................. 270 21.8 231 —-123 150 -198 215 132
New Car Sales (000) . 1123 225 1,170 42 1,080 -1 1,150 65
Consurner Pnce TRACKD .o ressessssssesssreseene 1802 11 1943 18 2076 68

* Data, from Department of Finance.

b\Wage earner and clerical worker index. Includes adjustment for the effects of Proposition 13 on homeowner’s costs.
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Other highlights of the 1979 outlook include consumer price inflation of
6.8 percent, a persistently high unemployment rate of 7.0 percent, a sharp
decline in civilian employment growth to 2.5 percent, and declines in new
car sales and housing permits of 7.7 percent and 19.8 percent, respectively
(all percentages on an average annual basis). Thus, as shown in Table 18,
the 1979 economic outlook for the state—as for the nation—is for slowing
real economic activity, declines in employment growth, and continued
high unemployment.

Table 18

Selected Economic Indicators
California and the Unitad States®

1978 ' 1979 Forecast
United States Californig United States " California

Percent change in:

Labor Force 390% 44% 24% 2.3%
Civilian employment......oveoeemreenne 41 . 56 1.6 2.5
New car sales ....... 09 ' 42 —80 =71
Personal income.. 11.5 140 104 130
Corporate proﬁts 15.6 19.9 40 77
Housing activity® . -09 -123 112 --19.8
Consumer pnces ki - 18 83 68°
Unemployment Rate {%) ..oververees 6.1% T12% 68% - 7.0%

N Source Department of Finance.
b Data based upon national housing starts and California building permits.
¢ Includes effect of one-time decline in the Consumer Price Index due to Proposition 13.

Table 19 compares the 1979 Department of Finance forecast for Califor-
nia to those of private sector forecasters. Although the department’s fore-
cast is generally in line with the others, two important differences emerge
from the table. First, Finance’s forecast of personal income growth—13
percent—exceeds the other projections, which lie in a narrow range
between 11.1 percent and 11.5 percent. This in part reflects the fact that
not all forecasters have fully accounted for the effects of Proposition 13 on
California personal income, as determined by the U.S. Department of
Commerce. The adjustment for this effect, which involves raising rental
and proprietors’ income by $1.7 billion in 1978 and by $3.4 billion in 1979,
raised Finance’s underlying 1979 personal income growth forecast from
about 12.3 percent to the higher figure. Even so, Finance clearly is more
“bullish” than other forecasters about personal income growth.

The second major difference involves consumer price inflation, where
Finance is relatively low with a 6.8 percent forecast. Again, the difference
between this prediction and those of other forecasters (which range up
to 9 percent) can be explained in part by Proposition 13 which produced
significant property tax cuts. These cuts were officially incorporated into
the state’s consumer price index for December 1978, and caused Finance

to reduce its 1979 California inflation projection by about 1.5 percentage

points. It is our understanding that not all forecasters have fully accounted
for this effect of Proposition 13. :
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- Table 19

Comparlson of 1379 California Economic Outlook
: For Selected Forecasters

Security
) ] : United Pacific Walls .
"Department : California ~ National Fargo Bank of
: of Finance® UCLA® ~ Bapk®  Bank® _me . America®
Percent changes in: ‘ - : : IR o '
Personal Income 13.0% 113% 11.3% 1L1% e - 12%
. Civilian Employment..... - 25 - 15 40 28 ©30 5.0
& Building Permits : ' e —108 —a17 6.4 -136 —163 - -174
New Car Sales 11 NA. — NA. —~142. NA.
Consumer Prices : ' ‘68 70 . 87 59 90 79
Unemployment Rate (%) ‘ 7.0 .70 15 69 - 76 79
Building Permits . . _ :
{thousands of units) , 19 188 950 203 195 200

;Not all percentage figures are based on equivalent 1978 data due to dxl’ferences in forecast dates.
Forecast as of January 1978,

¢ Forecast as of December 1978.
4 Forecast as of November 1978.

.




We believe that the department’s 1979 and 1980 state economic fore-

casts are reasonable. However, because economists have been unable to -

accurately project California’s behavior in recent years, we must acknowl-
edge the very real p0351b1hty ‘that actual economic performance will be
quite different-from what is forecast.

Declines in Housing and Autamobile Sectors Expscted

The state’s automobile and housing sectors, which together account for
about one-third of the taxable sales base in Cahforma, are both forecast to
weaken in 1979. New automobile sales, for instance, are forecast to fall
from nearly 1.2 million units in 1978 to slightly below 1.1 million units in
1979, or by about 8 percent (Table 17). This in turn will reduce the growth
in taxable sales from new car sales from 16.1 percent to 4.8 percent.

As for housing, 1978 was another strong year—both nationally and in
California. Although California’s new housing permits declined, as expect-
ed, from the unsustainable level of 270,000 units in 1977 to 237,000 units,
new housing permits still reached the second highest level since 1972, The
strength in this sector can be attributed to both supply and demand side
factors, including healthy underlying housing demand, more two-income
households, the willingness of families to devote higher shares of their
income to housmg, and the continued availability of mortgage money. The
avoidance of “disintermediation” (that is, the flight of savings from mort-
gage-granting institutions during penods when high interest rates are
available on other investment opportunities) in California is partly due to
the popularity of certificates of deposit tied to the six-month Treasury bill
rate. This program was initiated about seven months ago and since then
has grown very rapidly.

The 1979 housing outlook is for a further decline in permits to 190,000
units. This level—although well below tliose of the past two years—still is
on a par with those experienced in the 1965-through-1970 era and far
exceeds the depressed 1973-74 levels of about 130,000 units. Most of the
long-term positive factors accounting for housing market strength in 1977
and 1978 still exist, and the expected decline in 1979 partly reflects short-
term cyclical factors such as the expected slowdown in general economic
activity and the peaking of interest rates during the year. For 1980, Fi-
nance projects a 13.2 percent gain in new housing permmits, to 215,000 iinits.

Employment Behavior Complicates Forecasting

The Department of Finance forecasts only moderate California employ-
ment growth in 1979 of 3.4 percent for wage and salary workers and 2.5
percent for total civilian employment. This forecast largely reflects the
two-fold belief that a national economic slowdown is likely, and that Cali-
fornia cannot realistically be expected to continue the very strong employ-
ment gains of the past two years. However, because these gains
themselves were not foreseen nor are the factors responsible for these
gains fully understood, the 1979 employment forecast is subject to consid-
erable error. This qualification to the overall California economic forecast
is significant, because employment projections are the basis for estimates
of wage and salary income, and thus for personal income—the single most
important determinant of state revenues.
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Table 20 summarizes the past history of California’s cfvilian employ-
ment, unemployment and labor force movements. Employment growth
in 1978—nearly 520,000 new jobs—broke the record set in 1977. Unem-
ployment, however, dropped only slightly, from 7.2 to 7.0 percent, due to
the strikingly high 4.4 percent expansion in the labor force. Many believe
that this labor force growth reflects higher rates of net in-migration to the
state. .
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Table 20

Changes in California Civilian Labor Force, Employment and Unemployment

Change From
Previous Year
Labor Percent
Fear Force Amount Change
<260 L 32%
200 24
b 292 26
& 370 42
207 . 23
314 33
438 45
444 44
249 24
437 40

* Department of Finance preliminary estimate,
- Department of Finance forecast.

1971-1980 :
{in thousands)

Change From

Previous Year
E : Percent C
Employment Amount Change Unemployment
7,652 n 1.5% 737
7931 285 3.7 652
8,194 257 32 617
8512 - 318 3s o669
8,462 =30 06 - 926
8814 352 42 883
9,306 492 5.6 834
9,824 518 5.6 761
10,074 250 25 759

10,501 21 - 42 769

Numerical , B
Change From  Unemployment

Frevious Year

148
~85
=3
52
257
-33
54
-3
-2
10

Haté
8.8%
16
1.0
73
99
92
82
72

70
68




The growth in nonagricultural wage and salary employiment was even
more spectacular in 1978 than civilian employment, rising by a record 7.6
percent, or by over 650,000 new jobs. The extent to which these jobs
represent part-time workers and multiple job holders, however, is un-
known.

Table 21 summarizes the employment picture in California’s major in-
dustry sectors for 1978 and 1979 (projected), while Table 22 presents a
more detailed picture of California’s record 1978 employment gains. Serv-
ices and trade industries are expected to provide the largest share of new
jobs in 1979, Manufacturing will also contrbute new jobs, although growth
will be below overall wage and salary employment growth. Despite these
job gains, growth rates in all nongovernment sectors—and particularly in
consiruction—are expected to be less than in 1978. Furthermore, the level
of government employment is expected to decline in 1979 by nearly 1
percent, following a modest 2.5 percent gain in 1978. This reflects the
effects of Proposition 13 at the local level, budgetary tightening at the state
level, and a concerted effort by the federal government to curtail its
employment force. .

The overall tapering of employment in 1979 serves as the basis for the
projected slowing of California personal income, taxable sales and corpo-
rate profits. Therefore, it is the key ingredient in the projected tapering
of current-year and budget-year revenue growth discussed in the follow-
ing sections. To the extent that the employment forecast is incorrect—as
it very well may be—the department’s revenue estimates will also prove
to be incorrect. '

Table 21

California Employment by Major Sector
{in thousands) *

Change in
Employment
Employment a5 & Share of
Level of 25 Share of Total Net Fercent
P t - En;ﬁbtxf Employment Change in
i P ool Changes Emplopment

Industry Sector ¥ 7] Ji7} 1978 97 78 n
Mining k] B 04% 02% 04% 25% 7%
Construetion 421 4% 43 H§ 20 150 12
Finance—Insurance—Real Fstate . b2 L] 56 Ly 118 90 53
Transportation and Utilities...... - Ol4 54 52 69 80 "5 39
Government 1, 1,765 181 35 -5 25 -08
Services 1926 2,032 186 %0 424 91 55
Trade us 2 8 9 418 81 48
[ — I TR T TR

Total Nonagriculurel Wage and Salery Workers,  923% 9550 0% 1B4%  1244% 6% - 34%
Oter Wtk I T TR

Total Civilian Employment ; 10074 000%  1000%  1000% 56% 25%
Civilizn Labor Force 10,833 44 23
Civilian Unemployment ™ 48 03
Uniemployment Bate vmmssemsumrmssssstmemir. 12% b1; S

* Source: Department of Finance and Employment Development Department. 1979 data are prajected
and 1978 data are preliminary estimates subject to revision.

®This employment category includes civilian workers who are not nonagricultural wage and salary
workers. Jt also is a reconciling factor between the wage and salary employment data collected from
establishment surveys and the civilian employment data collected from household surveys.
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Table 22
1978 California Employment Gains
for Selected Industries
{thousands of employaasl a

Employment Level Change in
. : November November . . _ Employment
Industry 1977 1978 Number  Percent
Contract Construction: 3977 4545 56.8 '14.3%
—General building contractors 1103 130.4 20.1 182
—Heavy construction’ contractors 79 87.0 9.1 - 1T
—Special trade contractors : 2005 - 2371 2716 - - 132
Manufacturing: . 1,710.5 . 1,930.7 1602 = - .90
1. Nondurable goods: 608.5 62713 188 31
- —Food and kindred products ... 1843 1778 —65 -35
—Apparel and textiles . 120.9 127.9 70 58
—Printing, publishing and paper........ommn.. 1444 AN A 77 53
—Chemicals, petroleum and coal ..., 89 9208 238 32
—HRubber and plastics 598 | 661 6.3 105
2. Durable goods: ‘1,162.0 1.303.4 1414 122
—Metal products : " 1868 204.1 173 9.3
- ~Nenelectrical machinery 1843 2059 - 216 - 117
—Electrical equipment ; 2651 - 3072 £1 . 159
—Transportation €QUIPINENE......meuisesssseemseecrrress 2335 - 2694 35.9 154
—Instruments o T44 839 95 12.8
Transportation 279.3 ‘303.8 245 88
Communications : ; 1486 1578 92 62
Wholesale Trade 5263 563.4 ar.1 7.0
Retail Trade: 1,545.6 1,667.3 121.7 79
—General merchandise 244.5 253.7 9.2 38
—Food stores 219.4 2324 13.0 58
—Other 1,081.7 1,181.2 99.5 9.2
Finance, Insurance and Real Estate..........smmmememmsseernes 520.3 561.3 410 79
Services: ; 1,8184 1.990.0 17 9.4
—Hotels and other lodging places ........ccmmmmwemmmmmenes 100.3 1121 i18 11.8
—Business services . 3617 4158 1 - 150
—Health services . 482.6 525.8 432 80 -
Government: 1,7130. 1,785.2 122 0.7
—Federal - 3128 3136 . . 10 0.3
—State and local:..... 1,460.4° 14716 112 08
{County) w2282 92986 ' 04 02
(City) v . 1909 1874 . -35 —-18
(Public education) X 8268 834.4 16 09
(All other) 2145 9912 67 3.1
Total—all industries .. 888l4 9,520.1 638.7 71.2%

& Prehmme.ry seasonally unadjusted interim data from the Employment Development Department which

is subject to revision.

PRIOR YEAFi REVENUES
Record Increasas for 1971-78

General Fund revenues and transfers in 1977-78 totaled nearly $13 7
billion, an increase of $2.3 billion, or 20.3 percent, over the $11.4 billion
recorded for 1976-77, Table 23 shows these figures.

This unusually strong growth reflected substantial gdins in each of the
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state’s major taxes and in interest income, which together accounted for
over 96 percent of the total revenue increasé. These gains largely are
explained by the strong real economic growth, rapid inflation and high
interest rates experienced in 1977 and 1978. In particular:
¢ Sales and use taxesrose by 11.5 percent (about $750 million), reflect-
 ing the unprecedented 18.7 percent growth in 1977 calendar year
taxable sales and the strong 14.5 percent gain in 1978.

-~ » Personal income taxes increased 24.1 percent {over $300 mllhon)

reflecting both the highly progressive rate structure of this tax and the
strong personal income gains recorded during calendar ‘years 1977
(115 percent) and 1978 {14.0 percent).

s Bank and corporation taxes expanded by an astounding 26.8 percent
($440 million), reflecting increases in calendar year taxable California
corporate profits of 22 percent and 20 percent in 1977 and 1978, re-
specuvely

o Interest income, although a relatively small component of total reve-
nues, rose by nearly 90 percent (over $130 million), because of both
the large General Fund surplus available for investment and the sig-
mficant rise in interest rates in 1977 and 1978.

Table 23

Ccnmparison of General Fund Revenue Growth
for Selected Years

{in millions}
Growth Over Prior
' Year )
) " Actual Dolfar " Perceatage
Year ' . Receipts - Amount Change
197475 ; : $8,617 $890 115% -
1975-76 : : 9,613 906 . 116
1976-77 e 11381 1,768 184.
197718 . 13,695 . 2,314 203 .

* In computing 1974-7% revenue growth, the 1973-74 revenue base has been adjusted to exclude the effects
of the one-time six-month reduction in the sales and use tax, and the one-time 20 percent cut in the
persenal incorne tax, Without these one-time tax reductions, 1973-74 receipts would have been over
$700 million more than the level a.ctually realized.

The details of this 1977-78 revenue growth by major revenue source are
surarnanzed in Table 24.

. - Table 24
. Growth of 1977-78 General Fund Rovenues
{in millions) ‘
Actual Actual _ Change
Major Taxes B 1976-77 1977-78 Amount Percent
Sales and use ' $498] $5,030 $748 17. 5%
Personal income 3,761 4668 © 907 1o
Bank and COrporation ... 1,642 2,082 40 . 268
Other Taxes . 1,097 1,170 . 73 6.7
Interest income ‘ . 152 283 13t , 852
Other revenues and transfers * ............ 443 " 462 14 31

Total Revenues and Transfers...... $1138L 813,695 $2.314 203%
* Includes $215 million transfer from the Federal Revenue Sharing Fund in each year.
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Revenues Far Exceeded Expectations

. General Fund income in 1977-78 far exceeded expectations. Table 25,
wh1ch traces the history of Department of Fmance revenue estlmates for
1977-78, shows that:

» ‘Actual revenues exceeded the or1g1nal estimate presented in the 1.977
-78 Governor's Budget (]anuary 1977) by over '$1.3 billion; or 10.8
percent;

¢ Actual revenues exceeded the estimate made in May 1977 (the latest

estimate available to the Legislature before it made budget decisions
for the 1977-78 fiscal year) by nearly $1.0 billion, or 7.6 percent; and

« Actual revenues exceeded the estimate presented in the 197879 Gov-
ernor’s Budget (January 1978) by $330 million, or 2.5 percent.

The unexpected strength in 1977-78 revenue growth primarily reflects
the fact that Finance’s estimates of such economic variables as California
personal income, employment growth, taxable sales, corporate profits, and
inflation rates in 1977 and 1978 were all too low. For instance, 1977 calen-
dar year taxable sales growth was projected at only 10.8 percent in January
1977, but turned out to be 18.7 percent. Likewise, corporate profits and
personal income were forecast in January, 1977 to rise by only 12.2 percent

and 10.1 percent, respectwely, but instead rose 20.3 percent and 11.5
percent.

Table 25
1977-78 General Fund Revenues
History of Department of Finance Estimates
(in millions} °

Original Revisions
Estimate’ .
January May. Legis- January  May  fanvary
Taxes: 977 1977 laton® 1978 1978 | 1979 Actual
Sales and Use ........ 346100 $4+900 $-10 $43160 —  $+154 $5,000.4

Personal Income .. 42850 42150 +16 +834  $4200 +62.9 46679
Bank and Corpora-

[20+] [ 1,750.0 +400 20 41120  +1550 +27.2 2,082.2

All Other 1,0867 4204 04  +657 @ 134 +20 L1700
Total Taxes . SILTALT  $43744 $—18 ° S4+5TTL $+1616 $+1074  $12950.4
Interest income ....... $143.1 +69 —  $+751  $+99  $+478 $282.8
Other revenues and : ] ‘ :

transfers .. 482 —87 $+18 —165  -109  +13¢¢ 461.8
Total Revenues and : . '
Transfers .o $12,3570  $4+3727 —  $+6357 $+1606 $+1690.  $136950

Detaxl may not add to totals due to rounding.
b Major 1977 legislative changes inciuded an increase in the solar energy credit, conformity of state tax

laws to provisions of the Federal Tax Reform Act of 1976, and the exemption of certain med.lcal
devices from the sales tax.

© Includes $215 million transfer from the Federal Bevenue Sharing Fund.

4 Includes special fund transfer of $5.1 million to the General Fund under Sechons 19 I and 19.2 of Chapter
350, Statutes of 1978. .

A-51




CURRENT YEAR REVENUES

Current estimates by the Department of Finance indicate that General
Fund revenues and transfers in 1978-79 will total approximately $15.0
billion, an increase of 9.5 percent over actual receipts of $13.7 billion in
1977-78. Table 26 compares, by, major source, revenues received in 1977-
78 with those estimated for the current year. Table 27 provides an histori-
cal summary of revisions to the Department of Fmance s 1978-79 General

Fund revenue estimates.
Table 26

- Growth of 1973—19 General Fund Ravanues
(m millions} *

Actual Estimated Change

Major Taxes: . Iem 19879 Amount . Fercent
Sales and use " . $5,030 . . $5,695 $665 13.2%
Personal income . 4668 4747" 79 17
Bank and corporation .. e 2.082 _ 2,287 205 98

Other Taxes ....: : " 1,170 1277 107 8.1

Interest Income ; 283 - . 495 142 50.2

Other Revenues and 'I‘ransfers ............. ST 462 . 568 106 29

Total - $13,695 $14,998 $1,303 - 9.5%

# Details may not add to totals due to mundmg

b Includes $990 million revenue reduction in 1978-79 due to AB 3802 (Chapter 569, Stntutes of 1978)
°Includes transfer from the Federal Revenue Sharing Fund of $215 million in 1977-78 and $276 million

in 1978-79.
o Table 27
1978-79 General Fund Revenues
History of Department of Finance Estimates
{in millions) ©

Original ' Revisions
FEstimate Adjustment
January May Adjustment for for  January Current
1978 igrg® B'opo.ﬂaon 13° Lepishtion® 1979 FEstimate
Taxes: - S :
Sales and use ........ $5.,5150 - §1590 $—38.0 T80 81400 $56050
Personal income ... 55000 60.0 220 =10100 1750 47410
Bank and corporation™... 21200 . 600 810 <11 21l 2,981.0
Inheritance and gift.. o . -5 - =50 23 405.3
Cigarette..... 1980 —40 - C—- ~20 1920
Insuranee . . 4470 =50 - - —100 - 4320
Aleoholic beverag 1350 10 — 02 53 1415
Horseracing ...... - o 1104 =30 — -08 -4 1062
Total Taxes.... . $144174  $1T90 $71.0 $-—1,0198 $358.4 $14,0060
Interest Income......... e, 190 99 - . 250 4950
Other Revenue and 5536 52 - 30 57 . 5615

Total RevenuesaudTransfers $151611  $1940 $10 §-10168 5801 $149%85

“ Detail may not add to totals due to rounding,

b Excludes estimated effects of SB 1 and AB 7X {$+34 million for the personal income tax and $+110
million for the bank and corporation tax), which wére included in the Department of Finance's May
revenue revisions, This legislation was enacted but did not become effective due to passage of
Proposition 13 in the June 1978 election.

© Fma.nce estimates as of June 1978.

9 Major 1978 legislative changes included AB 3802 (Chapter 569), Wh.lch reduces 1978-79 persona] income
tax revenue by $990 million, As discussed in the text, this measure contains one-time increases in the
personal tax credit and partially indexes the personal income tax for inflation. Other major legislation
involved the timing of refunds to bank and corporation taxpayers, the definition of retailers liable for
sales tax payments, consideration of gifts when determining inheritance tax liabilities, expanded
eligibility for the solar tax credit, and federal conformity provisions,

 Includes $276 million transfer from the Federal Revenue Sharing Fund.
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Major Tax Legislation Distorts Historical Revenus Comparisons

As shown in Table 27, the budget estimates that 1978-79 revenues will
increase by $1.3 million over the prior year. This estimate, however, re-
flects a $990 million reduction in personal income tax revenues resulting
from AB 3802 (Chapter 569, Statutes of 1978). This tax cut, which is the
largest in California’s history, is discussed in some detail below. Had this
legislation not been enacted, we estimate that personal income tax reve-
nues would increase by almost $1.1 billion (22.9 percent) in 1978-79, as
opposed to the $79 million (1.7 percent) increase shown in the Governor’s
Budget and in Table 26, Likewise, we estimate that total General Fund
revenues would rise by nearly $2.3 billion (16.7 percent) in 1978-79, versus
the currently estimated $1.3 billion increase (9.5 percent). Thus, although
the estimated total revenue growth in the current year is well below the
20.3 percent increase experienced in 1977-78, this difference is substantial-
ly reduced when the effects of the tax cut are taken into account.

Tapering Gains in State Revenues

The 16.7 percent increase in 1978-79 General Fund revenues which we
estimate would be recorded in the absence of AB 3802 represents a slight
decline from the 20.3 percent increase in 1977-78. This decline in revenue
growth primarily is attributable to the sales and use tax and the bank and
corporation taxes. Specifically:

e Bank and corporation taxes are expected to increase only 9.8 percent
in 1978-79, versus 26.8 percent in the preceding year. This difference
is largely due to the anticipated sharp slowdown in corporate profit
growth in 1979 (7.7 percent) relative to 1977 (22.2 percent) and 1978
(19.9 percent), and to the pattern of tax prepayments.

o Sales and use taxes are expected to rise by 13.2 percent, versus the 17.5
percent rise in 1977-78. This reflects the tapering of taxable sales
growth from 18.7 percent in calendar 1977 to an estimated 14.5 per-
cent in calendar 1978, and to only 11.5 percent projected for calendar
1979. The rationale for this tapering is that in the future, taxable sales
will rise in rough conformity with personal income gains, due to the
inability of consumers to continue to increase their borrowing and
debt burdens at rates comparable to those experienced in the past
several years.

« By contrast, personal income taxes show a 1978-79 rise of 22.9 percent
if the effects of AB 3802 are excluded, or only slightly below the 24.1
percent increase realized in 1977-78. The remaining general revenue
sources shown in Table 26 show higher growth rates in 1978-79 than
in 1977-78, primarily due to increased interest income and a larger
transfer of monies from the Federal Revenue Sharing Fund. Howev-
er, these gains are not sufficiently large to outweigh the slowing
growth rates of the major taxes.
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Revisions in the Estimates for 1978-79 . .

The Department.of Finance’s current estimate of revenues in 1978-79
is $163 million below the revenue estimate contained in the Governor’s
1978-79 Budget (January 1978), and $357 million below the estimate con-
tained in the May 1978 revision. The revised estimate primarily reflects
the combined effects of three factors: unexpectedly strong personal in-
come gains, Proposition 13 and major tax cut legislation. Specifically:

« Proposition 13 increased estimated revenues by $71 million, according
to June 1978 Department of Finance estimates. This is primarily be-
cause reduced property taxes result in reduced itemized deductions
on income tax returns for individuals and businesses, thereby raising
overall taxable income.

« The tax cut enacted under AB 3802 reduced estimated 1978-79 per-
sonal income tax revenues by $990 million.

» Unexpectedly strong gains in personal income, taxable sales and cor-

. porate profits, reflecting both high inflation and large employment
gains, increased estimated revenues by $783 million over last vear’s
budget estimate, In 1978, for instance, wage and salary income—the
major single determinant of personal inicome tax revenues—rose 14.9
percent, compared to the Department of Finance’s January 1978 fore-
cast of 10.9 percent.

Other revisions to 1978-79 revenues involve reductions due to federal
conformity legislation ($15 million), expanded eligibility for the solar en-
ergy device tax credit ($5 million), and changes in the Hming of refunds
to bank and corporation taxpayers ($7 million).

The Income Tax Cut: Provisions and Implications

Assembly Bill 3802 (Chapter 569) includes one-time and permanent tax
reduction provisions which lowered estimated 1978-79 income tax reve-
nues by $990 million. (The estimated reduction for 1979-80 is $580 mil
lion.) This legislation contains five key provisions:

+ For the 1978 tax year only, the personal credit is 1ncreased from $25
to $100 for single persons and from $50 to $200 for married persons
filing jointly.

« Effective for 1978 and thereafter the personal income tax brackets
are to be adjusted, or mdexed” each year by that portion of the
annual percentage change in the Consumer Price Index (CPI) ex-
ceeding 3 percent.

« Effective for 1979 and thereafter, the personal credits, the dependent
and blind credits, the standard deductlon and the 100 percent low

- income credit also will be indexed, but by the filll amount of the
annual percentage change in the CPIL

» Taxpayers will be allowed to exclude from taxable income up to $100-
000 of the capital gain on the sale of a personal residence. Thls exclu-
sion may be taken only once in a taxpayer’s lifetime.

» A state tax credit for the elderly will be provided which conforms to
an existing federal tax credit for the elderly.

Table 28 details the effects of these provisions for calendar years 1978

and 1979..
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Table 28

Calendar Yoar Effects of AB 3802 (Chapter 569)
{millions of dollars)

Revenue Effect
Calendar Calendar
. L . . Year Fear .
. Type of Provision ' _ 978 1979

One-Time Increase in Personal Credit $-—-681 $-0
Indexing * : ‘ 18 —431
Capital Gain Exclusion on Sale of Resldence . - =25 —25
Elderly Tax Credit . -8 -8
Total Effect ; ; $-898 $—464

* Includes both the partial mdexmg of tax brackets begmnmg in 1978 and the full indexing of eredits and
of the standard deduction beginning in 1979.

In the short term, AB 3802’s major unpact on revenues results from the
one-time personal credit increase. In the long-run, however, the mea-
sure’s primary impact on state revenues will result from the indexing
provxsmns Indexing will substantially alter the relatlonsh1p between
changes in personal income compone_nts and the associated income tax
liabilities. For instance, a 1 percent increase in personal income historical-
ly has produced on the average, a 1.6 percent to 1.8 percent increase in
personal income tax collections. The indexing provision of AB 3802 will
reduce this revenue sensitivity. The extent to which it does so will depend
on the share of personal income growth attributable to inflation in the
future, The greater this share, the less sensitive revenues will be to income
changes. Based upon current trends in inflation and iricome, we believe
that indexing could result in a 1 percent change in personal income pro-
ducing only a 1.3 percent to 1.4 percent increase in personal income tax
revenues. Thus, in the future revenues will grow at a slower pace relative
to inicome than they grew in the past.

Economic Strength Increases Revenue Estimates

Despite the tapering rate of overall revenue growth in 1978-79, reve-
nues continue to run ahead of the Department of Finance'’s revenue
forecast when adjustments are made for the revenue effects of new legisla-
tion (Table 27). This is primarily because real economic activity and infla-
tion have exceeded the department’s projections. As a result, the depart-
ment’s current revenue estimate for 1978-79 is nearly $590 million higher
than the level forecast last May (after adjusting for the effects of legislation
and Proposition 13). The increase in the estimate reflects three basic
factors: ' '

e The 1977-78 revenue base from which 1978-79 revenues are projected

was found to be $170 million larger than preliminary data suggested
in May. This is party because economic performance affecting 1977-78
revenues exceeded expectations.

+ Economic performance in 1978, .the major factor affecting 1978-79

revenues, also exceeded the level forecast in May. For example, the

- Department of Finance currently estimates 1978 personal income

growth at 14 percent, but forecast only a 12.5 percent increase in May.

Similarly, the estimate for taxable sales has been revised upward from
12.3 percent to 14.5 percent, :
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« Interest income is expected to total $425 million, or $225 million more
than the May estimate. This revision reflects a combination of rising
interest rates and a higher average balance in the State Treasury
during the year than predicted earlier.

Whether the entire $590 million revenue gain expected by Finance will
in fact occur remains to be seen. As of December 1978, only about $130
million of this amount had actually been realized by the state. However,
based on the cash-flow patterns of revenue collections in prior years, we
believe that the overall 1978-79 Finance revenue projection is reasonable.

Continued Strong Taxable Sales

Estimated current fiscal year sales and use tax receipts have been re-
vised upward by $215 million over the estimate made in January 1978, after
adjustment is made for Proposition 13 and new legislation. This revision
is generally consistent with the revised economic forecasts. For example,
the 3.8 percent upward revision in taxable sales estimated for calendar
1978 is only slightly higher than the 3.3 percent upward revision in estimat-
ed personal income (personal income growth for thé year is estimated at
14.0 percent, or nearly the same as the estimated taxable sales growth rate
of 14.5 percent) This situation is very different from the 1977 experience
when personal income rose by 11.5 percent but taxable sales rose a record
187 percent Because of this disparity in taxable sales growth relative to
personal income growth during 1977, the ratio of taxable sales to disposa-

“ble personal income in 1977 reached a record level of 65.7 percent (see
Table 29).

Table 29

Companson of Taxable Sales and Disposable Income
1973 Through 1978 Calendar Years
{in millions)

Taxable Sales
As Percent
Taxable  Percent Disposable Percenf Disposable
Sales Change  Income  Change Income
1973 ; - ‘ $61,738 - $99,815 — 61.9%
1974 . : ' . BBOT1 10.3% 110,220 104% 618
1975 73,476 79 123,396 120 59.5
1976 o e B3890 141 136726 108 613
1977 99,481 187" 151,322 107 ° 8.7
1978 . 113,875 14.5 172,724 14.1 65.9

& Source Department of Finanece,
® Includes effect of one-time increase in taxable sales in 1977 due to (1) a significant shift from nontaxable
to taxable fuels for energy production.and (2) a change in administrative procedures for taxing

private transfers of automobiles. Excluding these effects would reduce the percentage change in 1977
to about 18 percent. .

We suggested in last year’s Analysis that this ratio might be expected to
return to levels more in line with those of the past, partly because of
concerns that the high levels of consumer borrowing which had helped to
support 1977 spending could not be maintained indefinitely. However,

- this failed to occur in 1978. In fact, the ratio of taxable sales to income
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actually rose even further during 1978, to 65.9 percent. As a result, 1978-79
sales and use tax revenues are estimated to rise over the 1977-78 level by
$700 million, or about 14 percent, excluding the effects of legislation and
Proposition 13. _ o ;

Bank and Corporation Tax Revisions

As shown in Table 27, the Department of Finance’s current estimates
of bank and corporation tax revenues for 1978-79 exceed its January 1978
estimates by nearly $90 million, excluding the revenue effects of new
legislation and Proposition 13. This represents an upward adjustment of
4.1 percent, and produces a total increase in 1978-79 revenues of $205
million (9.8 percent) over 1977-78 revenues (Table 26), The Proposition
13 revenue effect-—estimated in June 1978 as an increase of $87 million—
reflects a sxgmficant increase in taxable corporate income caused by the
reduction in deductible property tax payments.

Table 30 provides a breakdown by industry of estimated California
corporate profits. Profits for all industries in 1978 are estimated to have
increased by 19.9 percent ($3.7 billion) over the previous year, led by
particularly large increases in manufacturing (25 percent, or $1.7 billion)
and utilities (45 percent, or $530 million). Construction industry profits,
by contrast, increased only 2.7 percent ($20 million}, versus the gain of
nearly 35 percent in 1977. This partly reflects the decline in 1978 California
building activity relative to 1977 and the continuing increases in building
materials costs. The 19.9 percent growth in profits for all industries repre-
sents a significant increase over the 10.0 percent gain originally expected,
and is only slightly below the strong 22.2 percent gain registered in 1977.
However, nearly $970 million of the $3.2 billion 1978 taxable profit gain is
attributed to reduced property tax payments associated with Proposition
13. Without this effect, the 1978 profit increase would have been only 14.7
percent. The underlymg growth in corporate profits, therefore has clearly
slowed. from its 1977 pace.

.Table 30

Calendar Year Taxable Corporate Income
. {in millions) :

Actval  Preliminary Percent Estimated Percent

Industry . 1978 1977 - Change 1978%  Change

Agriculture - §289 $293 T 14% 7 $313 6.8%
Mining and Cil . 1,388 1,150 =171 1,317 145
Construction . 549 738 44 758 29
Manufacturing, 5,463 6,579 T 204 8,225 250
Trade . revveneens 3300 - 4,005 241 4,686 14.4
Banking - 1,304 2,008 540 2,270 130
Utilities 973 1,178 211 1,710 45.2
Other * : 2,136 2,788 305 3,201 180

Total ; $15,403 $18,829 29.2% $22,570 19 3%

& Includes services, financial institutions not subject to the bank tax, and real estate.”
b Includes $967 million due to Proposition 13,
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BUDGET YEAR REVENUES

Total state revenues from all sources in the budget year are estimated
by the Department of Finance at $18.6 billion: This estimate, however,
incorporates the effects of a $1.4 billion revenue reduction assoc1ated with
a tax cut proposalin the budget. Total state revenues under existing law
are estimated at $19.9 billion in 1979-80--an increase of more than $2.5
billion, or 14.5 percent, over the $17.4 billion estimated in the current year.
The growth of General Fund revenues, which represent over 85 percent
of all state revenues, is expected to be 15.8 percent ($2.4 billion)—again
excluding the effects of the proposed ‘tax reduction. Revenues from all
special funds are estimated to be nearly $2.6 billion in the budget year—up
6.2 percent over 1978-79. .

Table 31 compares Department of Finance revenue estimates by source
for the current and budget years.

Tahla 31

.Projected 1979-80 State Revenue Collections Under Existing Law
{in millions) * .

_ Estimated }’rojected‘ Change

_ . General Fund . - 1978-79 197980  Amount . Percent
Taxes: . o -
Sales and use ) $5,695.0 - $6375.0 $6806.0 11.9%
Personal income ® 47470 62130° 14660 309
Bark and corporation 92,9810 2,460.0 173.0 16
Inheritance and gift: 405.3 4524 411 116
Insurance e . 4320 4800 48,0 -1L1
Cigarette ©o 1920 197.0 50 2.6
Alcoholic beverage S o Mls 150.2 87 6.1
Horseracing......... ‘ 1062 114.6 84 79
Total Taxes .. S e $14,0060 $16,442.2 $2,4362 174%
Other Sources: '
Health Care Deposxt Fund....eccnneecssmseessions - $103.6 $1409 $373 36.0%
Interest on investments............ " 4250 325.0 —1000 —-235
Federal revenue shaxing transfer .. . 276.2 216.2 - -
Other revenues and transfers ... : 181.7 184.0 -3.7 -320
Total General Fund ‘ .. $149985 $17,368.3 $2,369.7 15.8%
Special Funds :
Motor Vehicle: i
Fuel tax .. $885.5 $613.0 $275 31%
License fee (in lieu) 555.0 635.0 800 144
Registration, weight and miscellaneous fees .. 400.7 4226 219 5.5
Cigarette Tax . 822 844 22 2T
Oil and Gas Revenues . 80 743 -107 —J26
Other : 413.1 4428 207 72
Total Special Funds 4 $2,421.5 $2.572.1 $150.6 62%

Total State Funds $17,420.0 $19,940.4 $2,520.3 145%

® Detail may not add to totals due to rou.ndmg i

b Includes revenue effects of AB 3802 (Chapter 569, Statutes of 1978).

¢ Excludes personal income tax reduction proposedin the 197980 Governor's Budget and mcluded in the
Department of Finance's revenue estimates. If enacted, this proposal is estimated to reduce 1979-80
personal income tax revenues by $1,373 million.
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Underlying Revenue Growth Trend Still Strong Yet Slowing:

The underlying General Fund revenue growth trend is expected to
taper significantly from that of the current year. Although Tables 26 and
31 indicate that the estimated General Fund growth in 1979-80 (15.8
percent) will exceed that for 1978-79 (9.5 percent), these ﬁgures are
distorted by the tax reduction features in AB 3800.

In the absence of AB 3802, the Department of Finanice data indicate that
General Fund revenue growth would have tapered from 16.7 percent in
the current year to'12.3 percent in the budget year. This slow down is
reflected in the revenue estimates for each of the three major taxes:

¢ Sales and use taxes—the state’s largest single source of General Fund

 revenue—are expected to increase 11.9 percent over 1979-80, com-

pared to the 13.2 percent estimated for the current year.

‘e Bank and corporation taxesin 1979-80 are forecast to rise 7.6 percent,

versus the 9.8 percent gain estimated for 1978-79. .
¢ The Department of Finance’s personal income tax estimates show
_that, in the absence of AB 3802, collections would rise 18.4 percent in
the budget year, versus a 22.9 percent gain for 1978-79. This is a more
realistic comparison than the one shown in Table 31.

This moderately strong, though slowing, underlying revenue trend re-
flects the Department of Finance’s forecast for a tapermg of economic
activity in 1976 and 1980.

Personal income Taxes Reflect Income Projections and New Legislation

The Department of Finance is predicting 1979-80 personal income taxes
at $62 billion, excluding consideration of the $1.4 billion proposed tax
program. The income tax estimate reflects a $580 million reduction result-
ing from AB 3802 (primarily the 1ndex1ng provisions).

This income tax estimate is generally in line with projected income
ga.ms in California. However, in relating income tax revenues to income,
it is important to recognize 'that both AB 3802 and Proposition 13 may
significantly change the relationships that have been observed in the past.

In particular:

» Proposition 13, in addition to raising income tax revenues due to the
reduction of property tax-related itemized income tax deductions, has
significantly increased California personal income. This is partly be-
cause of substantially increased imputations to homeowners’ rental
income. These imputed income ga.ins generally are not taxable until
the property is sold.

s The large one-time personal income tax credzt provided by AB- 3802
for the 1978 income year produces an extremely large revenue
growth in the budget year relative to income growth.

o The indexing provisions-of AB 3802 will permanently change the
sensitivity of personal income tax revenues to changes in personal
income. As we have indicated earlier, we believe that the long-run
effect of AB 3802 will be to reduce the “elasticity” of personal income
tax revenues to changes in income from its current range of 1.6 to 1.8,
down to-a range of 1.3 to 1.4. However; because future rates of infla-
tion are subject to great uncertainty, an accurate prediction of the
long-run revenue effects of indexing is impossible.
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Incoma Tax Reduction Proposed

The Governor’s Budget proposes a $1.4 billion personal income tax
reduction for 1979-80. As noted above, the Department of Finance’s pub-
lished revenue projections have been reduced so as to reflect this plan. As
indicated in the budget, however, the Governor’s plan is contingent upon
a continued favorable economic and fiscal outlook during 1979, An eco-
nomic downturn in the economy late in 1979, for instance, might cause
such a proposal to be tabled or modified. We have eliminated the effects
of this reduction from Table 31 in recognition of the fact that the reduction
requires enactment of legislation.

The Governor’s tax reduction proposal has three basic elements:

¢ The personal income tax exemption credit would be increased from
$27 to $125 for single persons and from $54 to $250 for persons filing
joint and head-of-household returns. This provision would reduce
1979-80 personal income tax revenues by $915 million.

« The treatment of ‘the homeowner’s exemption would be changed,
from a $7,000 reduction in the market value of a home for tax purposes
to an $87 refundable income tax credit. At present, the homeowner’s

1 exemption is treated as a state expendriture because the state reim-
burses localities for reduced property tax revenues caused by the
exemption. For 1979-80, this expenditure is estimated to be $374 mil-
! lion under existing law. The budget proposal, however, would convert
i an estimated $262 million of this amount to a revenue reduction by
' ‘allowing tax payers to reduce their income tax liabilities by up to $87
| opposed to a state expend1ture because taxpayers with income tax

' liabilities would receive all or part of the $87 credit as an income tax
' reductlon Any unused part of the credit ($112 million) would be
“paid out™ as refunds to income tax filers, and thus would be classified

as an expenditure.

« An additional personal income tax reduction of approximately $20¢
million is included for renters’ relief or for other unspecified types of
tax reductions.

The combined effect of these three income tax reduction provisions for
personal income tax revenue in the budget year is nearly $1.4 billion. This
represents 22 percent of the underlymg 1979-80 personal income tax reve-
nue estimate of $6.2 billion shown in Table 31.

Taxable Sales Maintain Strength

The Department of Finance forecasts that sales and’ use tax revenues
will increase by 11.9 percent (to $6.4 hillion) in fiscal 1979-80, reflecting

3 a projected growth in taxable sales of 11.5 percent in calendar 1979 and
- 11.1 percent in 1980.

Table 32 provides a breakdown by general category of sales outlet, of
preliminary taxable sales data for 1978 and estimates for 1979 and’ 1980.

The anticipated slowing in econormic activity later in 1979 explains the
change in taxable sales. This slowdown will impact particularly on pur-
chases of major consumer durables such as new cars. The department
expects the growth in taxable new car sales to drop from 16.1 percent in
1978 to only 4.8 percent in 1979, before reboundmg to an increase of 15.3
percent in 1980, )
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Table 32

Estimated Calendar Yoar Taxable Sales *
(in millions}

Actusl  Preliminary Percent Ftimated Percent Fitimated Percent

97 198 Clange 199  (Change 1990 Chamge

Retadl Stores #0565 630 142% SN0 1R1% S4B 100%
Autes, Other Vehicles and Service Stations ... 23,387 %175 119 BN 0 e 12

Building Materials and Construction......... - 1022 IS 160 1340 MO 515 122
Manufacturing, Wholesaling and M]SC&'.[H.DGO'IJS B30 BB 166 NH 134 W 12
Total Taxable Sales ‘ — " 09481 SU3ET5S  C145%  §1059%5  115% sS40 iLl%

“Real Growth” . , - - 145 - 4% - %

® Source: Department. of Finance.

The Department of Finance assurnes that the ratio of total taxable sales
to disposable personal indome will remain near the high levels achieved
in 1977 and 1978. Taxable sales averaged 61.1 percent of disposable income
over the period 1973 through 1976. In 1977, however, this ratio soared from
61.3 percent to 65.7 percent, as taxable sales rose 187 percent and substan-
tially exceeded the 10.7 percent increase in disposable income. The ratio

rose even higher in 1978—to 65.9 percent (Table 20). To what extent this

ratio will decline in the future is unknown.

Bank and Corporation Tax Revenues to Slow

The Department of Finance projects that bank and corporation tax
revenues will total $2.5 billion in 1979-80, an increase of 7.6 percent ($173
million). This rate of increase is sllghtly below the 9.8 percent gain es-
timated for the current year, and substantially below the 26 8 percent gain
in 1977-78.

The bank and corporatlon tax is consistently one of the most difficult
revenue sources to project, because of both the general unpredictability
of -corporate profits and the technical problems of translating calendar
year profits into fiscal year revenues. For example, complex cash flow
patterns characterize the payment, of estimated taxes, several different
methods for computing tax prepayments may be chosen and a large por-
tion of California’s profits are taxed under the unitary method, which
allocates profits of multistaté and multinational firms to California on the
basis of a statutonly-determmed ratio capable of taking on different values
in different years.

Nevertheless, broad trends in the growth of fiscal year corporate taxes

are generally consistent with broad trends in calendar year corporate
profits. Thus, the slowing rate of profit gain for 1979-80 largely reflects the
sharp drop in ‘1979 taxable profit growth to 7.7 percent, followed by a
moderate rebound to an increase of 13.2 percent forecast for 1980. The
growth in California profits generally parallels the profit pattern projected
nationally—a decline to 4.0 percent in 1979 followed by an increase of 12.9
percent in 1980 (Table 15). The accuracy of the department’s bank and
corporation tax estimate will depend primarily on the accuracy of the
corporate profits forecast which, as indicated above, has typically been
subject to substantial—although largely unavoidable—errors.
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Other General Revenues

General Fund revenues from sources other than three magor taxes are
projected at slightly more than $2.3 billion in 1979-80, an increase of $50
million (or 2.2 percent) over 1978-79 (Table 31}.

Inheritance and gift taxes are expected to increase 11.6 percent (a gain
of $47 million), while insurance tax gains are-expected to total $48 million
(up 11.1 percent), reflecting a projected 11.1 percent growth in calendar
1979 taxable insurance premium volumie.

Partially offsetting these and other gains, however, is a projected $100
million decline in interest income from state investments. This 24 percent
reduction in interest income to a level of $325 million assumes that the
average balance of surplus monies available for investrnent will decline
from the current year, because of AB 3802, post-Proposition 13 local assist-
" ance, and the income tax reductions proposed in the budget. To the extent
that these tax proposals are not enacted, the 1979-80 interest income
projection rmght prove to be too low.

The interest income projection also assumes an average rate of return -
on investments in the budget year of 7% percent, down from an estimated
8Y4 percent for 1978-79. However, because the inflation cutlook is uncer-
tain and inflation directly a.{"fects interest rates, pro;ected interest rate
movements may have to be revised, requiring revisions to the 1979—80
interest income forecast. :

Spocual Fund Hovenues

Combined revenues from all state special funds are pro;ected to reach
nearly $2.6 billion in 1979-80 or 6.2 percent {$150 million) above the
current year estimate.

Over 75 percent of the revenues from these special funds come from
motor vehicle-related leyies, including gasoline taxes, license fees and
registration fees. These vehicle-related levies are projected to rise by
nearly $130 million in 1979-80 (7.0 percent), to a level of almost $2 billion.
Of this total,-over $900 million reflects fuel taxes imposed on a per gallon

_ basis, which are projected to rise by 3.1 percent ($28 million) in 1979-80.
This prOJectmn assumes that average gasoline consumption per vehicle
willincrease in 1978-79 (from 640.3 to 641.5 gallons) and decline in 1979-80
(to 638.0 gallons) the latter due to changes in the automobile mix and
increasing engine fuel economies. The projection also assumes that Cali-
fornia new car sales will decline by 7.7 percent in 1979 due to the economic
slowdown, and then rebound with a 6.5 percent gain in 1980 (see Table
17). Vehicle registration and license fees are estimated at nearly $1.1"
billion in the budget year, up 10.7 percéent ($102 million) over 1978-79.
This projection assumes a 3.1 percent average annual increase in registra-
tions from 1978 to 1980 and a total stock of 19.3 mjlhon registered vehlcles:
in California by the end of 1980.
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Economic Qutlook Uncertainties Qualify Revenue Projections : :

As indicated -earlier, we believe that the Departmient of Finance’s cur-
rent year revenue revisions and budget vear revenue projéctions are
consistent with its economic forecasts for 1979 and 1980, and that these
economic forecasts are themselves “reasonable”. - At ‘the same time,
however, these economic forecasts are subject to considerable uncertain-
ty, particularly as one looks into late 1979-and 1980. These economic uncer-
tainties apply to many of the economic variables which directly affect state
revenues, such as inflation; interest rates, general consumer spending and
automobile sales, employment and business profits. ‘

Because of these uncertainties, actual revenues in 1978-79 and 1979-80
are almost certain to differ from projected revenues—perhaps substantial-
ly. The Department of Finance itself recognizes this, and has indicated
that, depending on economic conditions, actual 1978-79 revenues could be
$300 million higher or $500 million lower than what it estimates. The
Department also has estimated that actual 1979-80 revenues could be $1.6
billion above to $1.7 billion below those it projects, a range of $3.3 billion.
Our own analysis suggests that, based on the most probable economic
scenarios, a more likely range would probably be less than one-half of this
magnitude. In any case, even though the Department of Finance’s reve-
nue projections are “reasonable”, they are also subject to: considerable
error in either direction due to inherent uncertainties in the economic
outlook.

IV. TAX EXPENDITURES

Current law (Chapter 575, Statutes of 1976) requlres the Department
of Finance to include a report on “tax expenditures” in the Governor’s
Budget for each fiscal year beginning in an odd-numbered year. As part
of this reporting responsibility, the department is required to:

« Identify all tax expenditures contained in California’s state tax struc-

.ture and in the property tax.
“« Determine the amount of the revenue loss resultmg from such tax
_expenditures.

« Make recommendations to eliminate or limit the duration of particu-

lar tax expenditures.

» Prepare any legislation required to implement its recommendations

" and present this leglslatlon to the chairman of the revenue and taxa-

tion committee in each house of the legislature.

For 1979-80, the Department of Finance's report on tax expend1tures is
included in the Governor’s Budget beginning on page A-81. The purpose
of this discussion is to (1) provide background information on the tax
expenditure concept, (2) review and comment on the findings and recom-
mendations contained in Finance’s tax expenditure report and (3) offer
recommmendations regarding possible modifications of the tax expenditure
reporting process in California.
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What is a “Tax Expenditure” ?

The concept of “tax expenditures™ originated in the late 1960°s and has
been used increasingly in recent years to identify—and, where possible,
to quantify—those indirect government “costs” which result from tax
revenue losses. “Tax expenditures” are defined generally as revenue losses
resulting from tax provisions which are designed to encourage certain
kinds of behavior by individuals or to aid faxpayers in special circum-
stances. The basic objective of the tax expenditure concept is to identify
those revenue losses which result from the use of the tax system to achieve
results commonly sought through direct government expenditure pro-
grams. Once identified, tax expenditures can be reviewed and evaluated
on the same basis as direct expenditure programs. This review process
might include: '

« An assessment of the continued validity of the basie goals of and need
for the tax expenditure (for example, to provide low-income tax relief
or incentives to stimulate a new industry);

» A review of the costs and benefits of alternative means to accomplish
these goals (for example, direct government grants or subsidies};

« Consideration of revisions to the tax expenditure provision the
desired objectives being be accomplished at a lower level of revenue
loss and/or administrative costs.

Basic Conceptual and Theoretical Issuas

Despite the increasing use of the tax expenditure concept at both the
federal and state levels, there remain important concerns as to (1) the
basic validity of the concept, (2} the potential for translating what might
be an acceptable theoretical concept into a practical budgeting tool, and
(3) the implications of drawing a distinction between a “tax expenditure”
and all other tax revenue losses.

1. Validity of the Concept. Some commentators have challenged the
basic conceptual validity of the “tax expenditure” concept because, in
their view, the logical extension of this theory implies that any income not
collected by the government is in effect a government “subsidy”. The
proponents of the tax expenditure concept have attempted to deal with
this concern by classifying as tax expenditures only those revenue losses
resulting from provisions of the tax laws which are exceptions to a “nor-
mal” tax structure. Because, it is argued, such exceptions reflect a con-
scious decision to provide for specific exemptions from an otherwise
uniformly applicable tax, the resulting revenue losses are appropriately
considered as fax reductions, rather than as income not collected,

9. Theoretical and Practical Problems. Whether or not this approach
is acceptable on a philosophical or policy level, serious theoretical and
practical problems emerge in attempting to define a “normal” tax struc-
ture. For example, there are no purely theoretical grounds for including
progressive rates in a “normal” income tax structure. However, because
of their general acceptability, progressive tax rates are assumed as a start-
ing point in estimating “tax expenditures” under both the state and fed-
eral income tax laws. Also, imputed income from owner-occupied homes
(that is, the income which would be received by the owner if the home
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were rented} typically is not considered a part of a “normal” income tax
structure. This is because such income is difficult to measure and the
concept is not generally understood and accepted. Therefore, although
the exclusion from taxation of homeowners’ imputed rental income
theoretically results in a tax expenditure, practical considerations pre-
clude it from being identified as such. :

3. Implications. Although the term “tax expenditure” is used often, its
exact meaning and intended applications may not be widely understood.
One problem encountered in categorizing revenue losses as tax expendi-
tures is the implication that all revenue losses notincluded result from tax
provisions which are appropriately considered as part of the “normal” tax
structure, and thus need not be subjected to review. For example, if
progressive income tax rates are treated as being part of the “normal” tax.
structure for purposes of determining tax expenditures, this may be taken
as an indication that the degree of progressivity provided by the existing
structure is somehow “normal” or “acceptable™.

The converse of this problem is that all revenue loss provisions placed
in the “tax expenditure” category may take on the generally negative
connotation of tax “loopholes”, regardless of their appropriateness and
effectiveness in accomplishing desirable social or economic goals.

The Federal Tax Expenditure Budget

The tax expenditure concept was first defined statutorily at the federal
level in the Congressional Budget Act of 1974. This act, which requires a
listing of tax expenditures in the federal budget, defines “tax expendi-
tures™ as “revenue losses attributable to provisions of the federal tax laws
which allow a special exclusion, exemption, or deduction from gross in-
come or which provide a special credit, a preferential rate of tax, or a
deferral of tax liability.” This definition was narrowed considerably for
purposes of implementing the federal tax expenditure reporting require-
ments by including as “tax expenditures” only those exceptions to the
“normal structure” of the tax which reduce tax liabilities for a particular
group of taxpayers.

Because of the theoretical problems in determining what constitutes a
“normal” tax structure, tax provisions at the federal level are considered
to result in tax expenditures if they depart from a “generally accepted”
structure of an income tax. This “generally accepted” structure is fre-
quently revised to incorporate various revisions to federal tax laws, such
as those resulting from the Tax Reform Act of 1976 and the Tax Reduction
and Slrnphflcatlon Act of 1977.

In preparing the federal tax expenditure budget, some of the provisions
included as a part of the “generally accepted” federal income tax structure

"~ —and, thus, nof considered a tax expenditure—are:

e Progressive tax rates;

« Separate rate schedules for single and married taxpayers, married
taxpayers filing separately and heads-of-household;

« The zero bracket amount (formerly, the standard deduction);

¢ Personal exemptions;

« The deduction from gross income of business expenses (includes only
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that portion of depreciation expenses reflecting a reasonable eco-
nomic rate of depreciation); :

+ The exclusion from gross income of unputed rent on owner-oc-
cupied housing and “in-kind” income from the services of a nonwork-
ing spouse; and

« Itemized nonbusiness deductions, to the extent they do not exceed
the standard deduction,

California’s Tax Expenditure Reporting Requiraments

California law defines “tax expenditures” to include afl deductions,
credits, exclusions, exernptions, and preferential tax rates contained in the
state tax structure and in the local property tax. In preparing its required
report on tax expenditures, it appears that the Department of Finance has
applied a broad interpretation to this statutory definition and included
estimates of the revenue losses resulting from all statutory state tax and
local property tax deductions, credits, etc.—at least to the extent these
losses can be quantified.

This represents a significantly different approach than that used at the
federal level, where only variations from a “generally accepted” tax struc-
ture are shown as tax expenditures. For example, the Department of
Finance has included in its report estimates of total income tax revenue
losses due to the standard deduction, itemized deductions and personal
and dependent c¢redits. At the federal level, all or a portion of the equiva-
lent deductions or credits—the zero bracket amount (formerly, the stand-
ard deduction), itemized deductions not exceeding the standard
deduction and the personal exemptions—are considered to be part of the

“normal” federal income tax structure and, thus, are not considered tax
expenditures. -

Summary of 1979-80 “Tax Expenditures”

In the 1979-80 budget, the Department of Finance has identified state
tax expenditures totaling $6.6 billion and local tax expenditures (under the
sales and property taxes) of $2.7 billion. Table 33 summarizes Finance’s tax
expenditure estimates by tax.-

Table 33

Summary of |dentifiable “Tax Expenditures”
' Department of Finance Estimates

1979-80
"Revenue
: Losses
State tax expenditures: (In Millions)
Personal income taxes $3,838
Retail sales and use taxes . 1,835
Inheritance Tax - 660
Bank and corporation tax : 152
Motor vehicle fuel taxes 8
Insurance tax 40
Horse racing 3
Total State tax expenditures ......, $6,610
Local iax expenditures:
Property tax $2,144
Sales tax . 514
Total local tax expenditures $2,658

TOTAL $9,268
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As indicated in this table, the bulk of the identifiable tax expend1tures
from the standpomt of revenue losses; oceurs in the statepersonal income
tax, the state and local sales and use taxes and local property taxes. Some:
of the major categories of tax expend1tures are. shown for each of these :
taxes in Table 34. : : ‘

Table 34
Solected “Tax Expenditures”
Department of Finance Estimates

1979-80
" Estimated
- * Revenue Loss

) . . oA (mitlions)

State Personaf Income Tax .- _ : : -
Interest Expense - . %135
Personal and Dependent Credits y . - . 450
Property, Sales and Vehicle Taxes — ' 370
Capital Gains Exclusion ; - 350
Charitable Contributions -; e : ; . 215 ..
Medica! Expenses : 130
Head-of-Household Status ‘ 115
Standard Deduction.......... I %0
Low Income Credit ...c...iceini.uuv LT T30
Solar Energy Device Credit : o T 15

" State and Local Sales and Use Tax : . - R

Food Consumed at Home §1,024 .
Gas, Electricity and Water : 672
Vessels and Aireraft _— . - . 256
Cargo and Refundable Contamer-: ; : A Yol

Local Property Tex S . R K
Government-owned Property......... .o . 656
Household Furnishings S ‘ _ 400
The Homeowners' Exemption ($7,000 full value) i " T 354
The 50 percent Business Inventory Exemption I . 28 -

. Bonds (and Intangibles) . 200.

A major portion. (nea.rly $1 5 bllhon) of the tax expenchtures 1denhﬁed
under the personal income tax are the result of various nonbusiness item-
ized deductions: Chief among these are the deductions allowed for inter-
est expenses, which Finance estimates will result in revenue losses of $735
million in 1979-80. Nonbusiness interest expenses are made up largely of
interest paid on home loans and consumer credit. Other itemized income
tax deductions shown as tax expenditures include those for property, sales

and vehicle taxes ($370 million), charitable contributions ($215 mil]ion), _

and medical expenses ($130 million). Another major “tax expenditure™
shown under the income tax is the $450 million revenue loss estunated for
the personal and dependent credits. :

Under state and local sales taxes, revenue losses from, the exemphon of
food consumed at home ($1,024 million) represent the largest single tax




expenditure category. The bulk of local property tax expenditures ($1,056

million) is estimated to result from the exemption of government owned

property and household furnishings. Also included as a'tax expenditure
under the local property tax are the homeowners’ property tax exemption
($354 million) and the 50 percent business inventory exemption ($238
million). {As discussed below, we question whether it is appropriate to
classify such “reimbursable” local exemptions as “‘tax expenditures”, to the
extent that state subventions to-replace these losses also are 1nc1uded as
direct appropriations in the budget.)

Technical Qualifications

Apart from concerns as to the appropriateness or significance of the tax
expenditures shown in the Governor’s Budget, Finance’s estimates of
these revenue losses are subject to the following important technical

qualifications:

1. Estimates Not Cumu_]atwe. As Finance has indicated in its report,
individual tax expenditure estimates cannot, in many cases, be added to
provide an accurate estimate of total revenue gains resulting from the
repeal of these provisions. This is because of the effect the elimination of
‘one provision would have on the revenue gains resulting under another.
For example, the repeal of the deductibility of interest expenses would
increase income tax revenues by an estimated $735 million. At the same

time, however, the resulting increase in taxable income would place tax-"

payers in higher marginal tax brackets, thus increasing the potential reve-
- nue gain from the repeal of any or all of the other income “tax
expenditure” provisions.

9. Data Limitations. The lack of data frequently precludes precise
estimates or, in some cases, even close approximations of tax expenditures.
Many of the major tax expenditures shown result from exemptions of
specified income, sales or property. Because these exempt items currently
are not taxed, there is no reason to collect and maintain the information
which is necessary to estirnate the potential revenue loss (for example,
due to the exemption from the sales tax of food consumed at home}).

3. “Second-Level” Effects Not Included. The tax expenditure esti+:

mates shown reflect only the direct impact on revenues of repealing the

various tax provisions. They do not take into account the largely un- -

predictable “secondary effects” which may result from consequent (a)

changes in the behavmr of md1V1duals and/or (b) long-range 1mpacts on

the economy.’

Tax Expendnture "Sunset" Pl’OVIBIOI‘IS

In recent years, the Legislature has enacted several state and local tax
reduction measures which have included “sunset” provisions. Under these
provisions, a new exemption, credit, deduction, etc., is provided only for
a specified period (usually five years), at the end of which time it au-
tomatically expires unless extended by direct action of the Legislature.
Many of these sunset provisions have required this office to conduct and
submit a study of, typically, the economic and revenue impacts of the tax
reduction measure.

The Department of Finance has recommended in its tax expenditure
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report that (1) the process of reviewing tax reduction measures contain-
ing sunset provisions should include interim legislative hearings on such
measures and (2) every study conducted on the impact of these measures .
should include a firm recommendation as to continuation or curtailment.

We agree that interim hearings could facilitate legislative consideration
of the merits of extending limited-term tax reduction measures. Based on
our experience in conducting studies on these measures, however, we
believe it may not be possible to include a firm recommendation on
continuation or curtailment in every such study for two basic reasons.

First, the Legislature’s objectives in enacting tax reduction measures
generally are not specified in the enabling legislation. Accordingly, it can
not always be determined to what extent a tax reduction is intended, say,
to provide for taxpayer equity or to stimulate an infant industry. Second,
and more significantly, even if the objectives of a tax reduction measure
are known or can be assurned, it is frequently not possible to isolate and
guantify the effects of the tax reduction for purposes of measuring its
benefits.

Tax Expenditure Reporting Modifications

In its report on tax expenditures, the Department of Finance makes the
general recommendation that the “Legislature should review all existing
tax expenditures in order to identify the beneficiary, and to determine if
the original objectives are still deserving of the subsidy.” While we agiee
with the basic goals of this recommendation, our general concern is that
the “tax expenditures” identified in the Governor’s Budget may be too
comprehensive and too broadly defined to permit a selective review of
particular beneficiary groups and any tax “subsidies” these groups may
receive. Some of our spemflc concerns and suggestions are summanzed
below.

1. Narrower Definition of “Tax Expenditure” Needed. We believe
that the Department of Finance should review the federal approach to
identifying and estimating tax expenditures in order to determine its
applicability to California’s state and local tax structure. As discussed
above, the federal tax expenditure budget includes only exceptions to a
“normal” or a “generally accepted” tax structure. Although we recognize
the considerable theoretical and practical difficulties in determining what
the “normal” tax structure should be, we believe this approach is essential
to a meaningful application of the tax expenditure concept.

For example, the standard deduction and the personal and dependent
credits might appropriately be considered as an integral and generally
accepted part of the California income tax structure. Classifying these as
“tax expenditures”, as is now done, suggests that large numbers of Califor-
nia taxpayers are the recipients of substantial income tax “subsidies’.

2.  Avoid. Overlapping Direct Appropriations and Tax Fxpenditures. ;
We do not believe that local revenue losses should be shown as “tax r
expenditures” to the extent that state subventions for the reimnbursement ﬁ
of such losses are appropriated directly in the budget. This practice not
only results in the “double counting” of the costs' of state tax relief pro-
grams, but it is unnecessary, considering that direct appropriations for tax
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relief are subject to the normal budgetary review process.
The principal examples of local revenue loss included in the Governor’s
Budget both as “tax expend1tures and direct expenditures are shown in

Table 35.
" Table 36
Illustration of Overlapping Tax Hellef Costs
: Shown in the 1979-80 Budget
' {in millions}
- : Amount Shown as
: Amount Shown As Direct Appropriation
Program o . Tax Expenditure  Amount Item Number
Homeowners' Property Tax EXemption ... $354 s132 408
Business Inventory Exemption . C28 288 47
Open-space propesty 50 - 16 429
Livestock . , 6 22 427
Ground-time exemption for axd CATTIETS connes ormesesassaniis KE:] 3.6 430

3. Reimburse Certain Revenue Losses. We also suggest that the Legis-
lature consider appropriating funds directly in the budget for “reimburse-
ment” of revenue losses resulting from tax law provisions which are clearly
desighed to accomplish goals unrelated to state tax policy. This is essential-
ly done now for the local tax relief programs discussed above and for
renters tax relief, which is provided as a $37 refundable income tax credit
(see analysis of Item 431).

The solar energy devices income tax credit probably prowdes the best
example of an existing program which is funded indirectly through the tax
system, but clearly was not intended to further tax policy goals. We believe
that the “reimbursement” by direct appropriation of revenue losses re-
sulting from programs such as this would (a) provide for a truer picture
of total state revenues and total state expenditures and (b) subject the
actual costs of obvmus subsidy programs to annual legislative review and
action.

V. THE LEVEL OF STATE TAXES IN CALIFORNIA

; Table 36 presents the relationship shown in the Governor’s Budget
j between personal income and state tax collections in California from 1966
67 through 1979-80. (projected). During this 14-year period, total state
taxes (General and special funds) have increased from $5.92 per $100 of
personal income in 1966-67 to a peak of $8.56 in 1977-78. The principal
cause of this increase is the progressive nature of California’s income tax
structure, which taxes additional increments of income at increasingly
y higher marginal rates up to a maximum of 11 percent.
In 1978-79, however, the ratio of state taxes to income is estimated to
decline to $8.10 per $100 This reflects the one-time increases in income
tax credits and the indexing provisions of Chapter 569, Statutes of 1978 F
(AB 3802). In 1979-80, these indexing provisions and the income tax re-
ductions proposed in the Governor’s Budget are projected to reduce state
taxes to $7.70 per $100 of personal income.

These figures provide an indication of the general trends in total state
taxes in California. However, for the reasons cited below, care must he
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taken in using these ratios as a basis for {1) Judgmg the total state and local
tax burden in California, (2) measuring the change in California’s state tax
burden over time, or (3) making compansons of tax burdens between
California and other states.

. Table 36
Relationghip of State General and Special Fund Taxas
. to California Personal Income
1966-1967 Through 1979-80 Fiscal Years

Californis Torl
Personal State Tax - State Taxes
: Income* Collections Per $100
Fiseal Year {millions) (millions) of Income

1966-67 : - $64,848 $3,808 .92
1967-68 i . 69492 4,676 6.73
1968-69 , . 76,085 5,473 6.80
1969-70 ‘ 82,799 5,409 653
1970-71 .. 88554 5,59 632
1971-72 ' . 94,206 6599 700
197273 : 102,539 7229 105
197374 , _ 112,366 1871 701
1974-75 : 195,563 9,574 763
197576 ... - 139371 . 10710 768
1976-77 . 155,374 12525 8.06
197778 173214 14,825 856
1978-79 {est.) 197415 15902 810

1979-80 (est.) ' 293,150 17,186 770®

'Source: 1979-80 Governor’s Budget, Page A-108.
a Ca.lendar—year basis, 1966 through 1979,

bThis includes the effect of the Governor's proposed tax reductlons total.mg $1.4 bﬂhon in 1979-80,
_ " Excluding these reductions would increase state taxes to $3.32 per $100 of personal income.

Problems in Determining State Tax Burden.

Table 36 gives an incomplete picture of the total tax burden actually
imposed by California on its residents for two reasons. First, these figures
-exclude local tax revenues. In 1976-77, the most recent year for which data
are available, the combination of state and local tax revenues resulted in
a burden of $15.49 per $100 of personal income compared with $8.06 for
- state taxes alone. Second, even if local taxes are included, the level will not
necessarily coincide with the state and local “tax burden on California
residents. This is because a large share of state taxes is paid by corporations
and out-of-state residents, and conversely, California residents—in their
roles as tourists, corporate stockholders and- owners of out- of-state -prop-
erty-—pay taxes imposed in other states

Changes in Tax Leveis Over Time.:

Several complications exist in attempting to evaluate the movements of
state tax levels in California over time. These include the existence of
interrelationships between state, federal and local taxes, and changes in
the tax base. For example:

« Changes in state tax levels are sometimes directly related to changes

.in the level of federal and local taxes. Focusing only on the growth of
state government taxes, therefore, may prove very misleading when
comparing tax levels over time. For example, the Governor’s Budget
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propases to replace the current homeowners’ property tax exemption
with an $87 income tax credit for homeowners. Because this proposal
would reduce state income taxes, it implies a decrease in the state tax
burden. This decrease in state taxes, however, would be offset by an
increase in local property taxes because of the elimination of the
homeowners’ property tax exemption. Thus, in this case, focusing on
state government tax levels would be misleading in that it would
exclude the increase in direct local tax collections.

o A substantial proportion of California’s tax base is attributable to
sources other than California residents. The California bank and cor-
poration tax is based on corporate profits which, in the case of multi-
state corporations, are a computed share of the total U.S. profits of
these companies. Fluctuations in total U.S. corporation profits over
time can therefore influence the level of state taxes relative to person-
al income, without necessarily changing the tax load directly borne by

i residents of California.

' » The sales and use tax is partially borne by nonstate residents to the
extent that goods and services are sold to tourists and businesses from
other states. Fluctuations in interstate trade also change the level of
taxes relative to personal income without directly affecting the. tax
load of California residents.

Interstate Tax Level Comparisons -

There are several problems associated with making meaningful com-
parisons of California tax levels with those of other states. For example:
¢ Substantial differences exist in legal, industrial and natural resource

‘ characteristics between states. Because of these differences, various

| states may impose different tax burdens on their own residents but

| realize similar levels of total revenues. For example, Nevada and New

; Jersey are able to raise substantial revenues through legalized gam-

N bling. States such as Texas and Louisiana, which have extensive natu-

3 ral resources, can rely on severance and export taxes on petroleum

. and natural gas Yo raise revenues. Similarly, Delaware and other states
with a large number of corporations can rely more heavily on corpora-
tion taxes to raise revenues than states with smaller industrial bases.
These taxes shift the tax loads from residents of these states to (a)
residents of other states and (b) businesses and corporations.

.+ Variations in economic characteristics among states makes interstate
comparisons of tax burden difficult. Public preferences in states with
high levels of personal income may favor high levels of government
services and thus higher tax levels than will areas with below-average
personal income. Accordingly, comparison of state tax levels must be
viewed in conjunction with the level of services desired by and pro-
vided to residents of the respective states. Thus, California—with its
high average personal income—might be expected to desire more
public services and thus have a higher state tax rate than states with
lower income levels and less wealth.
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VI. STATE SURPLUS
Trend in the Surplus Since Fiscal Year 1973-74

In order to provide perspective on the financial condltlon of the Gen-
eral Fund in 1979-80, it is useful to see how and why the surplus has grown.
Table 37 and Chart VI show the year-to-year changes in the year-end
surplus since 1973-74. The 1973-74 fiscal year is chosen as the beginning
year because it marks the start of the period during which the General
Fund surplus accumulated.

The year-end surplus at the end of 1973-74 was $180.1 million. It grew
continuously through 1977-78, reaching $3,686.1 million on June 30, 1978.
With the passage of Proposition 13, however, the state began spending
more than it was receiving and the upward trend was reversed.

Changes in the year-end surplus, of course, reflect the annual General
Fund surplus or deficit for each fiscal year. The annual surplus or deficit
is the difference between resources received and funds expended during
any one fiscal year. After incurring an annual deficit of $443.3 million in
1973-74, the state began realizing large and growing annual surpluses. The
annual surplus was $349.9 million in 1974-75 and reached a high of §1,913.6
million in 1977-78. In response to the passage of Proposition 13, state
General Fund expenditures increased sharply. As a result, the budget
estimates that the state will incur an annual deficit of ‘$1,460.5 million in
1978-79. This and any succeeding .annual deficits must be financed with
the year-end surplus, causing it to decline over time.

The Surplus in Fiscal Year 1979-80 -

On July 1, 1979—the first day of the budget year—the state is expected
to have $2,225.6 million remaining from the surplus that built up over the
1973-74 through 1977-78 period.

If the Governor’s expendlture and tax proposals for 1979-80 are ap-

proved, the state will once again spend more than it receives, resulting in
a deficit as follows:

: : L (Miilions)
General Fund revenues and transfers ...... trensieesrtesessaeereeenrons $15,995.3
General Fund expenditures (excluding $250 million in

PropoSed TESEIVES) ......veeeecereresrersrersesesseesenssasesecmesnmroses 17,042.8

DESICHE coovomvreerceieririeinii et ceeseare et b ses st b e senes $—1,052.5
This deﬁc:t would further deplete the year-end surplus as follows:

(Millions)

Surplus on hand July 1, 1979 e smnes $2,225.6

1979-80 annual deficit ................... eeeereestresaessrrsbisbessterenaerenrenreoas $—1,0525

Surplus on hand, ]une 30, 1980 ... esnreresess $1,173.1

The budget estimates are based on the following assumptions:

1. Income tax revenues will be reduced by a total of $1,111 million-.
$915 million for a new tax credit and $196 million for additional tax relief,
possibly for renters. (The budget document quotes a figure of $210 million
for the latter relief.)

2. Regular budgeted expenditures will increase by 3.8 percent to $12,-
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Table 37

Trend in General Fund Unrestricted Surplus
1973-74 through 1919-30
{in millions)

revenue sharing funds are added.)

: 1973-74  1974-75  1975-T6 97577 197778 197879 7 1979:-80
Prior-Year Resources $683.9 $3583 . -$6601 38088 $1,8182 $38869 23768,
Adjustments to Prior-Year Resources +4.6 +247 4360 +95.8 +59.3 = —

Total $6885 . $3830 $696.1 $504.6 $L8715 $3,886.9 $2,376.8

Revenues and Transfers $6965.0  $8,617.3 $9,612.8 $11.380.6 $13,685.0 $14,998.5 $15,995.3

Expenditures {(—) 72057 83402 9,500.1 16,4671 11,7856 16,5085 17,088.1
(Expenditiires from Reserves) (+1131)  (=728) - (-284)  (+280) (4958 (+495)  (—403)

(Net Expenditures) ($7,408.8) (§8,267.4) ($947L7) ~($10495.1) . ($117814) (164590} ($17,047.8)
(Annuat Surplus or Deficit) (—4443)  (+3499) * (+1411)  (+8855) (419136) (—14605) (—1,0525)
_Carry-Over Reserves {—) 1782 105.4 T1.0 105.0 200.8 15L3 1110
Year-End Surplus $180.1 $854.7 $731.8 $1,712.1 $3,686.1 $2.9556 $1,173.0

Less Reserves for: C .

- Housing $100.0
Prudent Reserve 480.0
Adjusted Surplus $553.0*
Plus Federal Revenue Sharing Fund 2749

Total Available (Governor’s Budget) : $8679*

*The Governor proposes setting aside $150 m:lhon of this for legislation and legxslatwe augmentahons leavmg $443.0 million. (or $717.9 million if federal




CHART VI
General Fund Unrestricted Surplus

Millions 1973-74 through 1979-80

of : (Excluding Federal Revenue Sharing Fund)
Dollars

20,000 ,
19,000 Msf?.??f._
18,000 ' o :
17,000 o
16000 § ' $155725. 5166508
15,000 - Total Resources © ‘ -
14,000 -
13,000 -
12,000 -

$12,285.2
11,000 - : $10,308.9 $11,886.4
10,000 -
9,000
8,000
7,000
6,000
5,000
4,000
3,000
2,000
1,000
0

$10,572.1

$9,000.3
$9,577.1

$7,654.0

$8,445.6 Total Expenditures

$7,473.9

Year-End Surplus $3,E:86.1

$17131. 27 $19136

ss547 7318
A $885.5 $1.173.0

—

000 J-Seazz B3 $141.1

—2,000

Annual Surplus (Deficit) ©

1973-74 1974-75 1975-76 1976-77 1977-78 1978-79 . 1979-80
(Estimated) (Proposed)

Fiscal Year

*Terms are defined as follows:

(1) Total Resources consists of prior-year surplus plus revenues and transfers received during the year.

(2} Total Expenditures consists of funds expended during the year plus reserves carried over into the
following year.

(3} Year-End Surplus is the difference between Total Resources and Total Expenditures. It represents
the amount of unrestricted funds available at the beginning of the subsequent fiscal year.

(4) Annual Surplus (Deficit) is the difference between current year income and expenditures.
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710 million in 1979-80. This amount does not include any allowance for
state employee salary increases.
3. Local fiscal relief is increased by 2.6 percent to $4,378 million.
Asnoted in Part IT of this overview, however, some of these assumptions
may not prove to be valid. Table 38 summarizes how changes in individual
assumptions would affect the annual and year-end surplus projected for
the budget year.

Table 38

Estimates of 1979-80 Annual and Year-End Surplus
Under Various Assumptions
{in millions)

Annual Year-Fnd
Surplus (Deficit) Surplus (Deficit)
Governor’s Budget $—1,052.5 $1,173.0
Surplus Estimates Assuming: *
(1) All budget reductions dependent on legislation are rejected  —1,341.6 8839
(2) The Governor's tax package is not enacted ...cncion, 585 29840
(3) The General Fund regular budget grows by 10 percent over
1978-79 (instead of the proposed 3.8 percent increase) ........ —1,807.3 418.2
(4) A 6 percent cost-of-living adjustment for state employees is
. granted —-12061 1,019.4
(5) Legislative augmentations as a percent of regular General ‘
Fund expenditures total:
a. 2.9 percent {the smallest increase in the past five years) ..  —1,42L1 804.4
b. 4.1 percent (the average increase for past five years) ........ 15736 6519
¢. 64 percent (the largest increase in the past five years) ...  —1,8659 359.6
{6} The $100 million reserve for housing is accepted .....convirnnns -1,1525 1,073.0
(7} Local fiscal relief is increased to offset fully the effects of infla- .
tion --1,2409 9846
* Only the impact of single assumptions is reflected in the pairs of surplus estimates. The impact is not
cumulative.

To the $1,173.0 million year-end surplus projected in the Governor’s
Budget, $274.9 million in federal revenue sharing funds should be added,
in order to show the uncommitted resources available to the state at the
end of the budget year. This results in total uncommitted resources of
$1,447.9 million. Of this amount, the Governor proposes to set aside $480
million (3 percent) of General Fund revenues as a prudent surplus.
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