


PART I

STATE FINANCES IN 1983

I. FISCAL PROBLEMS FACING THE LEGISLATURE

A.' OVERVIEW
For the third year in a row,the Legislature faces a budget that does not

contain sufficient funds to maintain the existinglevelofservic~sprovided
to thepeople ofCaliforni.a by the statedn termsofreal purchasing power,
the proposed level ofGeneral Fund expendituresi» the budgetyear is 7.3
percentlower tha:n estimated, General Fund·expenditures in the' current
ye~r. . ....•• . ..........., •.. ' . ". . . . ,;

Table 1 and Chart 1 provide infor:rp.apon .on .the trend iIi revenues,
exp~nditures, and the General Fund conditionfor the last 10 years. As
Chart 1 graphically illustrates, jf the budget est4nates < tum out to .be
accurate, 198J-:84 will be the first ye~r since 1977~78 iIi whichstate.reve

·.nu~s exceed state expenditures. Whether, in fact, these estimates do prove
to b~accuratewill depend largely on' three factors:· (1)" thepe.rfonhance
of the .state'seconomy;(2) policy decisions made by the Legislature, and
(3) decisions handed down by the courts., 'i

. . The Governor's Budget projects that General FUlld revenues in19~
••.~il~ be $22.5 ~illion,andpropo.se.s that expenditure~be Fmitedto ,$21.7
bilhon. The.dlfference-$800 mIlllOn"7Would be retamed In,two reserves:
the Reserve forEconomic Uncertainties ($650 million)' and ~reserve for

,future h:~gishition ($150 Itlillion), '.'
The sumIllaiy schedules contained in the Governor's Budget indicate

that given the assumptions and proposals on which the budget is built,the
General Fundwould endfiscal year 198J-:84 with a surpJusof $4.8 million.
Thissurplus~ however, assumes that a $1.6 billion deficit ill the 1982-83
budget will be eliminated between now and June 30, 1984. This,.in tum,
require~ t:hat either taxes be increased or expelldituresreduced by an
aIIl0untsufficient to. prqduce anadditiollal $1.6pillion.Th~Governor's
Budget, however,proposes neither tax increases nor further expenditure
reductions (although it does identify yariqus "options" which might be
employed to offs¢t the deficit). .... . .,...... .'....,

As time passes, it becomes more and more likely that the currentyear's
budget will notbebalanced; This isbeca):lse the potential yield from the
options now available to the Legislature Will decline steadily. as the state
draws closer to June 30, 1983. This has. significantiIllplications for the
Governor's Budget., because in the event that th~ state eIids'198~vvith,

a deficit in' the Gelleral Fund, funds earmarked ..in the budg~t to support
programs and' activities in 1983-84 may have to be used instead to payoff
the carry-over deficit. .... '.>

In addition to" the assUII).ptionregarding the ourrent-y~ardeficit, the
budgetfor 1983-84 reflects aU):lffiber of other critical assumptions; Specifi-
callY,it assumes that: .... . j' ,

• 'fhestate~seconomy willimprove,beginning in the first quart~r of
1Q83~.and that the pace of economic activity will accelerate through-
out theye;lr. .

• The Legislature will approve a number of significant redi.Icpons in the
level of services currently provided under various state programs.
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Tabla 1

Trend in General Fund Unrestricted Surplus
1974-75 through 1983-84

(in millions I
/974-75 /975-76 1976-77 /977-78 197~79 1m&! 1!JJK).,<1 11Ki1-& 19112-83' 19113-84

Prior·year resources "".3 ""'I ..", $1,818.2 13i188.' ".... ...,.,.7 r111.4 ~$fJO.7 • -$1,627.9
Adjustments to prior-year resources 24.7 36.' ,,, ", "" 184.7 2221

Prior year resources, adjusted . 1383.' "".1 ...., $1,877.5 $3,937.8 $3,090.2 $2.,762.8 r111.4 "".7 11,627.9
Revenues and tran:Jers . $8,617.3 $9,612.8 $11,3&}.6 $13,695.0 $15,218.5 $17,984.6 $19,023.1 "",900.3 SID,489.7 22,479.4
F..xpenditures (-) ..... 8,340.2 9.500.1 10,467.1 11,685.6 16,2.50.8 l~.l 21,104.9 21,7~.4 b 22,056.9 21,671.0

(Expenditures from reserves) (-72.8) (-28.4) (28.0) (95.8) (24.6) (317.5) (-210.8) (-274.2) (-51.9) (-2.4)

(Cu"ent expenditures) .. ($8,26'7.4) ($9,471.7) ($10,495.1) ($11,781.4) ($16,275.4) ($18,851.6) ($20,894.1) ($21,418.6) ($22,005.0) ($21,674.6)
(Annual surplus or deficit) ..... (349.9) (14.1.1) (885.5) (1,913.6) (-1,056.9) (-867.0) (-1,811.0) (-523.9) (-1,515.0) (804.8)

Carry-over reserves (-) .................. IO,H 77.. 105.0 ..., "', 54>, 332.. ,,. ,., J>
Reserve for economic uncertainties 349.0 (550.0) d
Reserve for future legislation .. lro.O
Reserve for Los Angeles County

Grant Account ........... 100.0

Year·End Surplus/Deficit ....... 15547 r131.8 $1,713.1 $3,686.1 $2,600.2- 11,997.9 $34.9.0 1118.5 b ~$I,633.8c -$1,079.0

• Estimated expenditures for l~ do not reflect the 2 percent unallotment directed by Executive Order D-1..83.
b Reflects 3rd District Court of Appeals decision in VsJdcz ..... OJry invalidating reallocation of $177.1 million to the Ceneral Fund.
• Governor's 8udget assumes that legislative actions will produce the $1.634 million needed to balance the 1982-& budget.
d Amount of uncommitted resources identified in Governor's Budget. Table I assumes these fund.. are used to reduce 1983-a4 deficit to$I,f1T9million. Amount shown

for information purpo:;es only_



Table 2
Summary of Ganeral Fund Condition

1982-83 and 1983-84
(in millions)

J!I8UJ J!l83-84
Funds Available, Start of Year,

Prior Year Resources Available .
Reserve for Economic Uncertainties .

Revenues and Transfers
Current Expenditures .

(Difference)
Reserve for Future Legislation
Reserve for Los Angeles County Crant Account
Funds Available, End of Year:

Reserve for Economic Uncertainties
General Fund SurplllS or Deficit _ , .

~$1l8.5

20,489.7
22,(XM

(-1,51:1.3)

-$1,633.8

-Sl,627.9

22,479.4
21,674.6

(rol.8)
1.50.0
100.0

(550.0) •
-$t,079.0

• Amount of uncommitted resources identified in Governor's Budget. Table 2 assumes these funds are
used to reduce the 1983-84 deficit to 11,079.0 million. Amount shown for information purposes only.

As Table 2 indicates, estimated expenditures in 1982--83 are $1.5 billion
greater than estimated resources available in the current year. Thus, un
less actions are taken by the Legislature prior to June 30, 1983, or the
economy (and hence revenues) performs better than anticipated. the
state will end 1982--83 with a deficit of approximately $1.6 billion.

Percent
ofTotaJ

64'%
19.7
15.7
• .1

-3.8
100.0%

Am~t

$1,409
4,)'
343

90
-8l

$2,190

-'"
$1,634

0.=
Economic factors , .
Court decisions .. .
Increased workload .
New legislation . ..
All other factoTS .

Total Change............. . .
Reserve for Economic Uncertainties

Budget Deficit .

Cau,., of the Deficit in the Current Year
At the time the Legislature acted on the budget for 1982-83, the Depart

ment of Finance estimated that the General Fund would end the 1981-82
fiscal year with $228 million in the Reserve for Economic Uncertainties.
As passed by the Legislature, the Budget Act for 1982 would have in
creased that reserve by $328 million, bringing the total to $556 million.

Table 3
Factors Causing the Deterioration in the

State's Fiscal Condition

19'H'
(in millions)

As Table 3 demonstrates. the change in the General Fund condition
since the budget was enacted amounts to a decline of - 82,190 million. The
factors contributing to this decline can be divided into five categories, as
shown in Table 3. These include:

• Economic Factors (64 percent). Economic factors include revenue
shortfalls ($1.4 billion) and other adjustments to revenues.

• Court Decisions (20 percent). Primary among these are the over
turn of (a) the 6 percent cap on the increase in reimbursements to
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hospitals for in-patient services under Medi-Cal ($176 million/, and
(b) the reallocation of $177.1 million from the Public Emp oyees
Retirement System to the General Fund.

• Increased Workload (16 percent). This consists primarily of defi
ciencies in Medi-Cal ($90 million) and the state's failure to achieve
$150 million in unidentified savings.

• New Legislation (4 percent). This consists of the General Fund cost
of legislation passed after the enactment of the 1982 Budget Bill.

• All Other f-4tercent). This category consists primarily of small
expenditure an accrual adjustments, and adjustments in carry-over
reserves.

The Department of Finance estimates that the reduction in the amount
of funds carried forward from 1981--82 into 1982-83, coupled with the
decline in estimated revenues and the increase in expenditures, results in
an estimated deficit of $1,457 million on June 30, 1983. The PERS court
decision increases this deficit to $1,633.8 million. This figure is, of course,
only an estimate of the deficit, and will be revised once the State Control·
ler issues his final report on fiscal year 1982-83. The Department of Fi
nance also has identified $15 million in likely budget changes and $217
million in potential budget changes, which, if they materialize, would
increase the deficit to $1,856 million as of June 30, 1983.

To make up thiS deficit, the Governor's Budget proposes a two-phase
approach. The first includes transfers ofspecial funds to the General Fund,
deferments, and expenditure reductions of approximately $750 million to
be accomplished in 1982-83. This would have the effect of rolling-over
slightly more than one-half of the current year deficit, or about $884
million, into the budget year. The Governor proposes to then take further
actions to balance the budget after the May revision.

Governor's Proposals with Regard to the Deficit
The Governor's Budget for 1983--84 was prepared on the assumption

that the 1982-83 deficit would be eliminated by legislative action in the
special session called in December. Because the deficit was not eliminated
in the special session, the Governor's Budget, as submitted to the Legisla
ture, is not viable. The budget acknowledges this, and lists options for
reducing expenditures in both the current and budget years. This two
phase program calls for the projected $1.6 billion deficit to be eliminated
by June 30, 1984, the end of the budget year. Phase 1 of the program
initially consisted of a package of spending cuts, spending deferrals, fund
ing shifts, and borrowing from special funds that would reduce 1982-83
expenditures by approximately $750 million. Phase 2 was not spelled out
in the budget document. Instead, the budget listed a .series of potential
changes in the administration S proposals that could be made in order to
reduce 1983-84 expenditures by $750 million.

General Fund Condition IfNo Action is Taken on 1982-83 Deficit, As
noted earlier, the Governor's Budget estimates that the General Fund will
end the current year with a deficit ofSl,456.7 million, unless further action
is taken by the Legislature. The Appeals Court decision invalidating the
transfer ofPERS funds to the General Fund increases the estimated deficit
to $1,633.8 million. If no action is taken between now and June 30, 1984,
either to increase revenues or to reduce expenditures below the levels
proposed in the 1983--84 budget, the state would end 1983--84 with a deficit
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in the General Fund of approximately $1.1 billion, as shown in Table L
This assumes that $550 million in the Reserve for Economic Uncertainties
is used to reduce the size of the deficit. Although the budget states that
$650 million would be available in the reserve for this pupose, $100 million
of this amount is reserved by statute for the Los Angeles County Medi·Cal
Assistance Grant Account, and as such, cannot be used to finance obliga
tions of the state's General Fund.

General Fund Condition jf the 1982-83 Budget is Balanced. If the
Legislature acts to bring the 1982-83 budget into balance, the Governor's
Budget could be enacted as proposed, leaving a nominal General Fund
surplus of $4.8 million on June 30, 1984. This would be in addition to the
$550 million in the Reserve for Economic Uncertainties.

Co CASH FLOW PROBLEM5-CURRENT YEAR AND BUDGET YEAR
Because of differences between when the state collects its revenues and

when it must fay its bills, the state often finds itself without enough cash
in the Genera Fund to cover the checks which must be drawn against it.
When this happens, the Controller typically "borrows" temporarily idle
money from the state's special funds in order to meet the General Fund's
cash requirements. There is nothing unusual about this. In fact, such bor
rowing is usually anticipated at the time the Governor submits his budget
to the Legislature.

Borrowing Sources
Under existing practices, when General Fund cash needs exceed exist

ing resources, the balance is borrowed from other sources, according to
the following priority sequence:

1. Reserve for Economic Uncertainties,
2. Pooled Money Investment Account (PMIA)-interest-free special

funds,
3. Pooled Money Investment Account-interest-bearing funds, and
4. External sources.

1982-83 Cosh Requirements
In the current year the amount that can be borrowed from special funds

is not sufficient to meet General Fund cash requirements at those points
in time when outflow significantly exceeds inflow. The last time the state
was not able to meet its cash needs by borrowing from internal sources was
in 1971-72, just prior to the adoption of income tax withholding. In re
sponse, the state issued revenue anticipation notes, a form of external
borrowing secured by revenues not yet received.

Pdvate Borrowing. In November 1982, the State Controller borrowed
$400 million from the private sector to provide the funds needed to meet
the General Fund's cash needs. Half of this amount must be repaid by
February 22,1983, and the remainder must be repaid by June 22,1983. The
Controller has estimated the administrativecosts of borrowing these funds
at $1.5 million. The cost of interest on the borrowed money is $8.1 million.

Due to the economy's failure to perform as expected and the resulting
impact on General Fund revenues, the State Controller informed the
Legislature in January that the state will have to borrow an additional$943
million from the private sector if no legislative action is taken to balance
the current year's budget. This is the amount of cash necessary to cover
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payments through the end of the fiscal year without having to resort to
the issuance of registered warrants (a warrant issued by the state in pay
ment of obligations which cannot be cashed until funds become available).
Of this amount, the state would need to borrow $718 million in March, and
an additional $225 million in May.

If it becomes necessary to borrow these funds, the state will end the
fiscal year with $300 million of outstanding external loans. If reductions
totaling $750 million are made in current year expenditures (as the Gover·
nor initially proposed in Phase 1), the Department of Finance estimates
that the state's cash needs would be reduced by some $250 million. Under
these circumstances. the state could repay all but $50 million of this exter
nal borrowing by June 30, 1983.

1983-84 Cash Flow Situation
Even if actions are taken to balance the current year's budget by June

30, 1984, the Department of Finance estimates that the General Fund's
cash needs will still exceed revenues for four of the first five months in
1983--84. The peak borrowing during this period will occur in August when
the General Fund will have cash needs that are $700 million in excess of
internal borrowing resources. Thus, to meet General Fund cash require
ments in July, August, October, and November, the state again will be
forced to borrow significantly from external sources.

Loan Interest
As we note in Item 9620 of the Analysis (Interest on General Fund

Loans), the Governor's Budget proposes $1 million for payment of interest
on General Fund loans that may be outstanding in the budget year. If the
current estimate of General Fund borrowing needs remains constant, our
analysis indicates that the interest costs on General Fund loans will be
roughly comparable to the $53 million in costs incurred during 1982-83.
This is $52 million more than the amount budgeted for 1983-84.

Stote'l Credit Rating
In addition to the problems and costs associated with borrowing funds

from external sources, the state's failure to come to grips with the deficit
in the current year's bud~et caused one bond-rating firm to reduce the
state's credit rating from' AA plus" to "AA." According to the State Con
troller, this rating will result in additionalannual interest costs of approxi
mately $3 million per year for every $100 million in bonds sold. The actual
cost to the state, if any, resulting from the lower credit rating cannot be
determined until the state's next bond sale.

D. CURRENT SERVICE LEVEL EXPENDITURE REQUIREMENTS
The Governor's Budget proposes General Fund expenditures of $21,677

million for 1983--84. This total amount reflects significant reductions in
programs and funding relative to the amount necessary for the state to
continue to provide the same level of service as it is providing in 1982-83
the "current service level." Our analysis indicates that the amount needed
from the General Fund to finance a "current service level" budget is $23.2
billion, which is $1.5 billion, or 7.0 percent, more than the amount that the
Governor proposes to spend.

The Governor's Budget, of course, does not simply fund each program
at 93 percent of its current service level. The level of funding relative to
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the current service level varies for individual programs, depending upon
the administration's priorities. Thus, the Governor's Budget proposes in
creases, as well as decreases, in funding, relative to the current service
level. The net difference between our estimate of current service require
ments in 1983--84 and the level of expenditures proposed for that year in
the budget reflects the net impact of these increases and decreases (as
well as various technical factors).

The $1.5 billion difference, however, does not reflect the impact of
policy change proposals which would allow the state to provide the same
level of service at a lower cost to the General Fund. For example, the
Governor proposes significant increases in the fees charged students at the
University of California, California State University, and the California
Community Colleges. If these increases are approved, the reduction in
service level resulting from enachnent of the Governor's Budget would
be considerably less than the $1.5 billion noted above, because the students
themselves would pick up part of the cost of maintaining current services.
(There would, however, be some reduction in services as a result of sub
stituting student fees for General Fund support, since enrollment would
decline in the three segments as a result of the fee increase.) If the fee
proposal is approved by the Legislature, the cost to the state of maintain
ing current services would be approximately S1.3 billion, rather than $1.5
billion, more than the level of expenditures proposed in the Governor's
Budget for 1983-84.

Methodology ond Assumptions
The calculation of a current service level budget begins with a baseline

1982-83 expenditure figure for each department and agency. The baseline
budget represents total expenditures, adjusted for one-time increases or
decreases in funding, expired programs, and similar factors. To that base
line must be added 198J--.84 costs associated with legislation passed in
1982-83, the budget-year costs of court decisions handed down in 1982--83,
the costs associated with increased workload, increases needed to main
tain the purchasing power of 1982-83 funding levels in 1983-84 and other
non-policy adjustments. In making these calculations and adjustments, we
have sought to approximate the amounts necessary to provide the citizens
of California with the same level of service in l~ that the state is
providing in the current year. Consequently, the current service level
budget calculations do not reflect newprogram proposals included in the
Governor's Budget.

The current service level budget is based on a number of significant
assumptions:

• All programs will be continued in the budget year at the same level
of service, unless otherwise specified by existing law.

• Workload levels are calculated using workload estimates reflected in
the Governor's Budget, whenever possible.

• Statutory cost-of-living increases are calculated at levels prescribed by
current law.

• Discretionary cost-of-living increases are calculated at 5 percent.
• No adjustment is made for proposed shifts in funding sources (such

as the proposal to increase student fees in higher education).
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Comparison of the Governo,'s Budget Proposals With Current Service Level
Requirements

As Table 4 shows, the level of expenditures proposed in the Governor's
Budget is $1,515 million below the amount necessary for a current service
level budget.

Table 4
Comparison of Governor's 1983-a4 Gene,al Fund Budget

Proposals With Current Service Level Requirements
lin millions)

374

"""9
28,.,

$1,515

Additional Amount
N.ooed
to FtlJld
,,"~t

Service
Le~1

$170
378

8;l28
3,400

318
858

1,418
1,447

$23,192

Current
Service
Lem

Reqwrements
14;356
3.os1

7,950
3,124

281
847

I""1,182

$21,677

Gove~nor5

B.t
(f'ropc=I

Expenditures)

S4,l86
2,711

Health ..
Welfare ..
Education:

K-12 ..
Higher Education .

Resources .
Youth and Adult Correctional
Tax Relief .
MI Other , .

Total.

Health. The Governor's Budget proposes General Fund expenditures
of $4,186 million for health programs in 1983--84. This is $170 million below
the amount required to maintain the current level of services in the
budget year. This difference reflects (1) policy changes in numerous indi
vidual health programs, (2) cost-oF-living adjustments (COLAs) that are
less than statutory levels, and (3) discretionary COLAs of3 percent, rather
than the 5 percent that we assume is necessary to maintain purchasing
power.

Specifically, the Governor's proposed expenditures for the Department
of Mental Health, the Department of Developmental Services, public
health local assistance programs, and the Department of Health Services
(support), are $37 million below the funding level necessary to maintain
the current level of service, primarily due to COLAs being limited to 3
percent rather than to 5 percent. The Governor's Budget proposes ex
penditures for Medi-Cal which are actually $69 million higher than the
amount necessary to maintain the current level of service. This is because
(1) the budget overestimates reductions in federal funds (-$94 million),
(2) the budget does not reflect additional savings resulting from Ch 3213/82
(AB 799) (-$13 million), (3) proposed COLAs are below statutory levels
($22 million), (4) discretionary COLAs are limited to 3 percent rather
than to 5 percent ($16 million), and (51 other policy changes. (For a more
detailed explanation, see Item 4260 0 the Analysis.)

Finally, the Governor's Budget proposes expenditures for County
Health Services which are $179 million below the amount needed to main
tain the current level of services. This is primarily due to the fact that $100
million needed to repay a loan to Los Angeles County is not reflected as
an expenditure in this item. Instead, the budget has included this $100
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million in the Reserve for Economic Uncertainties. (See OUT analysis of
reserves in Part II of this volume.)

Welfare. The Governor's Budget proposes General Fund expendi
tures of $2,717 million for welfare programs in 1983-84. This is $364million
less than the amount required to maintain the existing level ofservice. The
shortfall is due primarily to the Governor's proposal that cost-or-living
increases for SSI/SSP recipients be funded at less than the statutorily
mandated levels and that AFDC recipients be given no COLA ($258
million). In addition, the Governor's Budget has proposed changes in the
state/county sharing ratio under the foster care program, a change in the
beginning date of cash grant assistance, and the establishment of a welfare
fraud detection program. The budget estimates that these three policy
changes will reduce General Fund expenditures by $90.5 million.

K-12 Education, The Governor's Budget proposes General Fund ex
penditures of $7,950 million for K-12 education in 1983--84, which is $348
million less than the amount required to fund the current level of services.
This difference is primarily a result of (1) cost-of-living increases being
proposed at less than the statutory levels ($270 million) and (2) the
budget's failure to include funds for legislation passed in 1982--83 ($102
million). The primary components of this legislation are Ch 1498/82 (li
brary fund), Ch 1619/82 (desegregation programs) and Ch 410/82 (State
School Building Lease Purchase Bond Law).

Higher Education. The Governor's Budget proposes General Fund
expenditures for higher education of $3,124 million. This is $276 million
less than the amount required to maintain the current level of service if
consideration is not given to the proposed increase in student fees. This
reflects (1) the absence of funding for cost-of-living increases to California
Community Colleges apportionments ($72 million), (2) the proposed
elimination of state funding for the summer quarter at California State
University ($14 million), and (3) the proposal to increase student charges
at the University of California, California State University and the Califor
nia Community Colleges in order to replace General Fund support ($198
million) .

Resources. The Governor's Budget proposes $281 million in General
Fund expenditures for resources programs in1~, which is $J5mlllion
less than the amount needed to continue the current level of service. This
difference is due primarily to reductions in various programs, including
those administered by the California Energy Commission (SIO million),
Air Resources Board ($5 million), California Conservation Corps ($3 mil
lion), and the California Water Management Board ($3 million).

Youth and Adult Correctional, The Governor's Budget proposes Gen
eral Fund expenditures of $846.6 million for Youth and Adult Correctional
programs. This is $9.0 mlJlion below current service level requirements as
shown in Table 4. However, because the Governor's Budget is predicated
on the assumption that the Department of Corrections can operate a
Youth Authority facility at reduced costs, the budget does not acknowl
edge any reduction below current service levels in this functional area.

Tax RelieF. The Governor's General Fund tax relief proposal is $28
milJion less than the amount required to maintain current levels of service.
The difference results from (1) the proposal that funding not be provided
for a statutory cost-of·living increase in Business Inventory Tax Relief ($32
million) and (2) an overestimate of workload in various other tax relief
programs (-$4 million).
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All Other. Included within the "aU other" category aTe General Fund
expenditures proposed for the legislative, judicial and executive branches;
departments in the Business, Transportation, and Housing ~encYj State
and Consumer Services Agency; constitutionally appropriatecfitems, such
as debt service; aod all other general government items. While many of
these pro&rams are special fund items, $1,182 million, or 5.4 percent of the
Governor s proposed General Fund expenditures are included in this cate
gory.

The Governor's Budget proposes General Fund expenditures of $1,182
million for the maintenance of these programs. This is $265 milUon less
than the amount required to maintain the current level of service. This
difference is the result ofreductions in (1) attorney positions throughout
the budget ($12 million), (2) staffing for the Department of Industrial
Relations ($8 million), and (3) staffing for the State Public Defender ($4
million). In addition, the Governor's Budget is predicated on the achieve
ment of $260 million in unidentified savings for 1983-84. This reflects the
Governor's estimate of savings to be achieved by the proposed private
sector task force on efficiencies and economies ($200 million), as well as
the unidentified savings historically reflected in the budget ($60 million).
Finally, as we explain in our analysis of Item 9620-001-001 (Payment of
Interest on General Fund Loans), the Governor's Budget proposes only
$1 million for payment of interest on General Fund loans. This is signifi
cantly below anticipated expenditures for this item, which we estimate
will be comparable to interest payments for current-year borrowing of $53
million.

Conclusion. Taking into account the factors discussed above, we esti
mate that proposed General Fund expenditures in the Governor's Budget
are $1,515 million below what would be needed to maintain the current
level of services provided by state programs that are fmanced from the
General Fund. This difference primarily results from:

• Proposed cost-of-living adjustments below statutorily mandated lev
els,

• Proposed reductions in the level of service provided by specific state
programs,

• Proposed policy changes regarding the nature and funding of services
that would continue to be provided, and

• The budget's reliance on $260 million in unidentified savings.

II. ALTERNATIVES FOR LEGISLATIVE ACTION

A. IMPROVING THE STATE'S ABILITY TO MEET ITS CASH NEEDS

Cash Management
As discussed earlier, the collection of state revenues does not always

match the timing of expenditures. Due to the scheduling of specific reve
nue collections, collections in one month may be significantly greater than
collections in the next. For example, revenue collections in November
1982 exceeded collections for October 1982 by nearly $1.1 billion. Differ
ences such as these result largely from statutory provisions regarding the
due dates for personal income tax withholding payments, sales and use tax
prepayments, and bank and corporation tax prepayments. Similarly, dis
bursements may vary by as much as $1 billion, on a month to month basis.

The Governor's Budget takes note of this imbalance in the flow of
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revenues and disbursements, and proposes to reduce the state's cash man
agement problem by changing the timing of specific expenditure pay
ments and revenue collections.

Specifically, the Governor's Budget proposes three changes in the sche
duling of disbursements and revenue collections. These changes are as
follows:

• PersolJal Property Tax Subventions. Under current law, these sub
ventions are paid to counties in one lump sum on November 15 of
each year. This payment is estimated to be $511.6 million in the
budget year. Under the Governor's proposal, these subventions would
be paid on a monthly basis in 12 equal disbursements of $42.6 million.

• Sales Tax. Under current law, business establishments with sales of
over $17,000 a month are required, in the second quarter of the calen
dar year, to prepay two and one-half months of their quarterly liabili
ty. The Governor's proposal would extend this prepayment require
ment to a1l quarters of the year.

• Afotor Vehicle Fuel Tax and Use Fuel Tax. Under current law, these
tax payments are re'luired to be made one month and one day after
the distribution of uel by wholesalers. The Governor's proposal
would accelerate these rayments, requiring them to be made 15 days
after the distribution 0 fuel by wholesalers.

Our analysis indicates that these proposals would ease the cash flow
problems that we have described earlier, and we recommend approval.
We further recommend that the Legislature consider adjushnents to the
payment schedule for K-12 apportionments so that these disbursements,
which are estimated at $7.3 billion for 1983-84, will more closely match the
timing of state revenue collections.

External Borrowing Procedures
Under existing law, legislative approval (two-thirds vote) of a new stat

ute would be needed before the State Treasurer could issue conventional
tax anticipation notes. The Controller, however, now has statutory author
ity to issue unsecured notes and warrants.

To meet the cash deficit in the current year, the Controller thus far has
issued $400 million in "revenue anticipation warrants." Because these
warrants do not carry the full faith and credit of the state, it was necessary
for the state to have, in effect, a co-signer for the notes. The administrative
costs associated with the sale are estimated by the Controller to be at least
$1.5 million, including approximately $614,000 paid as a fee to the Public
Employees Retirement System for providing the additional security need
ed to market the notes.

We believe that there are two problems with current law as it applies
to short-term external borrowing for the purpose of meeting cash-flow
needs:

• First, the State Treasurer, rather than the State Controller, probably
should be the official who undertakes any such borrowing, since staff
of the Treasurer's office have more day-to-day experience in borrow
ing activities than do staff of the Controller's office; and

• Second, a more flexible process is needed for enabling the state to
issue conventional short-term debt in order to manage temporary
cash-flow imbalances.

One means for addressing these problems would be to enact legislation
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permitting the Treasurer to sell conventional short-term notes for cash
flow management purposes. We discuss this option in Part III of this
document.

B. STRATEGIES FOR REDUCING EXPENDITURES
During the past two fiscal years, the downturn in the economy and

various other factors have necessitated reductions in the level of state
General Fund expenditures, as well as the adoption of various revenue
enhancements such as tax accelerations and General Fund transfers from
special funds.

In this section, we briefly discuss some of the strategies that could be
used to reduce expenditures, in the event the Legislature concludes that
expend~turesare too high. The next ensuing section discusses strategies for
enhancmg revenues.

Cost-of-Living Increase.
One way in which expenditures can be lowered is through the reduction

or elimination of cost of living adjustments (COLAs).
Existing law specifies that many programs aTe to receive COLAs each

year, based either on an index of inflation or a specific estimate of what
percentage increase will be needed to maintain purchasing power. Other
programs traditionally have received COLAs through the Budget Act. In
general, the purpose of cost-of-living adjustments is to maintain the pur
chasing power of program beneficiaries over time. To the extent that
COLAs are reduced significantly below the rate at which the prices that
must be paid by these beneficiaries are rising, the program or service level
will have to be reduced, unless productivity improvements or other such
savings can be made.

If fully funded, statutory COLAs would increase General Fund expendi
tures in 1983-84 by $1.1 billion above the 1982--83 level. The Governor's
Budget, however, proposes to fund COLAs for some programs at less than
the statutory maximum and to provide discretionary COLAs for selected
other programs. The Governor's proposal is discussed in more detail in
Part III of this volume.

Eliminating funding for COLAs was one method used by the Legisla
ture to reduce General Fund expenditures in 1982--83. By withholding
COLAs from most programs, the Legislature saved $1.4 billion, compared
to the amounts rroposed in the Governor's Budget for 1982-83.

Elimination 0 all COLAs proposed by the Governor in 1983-84 would
reduce General Fund expenditures by $925.7 million, or 4.3 percent from
the levelJ'roposed. In some cases, statutory changes outside the Budget
Act woul be necessary in order to reduce statutory COLAs below what
existing law specifies. In other cases, federal law may limit the state's
ability to withhold COLAs. The largest portion of the reduction, $543.9
million, would occur in the proposed budget for K-12 education.

Acrou-the~Board Reductions
Within the past two fiscalJears, a number of across-the-board reduc

tions have been implemente in order to reduce General Fund expendi
tures. In 1981-82, an Executive Order required a 2 percent across-the
board reduction in most state operations. This order resulted in a savings
of approximately $68 million to the General Fund. These reductions subse
quently were restored in the proposed 1982-83 budget.
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Although the payoffs from these alternatives are not always immediate.
these options may offer the potential for cost savings and expenditure
reductions. As such, they merit further study.

C. STRATEGIES fOR INCREASING REVENUES
Currently, the Legislature has the dual problem of (1) eliminating"

projected $1.5 billion General Fund deficit in the current year and 2)
assuming that sufficient funds are available in the hudget year to meet t e
needs of the state.

Most of the strategies employed in the Governor's Budget for balancing
the budget aod funding high-priority needs involve reductions in expendi
tures. The Legislature, however, should also consider the revenue side of
the state's budgetary equation in developing its strategy for accomplishing
these objectives.

If the Legislature concludes that temporary increases in General Fund
revenues are needed, there are several alternative means for obtaining
the additional revenues; (1) increase rates on existing taxes, (2) impose
new taxes, and (3) accelerate the payment of existing taxes. We briefly
describe below some alternatives in each of these three areas. Table 5
summarizes the fiscal effect of each alternative.

Increase Rates on Existing Taxes
The simplest administrative method for raising additional revenue is to

increase the rates on existing taxes. A rate increase applied to any of the
state's three major taxes-sales and use tax, personal income tax, and the
tax on banks and corporations-would, of course, generate the largest
amounts of new revenue. For instance;

• A one-time 10 percent surtax on 1983 taxable personal income would
raise approximately $900 million ($225 million in 1982--83 and $675
million in 1983--84).

Table 5
Potential General Fund Revenue Sources

1982-83 and 1983-84
(in millions)

Increasing Rates on Existing Taxes
PefSOnal income tax: 10% surtax .
Corporate income tax: 10% surtax
Sales lax: 1 cent increase .
Alcoholic beverages; industrial state average
Cigarettes: industrial slate average
New Tues
Severance tax.
Acr:e/erah"ons
Sales tax: prepayments .
Personal income tax: withholding payments..
Corporate income tax: prepayments .
Repeal corporate letter rerunds .
Increase interest rate on late taxes

Totals .

General Fund
Revenue Cain

ERectil'e Pen"od lfI82.KI 1!>i3-81

1983 lax year l225 S,,,
Income years ending in 19ro 60 ""April 1, 19&-June 30, 1964 26S 1,750
April 1, 19&-June 30, 1984 41 "'"Aprill, 1983-June 30, 1984 " 22S

Aprill, 1983 and thereafler 60 400

April I, 1983 and thereafter 35 ,
April 1, 1983 and thereafter 38 ,
April 1, 1983 and thereafter 23 ,
April 1, 1983 and thereafter I'Aprill, 1983 and thereafter I'

"" SJ,455

• Unknown.



• A one-time 10 percent surtax on 1983 bank and corporate income
would raise approximately $250 million ($60 million in 1982-83 and
$190 million in 1983-84).

• A 1 cent increase in the state sales tax rate from April 1983 through
June 1984 would generate $265 million in 1982-83 and approximately
$1.8 billion in 1983-84.

In addition to these major taxes, the state could increase the rates on
excise taxes currently levied on such products as cigarettes and alcoholic
beverages. For example, if California raised its tax rates to the average
rates levied by other large indus,lTial states, the state in 1983-84 would raise
approximately $225 million in additional cigarette tax monies (assuming
that all of the additional taxes went to the state), and $200 million in
additional alcoholic beverage tax monies. It should be noted that, contrary
to some assertions, increased excise taxes on these products would not
place California manufacturers or distributors at a disadvantage relative
to out-of-state competitors because these competitors would also be affect
ed by the increased excise taxes.

New Taxes
The Legislature could also raise additional revenues by imposing new

taxes. One such tax that already has been considered by the Legislature
is a severance tax on oil. A severance tax levied at the rate of 6 percent
on oil as it is removed from the ground would generate about $400 million
in 1983-84.

Of course, the Legislature could levy new taxes on a number of items.
For instance, it could tax tobacco goods (other than cigarettes) or certain
luxury items Uewels, furs, etc.). The revenue, however, from taxing specif
ic goods such as these would be small when compared to the funds that
would be raised by a severance tax.

The major disadvantage of imposing a new tax is the administrative
costs which must be incurred in collecting it.

Acceleration of Tax Payments
Finally, the Legislature can increase the amount of state revenues col

~ected on a one-time basis by accelerating the payment of existing tax
liabilities. For example, the state could increase 1982--83 revenues by hav
ing taxpayers make tax payments in 1982--83 that would otherwise have
been paid in 1983-84. Each of the following accelerations has already been
considered by the Legislature, but had not been enacted at the time this
document was prepared:

• Sales Tax Prepayments. By raising from 90 percent to 95 percent the
level of June sales tax liability due in that month, the state would
increase 1982-83 revenues by about $35 million.

• Personal Income Tax Withholding. By subjecting additional em
ployees to monthly, as opposed to quarterly, remittance of employer
withholding payments, the state would increase 1982-83 revenues by
approximately $38 million.

• Corporate Income Tax Prepayments. By conforming with federal
law on the prepayment of state corporate income taxes, the state
would increase current-year revenues by $23 million.

• Corporate Letter Refunds. By repealing provisions of state law per-
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mitling corporations to receive tax refunds prior to Hling final returns,
the state would increase current·year revenues by $14 million .

• Increase Interest Rate on Late Tax Payments. By conforming to
provisions of federal law regarding the determination of the interest
owed on late tax payments, the state could raise $16 million in 1982-83.
Gains or losses could result in subsequent years.

III. THE LONG-TERM FISCAL OUTLOOK
The overall condition of the General Fund beyond the budget year will

depend upon three factors-future levels of state spending, future levels
of state income (that is, revenues plus transfers) > and the level of any
carry-over surplus (or deficit) from 1983-84. If the General Fund is in
balance at year-end 1983--84, the condition of the General Fund in subse
quent years will be determined by the difference between rates of ex
penditure growth and income growth. Since the amount of state spending
is ultimately limited by the amount of money the state has available to
finance such spending, the long-term outlook for the General Fund can
best be illustrated by considering what level of revenues the state can
expect to collect in the future. This level of revenues, of course, will
depend in part on actions taken by the Legislature in the future. The most
important factor determining revenues in future years, however, will be
the path taken by the economy and the underlying revenue growth trend
that it produces under the state's current tax laws.

Obviously, it is not possible to predict economic performance beyond
the next 18 months with any confidence. Indeed, no economist can say
with any certainty at all what will happen to such key economic variables
as interest rates, inflation, unemployment and corporate profits beyond
the next several quarters (if that). This is especially true, given that not
even governmental officials know at this time what future courses mone
tary and fiscal policies will take.

We can, however, offer an iJJustration of what the condition of the
General Fund might be like in future years, assuming that the depart
ment's standard budget forecast of a moderate, sustained recovery in 1983
and 1984 carries forward into 1985 and 1986. This extrapolation suggests
that revenues could reach approximately $24.7 billion (a growth of $2.3
billion, or about 10 percent) in 19~ and $27.6 billion (a growth of $2.9
billion, or 12 percent) in 1985-86. This is consistent with our view that, on
an ongoing basis, the state's existing tax structure can be expected to
generate revenue growth at least equal to and generally slightly more
than state personal income growth.

This revenue growth would permit state General Fund expenditures to
rise by almost 14 percent in 19~ over the level of 1983-84 expenditures
proposed in the budget, assuming that the General Fund is in balance at
year-end 1983-84, and that a Reserve for Economic Uncertainties equal to
$650 million is maintained. Otherwise, some of the projected revenues will
be needed to balance the1~ budget andlor replenish the Reserve for
Economic Uncertainties, leaving a smaller amount of new revenues avail
able to fund increases in expenditures.

The level of 1983-84 expenditures proposed in the budget, however, is
less than the level of "baseline" expenditures-that is, expenditures neces
sary to fully fund the state's programs at current year service levels. We
estimate that, in order to fund these "baseline" or current service level
requirements, some 523.3 billion in resources would be needed in 1983-84.
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Relative to this level of spending, the resources available in 1984--S5 would
only permit a growth of 6 percent in baseline expenditures in that year.
After 1984-85, however, the state's basic revenue structure could finance
fairly significant levels of growth in expenditures.
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