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tor negotiations and/or review and approve MOUs. This: approach,
which would probably require the most legislative involvement in the
bargaining process, is similar to that taken by the leglslatures in WlS-
consin and Minnesota.

~ In summary, our review of the Legislature’s experience with collective
bargaining during the first two rounds of negotiations has convinced us
that the Legislature currently has the worst of all worlds. It has the statu-
tory duty to approve the individual provisions of MOUs but does not have
‘either the information or time needed to make the approval process
meaningful. As a result, the Legislature is unable to exercise the control
and oversight functions apparently envisioned by the drafters of SEERA,
yet it may find itself held accountable for the speaﬁc features of individual
MOUs that it has “approved”.

While the Legislature has various alternatlves for extncatmg itself from
this bind, the first step must be to decide what kmd of a role it wants to
play in collective bargaining.

THE NEED FOR BETTER BUDGET‘INFORMATION

How can the Legislature Improve the Fiscal Information on Which it
Depends for Making Infomzed Decisions on the Budget?

Our review of the fiscal information which traditionally has been pre-
sented tothe Legislature indicates that certain improvements are needed
in the timing, accuracy and comprehensiveness of this information. The
Legislature must have good information on the state’s economy, state
revenues, and state expenditures in order to do an effective job in exercis- -
ing its control of the state’s budget. Our analysis indicates that these
improvements are most needed in the area of fiscal forecastirig, and can
be achieved without a significant increase in cost.

Improvements in Fiscal Forecasts .

. We recommend that the Legislature enact legislation requiring the De-
- partment of Finance to include specific information in its fiscal forecasts
and to present these forecasts at specified points in ime during each fiscal
. year.

‘It is important that the Legislature have the most current and accurate
picture possible of the state’s fiscal situation in order to manage the budget
in an effective manner. In last year’s Perspechves and Issues, we identified
a number of deficiencies in the state’s current approach to fiscal forecast-
ing, and recommended that certain statutory reporting requirements be
enacted in order to remove these deficiencies. To date; no action has been
taken either by the Legislature or the Department of Finance (DOF) in -
response to these recommendations..
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Accordingly, we again recommend the enactment of legislation requir-
ing the DOF, which has the leadership role in the budget process, to
provide specified fiscal data to the Legislature. Specifically, we recom-
mend that the DOF be statutorily required to do the following:

o Submit Periodic Fiscal Updates. The DOF should be required to
provide estimates of General Fund revenues, expenditures, and sur-
plus, at those points in time when updated information is needed for
purposes of legislative decision-making or fiscal planning. Specifically,
we believe updates should be submitted in January - (Governor’s
Budget), March/April, May/June (May Revision), August, and No-
vember. These updates should also include revisions to the revenue
estimates for the major sources of special fund revenue (such as vehi-
clerelated fees and tidelands oil and gas revenues). Each update
should reflect any significant fiscal developments which have oc-
curred since the preceeding update such as changed economic condi-
tions, legislation, court decisions, federal budget decisions, revised
case load assumptions, and technical reestimates.

o Provide Explanations for Revisions in Fiscal Forecasts. The DOF
should be required to itemize all factors résponsible for significant
changes in its estimate of the General Fund surplus, including eco-
nomic factors, cash-flow factors, legislation, court cases; and so forth.
It should also publish in the Governor’s Budget each year a reconcilia-
tion table which documents the changes in the estimate of prior and
current year General Fund surplus which have occurred since the

. previous year’s budget.

o Indicate the Degree of Uncertamty Sun'oundmg FlscaI Estzmates

. The DOF should be required to publish information on the degree of

- uncertainty surrounding its estimates of General Fund revenues, ex-
penditures, and surplus, taking into account both economic forecast-
ing uncertainties and error margins assocmted w1th statxstlcal estimat-
ing techniques.

o Provide Alternative Fiscal Forecasts. The DOF should be re-
quired to publish, along with. its regular fiscal estimates, fiscal esti-
mates for alternative economic scenarios which the department and
other economic forecasters feel have a reasonable hkehhood of occur-
ring.

o Publish Long-Term Fiscal Projections. The DOF should be re-
-+ quired to publish, at least twice each year (in January and May), a
.- projection of General Fund revenues, expenditures and surplus, and

- of special fund revenues for four years beyond the budget year.

A detailed dlscussmn of the basis for these recommended reportmg‘ ’
- requirements may-be found on pages 204 - through 206 of our 1983-84.
Perspectives and Issues. o

The reason why leglslatlon to 1mprove fiscal reportmg is de31rable is not‘
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that the DOF is unwilling to improve the fiscal information which. it
produces; indeed, the DOF has, itself, initiated a number of improvements
in recent years. However, in the absence of a statutory obligation to up- -
grade the quality and frequency of its fiscal reports, there is no assurance
that the DOF will adequately address all of the existing deficiencies on a
continuing basis. Consider, for example, what happended during 1983:

‘e In April, the DOF revised downward its General Fund revenue esti-
mates for 1982-83 and 1983-84 by a combined total of about $185
million. These reestimates, however, were not reflected in the DOF
April General Fund surplus estimates.

» In October, the State Controller issued his preliminary estimate of the
ending General Fund balance for 1982-83. This estimate—which had
the effect of increasing the projected end-of-year surplus by several
hundred million dollars—subsequently was published by the State
Treasurer in October. The Legislature, however, was not formally
notified of this significant change in the state’s fiscal outlook until
mid-December, when the DOF’s report on 1983 financial legxslatlon '
was published. .

o Although the DOF stated in July 1981 that it would provide a com-
plete fiscal forecast revision each November which would, among
other things, take account of changed' economic conditions (plus
other factors) affecting revenues and expenditures, the department’s

" revision for November 1983 was never released to-the Legislature.

“ Instead the department’s reports to the Legislature continued to re-
flect the economic assumptions adopted in June 1983 right up to the
publication of the Governor’s Budget for 1984-85, even though these
assumptions were:over half-a-year old.

o The departmerit also stated in July 1981 that it would provide, each
year in the Governor’s Budget, a projection of total and major catego- -

. ries of revenues and expenditures for two years beyond the budget
year. This was done in 1982-83. These projections are absent, howev-

- er, from both the 1983-84 and 1984-85 Governor’s Budgets. -

o Until 1984-85, the Governor’s Budget has always included a table ‘
(labeled Schedule 1-A) which reconciles changes between the cur-

- rent and prior budget estimates. of the General Fund’s prior and

_current year surplus position. The 1984-85 Governor’s: Budget does

not 1nclude this 1nformat10n , :

To avoid. situations such as these in the future, we beheve it would be
in the Legislature’s best interest to require, through the enactment of
, leglslatxon, any unprovements it desxres in-the ﬁscal forecastlng process

Bank and Corpcrafion Tax. Forecusilng Needs Sludy

We recommend that the Legrs]ature adopt suppIementaI Ianguage di-
recting the Department of Finance to conduct a thorough review of the
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procedures which it uses to forecast bank and corporation tax revenues,
and that it report the findings of this review to the Legislature by Octo-
ber 1, 1984,

= Probably the single most difficult state revenue source to predict accu-
- rately is the bank and corporation tax. This is due to a variety of factors,
- including the inherent volatility of corporate profits, the complex prepay-
ment patterns which firms use to remit funds to the state; the lengthy time
lags before actual data on corporate profits become available, and recent
federal law changes which have distorted the historical relationships
between U.S. and California profits.

In forecasting California taxable profits, the Department of Finance
_utilizes several approaches. The first approach is to survey California’s
corporations to determine their profits in the most recent calendar year—
in this case the 1983 calendar year. This is done because actual data on
California profits in 1983 will not be available until later in 1984, when tax
return data are available. The second approach involves the use of statisti-
cal multiple regression relationships between the past behavior of Califor-
nia profits and certain economic variables such as national corporate prof-
its, state personal income and state taxable sales. These relationships are
then applied to the forecast for these variables in order to project taxable
profits in 1983, 1984, and 1985. Because each of these two procedures gives
a different estimate of corporate profits for 1983, the department has to
reconcile the two results and decide upon a single figure. It then uses the
regression-based results to predict profits for 1984 and 1985, working from
the 1983 figures selected as a base.

We believe that the department needs to: conduct a thorough review of
the procedures it uses to forecast the bank and corporation tax. There are
several reasons why this should be done. .

o First, the profit survey approach needs to be thoroughly evaluated in
order to assess its usefulness and to identify how it ‘might be improved.
During the past several years, a number of problems regarding the
sample have come to light. Although the department has gotten a -
relatively good response rate, the coverage of the survey is too small
to provide a reliable measure of corporate profits in California. More-
over, the department has never “tracked” the actual profit perform-
ance of responding companies in order to determine how accurate

-the predictions of these companies are. Our review indicates that the
survey responses need to be “validated.” The department also needs
to reevaluate the manner in which it conducts the survey, giving
special attention to how firms are selected for the sample, and how
much weight should be given to different categories of firms by indus-
try type and firm size. The department may find that there are ways
to improve the survey and its usefulness in forecasting revenue; or
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alternatively, that the resources spent conductlng the survey could be -
better utilized in other ways.. e

o Second, the department has found that the data on Cahforma proﬂts
published by the Franchise Tax Board (FTB) are not always consist-
ent with the level of profits implied by the actual bank and corpora-
tion tax collections. This is a potentially serious problem, because the

FTB profits data provide the historical data used in the department’s
forecasting equations. If the data are wrong, then the resulting profits
forecasts also will be wrong. In our judgment, the department needs
to determine whether steps can be taken to reconclle these two types
of data.

o Third, the relatlonshrp between U.S. proﬁts and California profits has
changed in recent years, due to the federal tax law changes cited
earlier. Because the level of national profits is an important variable
used in forecasting California profits (especially in light of unitary
taxation), the department needs to review and restructure its state-
national profits equations.

We believe that the department’s review of its bank and corporation tax
forecasting methodology should be conducted as’a part of its normal fiscal
forecasting respon51b111t1es, utilizing existing resources. Accordingly, we
recommend adoption of the following supplemental report language:

“The Department of Finance shall conduct areview of the methodology
it uses to project bank and corporation tax revenues and report its
~ findings to the Legislature by October 1, 1984. This review shall include
(1) an analysis of the department’s annual corporate. profits survey,
including its statistical reliability, steps which can be taken to improve
the survey, and whether the costs of conducting the survey are justified,
(2) an analysis and reconciliation of the differences between the profit
data collected by the Franchise Tax Board and the profit data implied
by actual cash revenue collections, and (3) an analysis of how the histori-
cal relationship between national and state profits has changed due to
federal law changes, and how this change can best be mcorporated into
the department s revenue estimating models.” '

COURT RUI.INGS OVERTURN STATE BUDGET DECISIONS

" What is the Impact of Recent C’ourt Ru]mgs on PoIIc y and F undmg Deci-
sions Made by the Legws]ature’

A number of major court decisions 1ssued since leglslatxve actlon on. the
1983 Budget Act was completed have had an adverse impact on the
budget. These court decisions, and others. like them in previous years,
have two important implications for legislative ,control and priority set-
ting. First, these decisions highlight the difficulties that the Legislature has
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" in setting priorities through the budget and making these priorities stick
during the course of the fiscal year. Second, these decisions make it dif-
ficult—sometimes very d1ff1cult—for the Legislature to control overall
Vstate expenditures.

The two problems tend to reinforce each other. To the extent the courts
do not. allow the Legislature to cut what it considers. to' be low-priority
- expenditures, the Legislature may:-have to reduce hlgher pnonty expendi-
tures or, in some cases, raise taxes.

Recent Couri Decisions Have Increased State Costs -

Our review indicates that court decisions handed down since legislative
action on the 1983 Budget Act was completed have increased General
Fund costs by $42.1 million in 1983-84, and will further increase General
Fund costs by $64.1 million in 1984-85. Table 91 dlsplays the impact of
_ these demsmns

Table 91

Increased General Fund Costs
Due to Court Decisions and Settlements
1983-84 and 1984-85
{in millions)

1983-84 19684-85

I Medi-Cal
1. Committee to Defend Reproductive Hngts V Rank-—payment for
abortions ; $15.7 -
9. Beltran v. Myers—property transfers .....: v, 4 $7.6
3. Lynch v. Rank-effect of Social Security increases ... 15 13
4, Lopez v. Hecldler—disability determmatlons on eligibility 07 _43
" Subtotal, Medi-Cal........ : $200 ¢ $13.2
I Welfare ’ :
1. Lopez v. Heckler—SSI/ SSP dxsablhty determmatlon ......................... . $08 $4.2
) 2 Wright v. Woods-AFDC retroactive supplemental benefits ... _ 204
3. Wood v. Woods—AFDC stepparent income - 79
-4, Zapata v. Woods—AFDC eligibility to children on SSI/SSP .58 13
5. Miller v.- Deukmejian—-AFDC emergency regulations ... 42 -
6. Community Services for the Disabled v. Woods——IHSS protective
supervision by housemates : _ 88 16.6
7. Angus v. Woods—AFDC collection of overpayments ... S 05
Subtotal, Welfare ; g — $19.6 $50.9
I Judicial ‘ : :
1. Olson v. Cory—interest on Judges back pay -$05 =
Totals ... ; . $42.1 $64.1

Excluded from the figures in Table 91 are the costs of those decisions
~which (1) find the state liable for personal injuries or property damage;
- (2) award attorney fees; (3) became final prior to July 1, 1983, even though
these decmons also resulted in ongoing General Fund costs; (4) are under
appeal; or (5) result in costs the magnitude of whlch is unknown (although
vposmbly substantial).

" Medi-Cal. The program area most affected by court decisions dur-
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ing the current year is Medi-Cal. A series of court decisions will increase
General Fund costs under the Medi-Cal program by $22.0 million in 1983
84, and by $13.2 million in 1984-85.

These decisions (1) required the state to fund abortions for Medi-Cal
recipients, despite limitations on these expenditures adopted by the Legis-
lature in the 1983 Budget Act (Committee v. Rank); (2) ordered the state
to reimburse Medi-Cal recipients who were penalized for transferring
property to other individuals in order to qualify for Medi-Cal (Beltran v.
Myers); (3) required:the state to identify individuals disqualified from
SSI/SSP because of social security benefit increases, and notify them that
they may continue to be eligible for Medi-Cal benefits (Lynch v. Rank).

The court’s decision in the Lopez v. Heckler case has increased General
Fund costs under both the SSI/SSP program and Medi-Cal. This ruling
prohibited the federal government from discontinuing payments to SSI/
SSP recipients as a result of changes in disability criteria used in the
program. Because SSI/SSP recipients are automatically eligible for Medi-
Cal, the ruling also restores Medi-Cal benefits for these individuals. The
decision will increase General Fund costs for both programs by a total of
$1.5 million in 1983-84 and $8.5 million in 1984-85.

Welfare. Six other decisions affecting the AFDC, SSI/SSP, and In-
Home Supportive Services programs will increase General Fund costs by
$18.8 million in the current year and by $46.7 million in the budget year.
In these cases, the courts (1) required the state to reimburse certain
AFDC recipients denied supplemental payments between 1976 and 1981
(Wright v. Woods); (2) prohibited the state from automatically including
* stepparent income as part of the welfare family’s income, without regard
to other factors, in determining eligibility ( Wood v. Woods): (3) required
the state to provide AFDC benefits to needy parents or other relatives
who are caring for children receiving SSI/SSP payments (Zapata v.
Woods); (4) delayed implementation of emergency regulations affecting
the beginning date for AFDC payments (Miller v. Deukmejian); (5) re-
quired the state to pay housemates for protective supervision they provide
to aged, blind, or disabled individuals, regardless of their relationship to
the individuals (Community Services for the Disabled v. Woods); and (6)
required the state to consider the financial circumstances of AFDC recipi-
ents when reducing grants in order to collect previous overpayments. The-
decision further required the state to pay retroactive benefits to persons
whose payments were reduced between 1977 and 1981 (Angus v. Woods ).

Judicial. On December 30, 1983, the state Supreme Court ordered
the state to pay judges elected before 1980, interest on the back pay they
were awarded by the 1980 Olson v. Cory decision. (Chapter 1183, Statutes
of 1976, limited judges’ annual cost-of-living increases to 5 percent. The
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1980 decision declared Chapter 1183 unconstitutional, and ordered the
state to pay those judges back wages.)

Court Declslons Reduce the Legislature’s Control Over State Spending

In summary, court rulings can have a significant effect on the policy and
funding decisions made by the Legislature. As we indicated in last year’s
Perspectives and Issues (p. 203), decisions handed down after enactment
of the 1982 Budget Bill imposed a net cost of $431.1 million on the General
Fund in 1982-83. The second-year effect of many of those cases, plus the
decisions handed down after the-1983 Budget Act was chaptered, have
increased 1983-84 expenditures by an estimated $98 million. Clearly, these
decisions not only reduce the Legislature’s control over state spending but
constrain its ability to achieve its priorities in the budget process.
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