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INTRODUCTION

The purpose of this document is to assist the Legislature in setting its
priorities and reflecting these priorities in the 1986 Budget Act. It seeks
to accomplish this purpose by (1) providing perspectives on the state's
fiscal condition and the budget proposed by the Governor for 1986-87 and
(2) identifying some of the major issues facing the Legislature in 1986. As
such, this document is intended to complement the Analysis ofthe 1986-87
Budget Bill, which contains our traditional item-by-item review of the
Governor's Budget.

The Analysis continues to report the results of our detailed examination
of all programs and activities funded in the Governor's Budget. It also
contains our recommendations on the various amounts proposed in the
Budget Bill, as well as our recommendations for changes in the statutory
provisions governing individual programs and activities. In contrast, this
document presents an analytical overview of the state's fiscal condition.
The recommendations included herein generally cut across program or
agency lines, and do not necessarily fall under the jurisdiction of a single
fiscal subcommittee.

The 1986-87Budget: Perspectives and Issues is divided into three parts.

Part One, "State Finances in 1986, " provides a perspective on the state's
current fiscal situation. Part One is divided into two sections:

• Fiscal Situation Facing the Legislature, which discusses the condition
of the state's General Fund in 1985 and 1986, and

• The Long-Term Fiscal Outlook, which discusses the economic outlook
for the state through 1988-89.

Part Two, "Perspectives on the 1986-87 Budget," presents data on the
budget as a whole-expenditures, revenues and the fiscal condition of
state and local governments-to provide a perspective on the budget
issues that the Legislature will face in 1986. Part Two is divided into four
sections:

• Expenditures, which details the total spending plan proposed for the
state and highlights the major changes in program activities proposed
by the Governor;

• Revenues, which discusses the various sources of income to the state,
as well as the economic conditions that will influence the level of
revenues in the current and budget year;

• State and Local Borrowing, which discusses the types and volume of
borrowing being done by the state and local governments, as well as
the factors, such as federal tax reform, which may affect borrowing
levels in the future; and

• The State sWork Force, which analyzes the reasons for changes in the
state's work force in 1986-87 and puts these changes in an historical
context.
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Part Three, "Major Fiscal Issues Facing the Legislature," discusses ma
jor issues that we believe warrant the Legislature's attention in 1986. This
part is divided into two sections:

• Revenue Issues, which includes issues involving California's income
tax system and the shortfall in the Motor Vehicle Account.

• Expenditure Issues, which includes issues dealing with the. state's
appropriations limit, the substantinl growth in the population of the
Department of the Youth Autnority's facilities, and the rising cost of
the state's prison system. This section also includes issues dealing with
new prison construction, the financing of school facilities, the state's
commun:..:y-based long-term care syst~m, and a cleanup strategy for
hazar( .OLlS waste sites. The section closes with a review of b ansporta
tion programming, the increasing costs of tort liability, and manage
ment of the state's telecommunications system.



Part One

STATE. FINANCES
IN 1986
Fiscal Situation
Facing the Legislature

The Long-Term
Fiscal Outlook



Part One

ANCES

The Governor's Budget for 1986-87 reflects the continuing expansion of
the California economy as well as the need to provide for less-certain
times. The budget provides for significant expansions in state-funded serv
ices, a modest expansion in the number of employees needed to provide
those services, and the restoration of the state's "rainy day" fund.

In terms of purchasing power, the level of General Fund revenues is 4.1
percent higher than the level estimated for the current year. The level of
General Fund expenditures proposed in the budget, however, is only 1.1
percent higher in inflation-adjusted (real) dollars than the level estimated
for the current year. This is because (1) a substantial portion of the pro
jected revenue growth must be used simply to fund current expenditures,
and (2) the budget proposes to increase the balance in the state's reserve
fund.

Even without these checks on expenditure growth, however, the state's
abiJity to expend funds at a rate comparable to the growth in revenues
would be limited in 1986-87 by the state's constitutional limitation on
appropriations.

In this part, we provide a brief overview of the state's fiscal condition
in 1985 and 1986. We also discuss the state's budgetary prospects beyond
the upcoming year. A more detailed examination of revenues and expend
itures appears in Part Two of this volume.



7

Fiscal Situation Facing the Legislature
Table 1 provides information on annual General Fund revenues, ex

penditures and the end-of-year balance, beginning with 1980-81. Trends
in General Fund revenues and expenditures are illustrated in Chart 1.

The chart shows that General Fund revenues and expenditures have
exhibited a fairly close relationship since 1983-84, when the state's large
recession-caused deficit was eliminated. In the current year, the estimates
indicate that expenditures will again exceed revenues. While this discrep
ancy is not of the same magnitude as in earlier years, it will cause a
reduction of over $500 million in the state's Special Fund for Economic
Uncertainties. If, however, the Governor's estimates of revenues and ex
penditures turn out to be accurate, revenues will exceed expenditures by
$325 million in 1986-87.

According to the budget document, the Governor's spending program
for 1986-87 would leave the General Fund with a positive balance of
approximately $1.1 billion on June 30, 1987-up from about $800 million
at the end of the current year. These funds would be retained in the
Special Fund for Economic Uncertainties in order to protect the General
Fund from unanticipated declines in revenues and unforeseen increases

Chart 1
Comparison of General Fund
Revenues and Expenditures
1980-81 throu9h 1986-87 (in billions)

$32

30
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Table 1
Trend in General Fund Revenues, Expenditures and the Surplus a, b

1980-81 through 1986-87
(dollars in millions)

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86" 1986-87"
Prior-\'('ar resources ....... ,............ ,........................... ,....................... 82,540.7 8681.0 -830.8 -8521.3 8490.6 51,366.6 8843.3Adjustments to prior-year resources.,........."............ ,.. ,.......".. ,... 145.2 50.0 7.0 57.7 37.4--- --- --- ---Prior-yE'ar resources, adjusted ... :................. ,.......................".... 82,685.8 8730.9 -823.9 -8463.6 $528.0 81,366.6 8843.3
Re\'enues and transfers ... ,..,............ ,......................."........... ,......... $19,047.5 820,920,6 $21,231.1 $23,822.1 $26,605.9 $28,186,6 531,023,6Expenditures, .................... ,............ ,.............. ,........ ,..............,............ $21,052,3 821,682.4 $21,728.6 $22,867.9 $25,767.3 828,709,0 830,698.9

(Difference) ... '....".......... ,........ ,.."......"..".................... ,.. ,......"", .. (-2,004.8) (-761.8) (-497.5) (954.2) (838.6) (-523.3) (324,7)
(Expenditllres from resen'E's) ................. ,..............,................. (210.7) (274,2) (-29.3) ~) (-0.3) (37,3) ~)
(Annual surplus or deficit) ,..,......................,........................,.... (-1,794.1) (-487,6) (-526.8) (978.3) (838,2) (-486.0) (343.1)

General Fund balance .... ,....... ,.."......................."..................... ,.... $681.0 -830,8 -8521.3 $490,6 $1,366.6 $843.3 81,168.0Carr\,-o\'er reser\'es........ ,.. ,........... ,............ ,........... ,........... ,......... (332.0) (57.8) (87.1) (63,0) (63,3) (26.1) (7.7)
Rese~\'(' for Los Angeles County Grant Account ................ - - - (100.0) - - -Disaster Response-Operations Account .................................. - - - - - (20.0) (20.0)

Special Fund for Economic Uncertainties ................................ (349.0) - - (327.6) (1,303.2) (797.2) (1,140.3)

" Source: State Controller. The 19114-8.5 data represent the State Controller's January 19116 estimate of the 19114-i:l5 final accrual-basis totals, but is subject to potential re\'ision
for final audit adjustments of the Auditor General.

I> Dl'lails ma" not add to totals due to rounding.
,. Source: GO~'ernor's Budget. Data for 19115-1l6 and 19116-87 are not strictly comparable with prior years duE' to Generally Accepted Accounting Principl~s (G,.{AP)~

related adjustments reflected in the. 19115-1l6 and 19116-87 blldgE't data. General hmd balances in 19115-ll6 and subsequcnt ycars ha\'e becn ,idjllsted to ..efleet State
Controller's January 19116 estimate of the 19114-i:l5 Gencral Fund balancc.

00
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in expenditures. Thus, the reserve serves a key purpose: by insulating the
budget from adverse developments on the revenue and expenditure sides,
it helps the state provide a continuous and more predictable level of
services to its citizens.

General Fund Condition Deteriorates in 1985-86

Table 2 summarizes the changes in the condition of the General Fund
that have taken place in the last year.

Table 2
Change in General Fund Condition

1984-85 and 1985-86
(dollars in millions) a. b

Unr('strict('d balance .

Condition of thr
Gmend }lllld

in 198+-85

Beginning resources .
Re\'enues and transfers ..
Expenditures .

General Fund balance .
Resen'es .I ..

As Prq;ectrd As Reportrd
iiI GOI '{'[nor l' hl'Stllte

Budget C~ntrollrr
filll1wrr jWllIlI(r ,.

1985 1986
8491 8528

26,077 26,606
25,582 25,767

8985 81,367
15 63

8970 81,303

Effect
on

1984-85
Surplus

$37
529

-185

$381
-48

8333

Condition ofthe
Genrfill Fillld

in 1985-86.
liS Projected !J.I·

Goremor l' Budget
jllnl11l(r jlllll11l(r

1985 1986'
8985 $1,367

27,922 28,187
27,864 28,710-- --
81,043 8843

3 46-- --
81,040 8797

Mect
on

1.985-<86
'silrplus

8382
264

-846

-8200
-43

-8243

" Details may not add to totals due to rounding.
h Data for 1985-86 are not strietly comparable, due to GAAP-based budgeting changes reflected in the

1986-87 GO\'ernor's Budget.
,. The 1984-85 data represent the State Controller's january 1986 estimate of the 1984-85 final accrual-basis

totals, but is subject to potential re\'ision for final audit adjustments of the Auditor General. The
1985-86 data have been adjusted to reflect the change in the 1984-85 General Fund balance indicated
by the Controller's report.

.I Includes unenclnnbered balance of continuing appropriations, and reserve for Disaster Hesponse-Oper
ations Account.

1984-85. Last year at this time, the Governor's Budget projer:ted
that the state would end the 1984-85 fiscal year with an unrestricted
balance of $970 million in the General Fund. The Governor's Budget states
that the balance is now expected to be $1,320 million. Based on the. State
Controller's preliminary figures, however, it appears that the actual bal
ance will amount to $1,303 million, or $333 million more than what was
estimated one year ago. The increase resulted entirely from higher-than
anticipated revenues.

As shown in Table 2, revenues and transfersin 1984-85 were $529 million
higher than the amount predicted in last year's Governor's Budget. These
increased revenues were due entirely to the performance of the state's
economy.
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The budget's estimate of expenditures in 1984-85 was much closer to the
mark than the revenue estimate. Table 2 indicates that 1984-85 expendi
tures came in $185 million more than estimated six months earlier.

1985-86. The General Fund balance declined by a substantial
amount in 1985-86, instead of increasing moderately as the Governor
originally proposed. This large decline occurred despite two factors that
tended· to increase the balance:

• revenues are $264 million higher than estimated in January 1985, and
• the beginning General Fund balance was $382 million higher than

originally anticipated.

Although Table 2 indicates that expenditures increased by $846 million,
the actual increase was much larger-$1,140 million. The difference re
flects certain accounting changes that mask the actual increase in spend
ing. The higher-than-anticipated expenditures more than offset the up
ward adjustment in available resources, thereby reducing the year-end
unrestricted balance by $243 million.

The increased revenues ($264 million) were attributable to the effects
of a stronger-than-anticipated economy ($359 million), and legislation
which expanded the state's external borrowing program ($81 million).
These gains were partially offset by two accounting changes and legisla
tion which transferred funds to the newly created Industrial Loan Fund
for loan guarantees to a financial institution.

The increase in expenditures primarily reflects the additional expendi
tures approved by the Legislature and the Governor in the Budget Act
($273 million) and subsequent legislation ($511 million). The approval of
deficiency requests, and the incorporation of revised estimates for other
expenditure items, added $296 million to the expenditure total.

General Fund Condition for 1986-87

If the budget's estimates of revenues and expenditures for 1986-87 turn
out to be accurate, revenues will exceed expenditures, and by a cpmforta
ble margin-$325 million. These excess funds would bring the balance in
the Special Fund for Economic Uncertainties up to $1,140 million, or 3.7
percent of General Fund expenditures. As we piscuss in Part Two of this
volume, however, the budget's estimate of expenditures significantly un
derstates the amount needed to provide the level of services proposed by
the Governor. As a result, it is unlikely that the reserve balance can be
increased to the level identified by the budget document, and may even
decline further.

General Fund revenues are projected to increase by $2.8 billion, or 10
percent, in 1986-87. Because approximately $525 million of expenditures
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in the current year are being funded from the reserve, only about $2.3
billion of the additional revenues will be available for increasing expendi
tures, reducing tax collections, or increasing the amount in the state's
reserve fund.

The Governor's Budget proposes an increase in General Fund expendi
tures of almost $2 billion, or 6.9 percent, above the level of estimated
expenditures in the current year. Consistent with past years, the largest
increase is proposed for education, which would gain $1.4 billion, or 9.3
percent, in additional General Fund support. This includes increases of $1
billion (9.9 percent) for K-12 education and $48 million (12 percent) in
contributions to the State Teachers' Retirement System, as well as in
creases for the University of California, the California State University,
and the California Community Colleges of 8.5 percent, 7 percent, and 7
percent, respectively.
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The Long-Term Fiscal Outlook
The condition of the General Fund beyond the budget year will depend

on several factors-the level of services to be provided by the state, the
level of state income (that is, revenues plus transfers), and the size of the
reserve that the Legislature and the Governor decide to maintain.

The levels of income and expenditures beyond the budget year will be
influenced by a variety of factors, including economic conditions, judicial
decisions, ballot initiatives, and actions taken by the Legislature. The
Legislature may, for example, enact legislation which changes tax rates or
the definition of the tax base and thereby affects the level of revenue
collections. It may also initiate new expenditure programs, modify existing
programs, or transfer the responsibility for providing a particular service
from one level of government to another. There is no way of predicting
what the outcome of legislative actions in the future will be.

Another factor-one which has not played any significant role in the
state budget process to date-will also help shape the level of expenditures
in future years: the Constitutional limitation on appropriations that was
approved by the voters as Proposition 4 in 1979.

In this section, we provide an illustration of what the condition of the
General Fund would be in future years:

• if no law changes are made that significantly affect state income,
• if the economy behaves in line with the Department of Finance's

projections, and
• if the state-funded services are maintained at the levels proposed in

the Governor's Budget, adjusted for inflation and population growth.

General Fund Income

The most important factor determining state income in future years will
be the economy's performance. Generally speaking, the state's revenue
base appears to have sufficient "elasticity" to grow at a pace equal to, and
probably slightly faster than, the rate of growth in California's personal
income base-at least during normal years. From time to time, however,
this relationship will break down. For example, when an economic slow
down occurs, corporate profits usually fall, and the percentage of income
that consumers spend on taxable commodities can also decline. During
economic expansions, the opposite usually occurs. Thus, on a year-to-year
basis, the rate of growth in revenues, relative to the rate of growth in
personal income, can vary considerably, depending on what the economy
is doing.

It is not possible to predict with any confidence what the economy's
performance will be beyond the next 18 months. Indeed, no economist can
say with any certainty what will happen to the key economic variables
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beyond the next several quarters-if that. This is partly because of the
economy's sensitivity to external influences, such as unsettled conditions
in the foreign trade sector, international debt problems, and pricing/
output conditions in the world's crude oil market. Equally important are
certain major policy decisions yet to be made by the U.S. Government,
which will exert a strong influence on the economy. For example, the
major cuts in federal expenditures contemplated by Congress in enacting
the Gramm-Rudman-Hollings deficit reduction measure would certainly
affect key economic variables, but these reductions could be superseded
by action to raise taxes or reduce spending through more selective tech
niques.

Consequently, llny estimate of General Fund revenues beyond 1986-87
depends heavily on what one ;lssumes about the economy's performance
beyond 1987.

The Governor's Budget contains a projection of General Fund revenues
for 1987-88 and 1988--89. This projection is based on the Department of
Finance's standard economic forecast for 1986 and 1987, which ;lssumes
that the economy will continue to expand at a "steady" pace through 1988
and 1989. That is, the department assumes that there is no recession in the
cards for the state's economy for the foreseeable future. Should the depart
ment's assumptions prove to be correct, Table 3 shows that General Fund
revenues would reach $34.2 billion in 1987-88 and $37.6 billion in 1988--89.

From our perspective, the department's projection of income to the
General Fund is optimistic indeed. The economy has moved through the
expansionary portion of the business cycle, and it is not clear whether or
for how long continued economic expansion will take place. In fact, 85
percent of the nation's business economists expect a recession to begin
sometime before 1988. This is not surprising since, even though economists
have a poor record of forecasting recessions, the current expansion has
already lasted longer than the average for postwar economic expansions.
History suggests that periodic episodes of slow economic growth, though
not always predictable, are to be expected. Given this, it seems reasonable
to assume that at some point before the end of this decade, economic
activity will slow from the current pace.

General Fund Expenditure Growth

The Governor's Budget proposes General Fund expenditures in 1986-87
of $30.7 billion. In order to estimate the amount that would be needed in
future years to continue the level of state services proposed by the Gover
nor, four adjustments must be made. First, certain "one-time" expendi
tures must be removed to reflect the fact that they are not part of the
ongoing "base" budget. Second, the 1986-87 base must be adjusted to
reflect the full-year costs of programs which are being "phased in" during
the budget year. Third, the 1986-87 base must be increased to reflect the
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funds needed to provide the level of services proposed by the Governor.
(Our analysis indicates that the proposed budget underfunds the
proposed level of services by approximately $384 million.)

Finally, the adjusted base for 1986-87 must be increased for population
growth and inflation, so as to hold "real" per capita expenditures constant
over time. We have done this, based on the a~sumption that inflation will
average 6 percent per year and population growth will average 1.7 per
cent annually. The result is that estimated expenditures grow by about 7.8
percent per year. Table 3 shows that the amount of funding needed to
support a constant level of "real" per capita expenditures is $33.5 billion
in 1987-88 and $36.2 billion in 1988-89.

1987-/38 1988-89
81,168 81,8.53
34,230" 37,555 ,.
33,545 d 36,162 d

(685) (1,393)

28 28
1,825 3,218

28
1,140

Table 3
Condition of the General Fund 0

198~7 through 1988-89
(dollars in millions)

1986-87 10

8843
31,024
30,699

(325)

Prior-H'ar rcsourccs .
Inc~mc (as projected by 001") ..
Expcnditltres : .

(Annual surplus) .
Year-end General Fund balance:

Carn··o,·cr rescn'es ..
Special Fund for Economic Unccrtaintics .

" J)l'tails may not add to totals due to rounding.
10 Source: GO\'l'r1lOr's Budgl't. adjustl'd to wnl'ct thl' Statl' ContfollN's l'stimatl' of thl' 1984-1l.5 Gl'nef,,1

Fund balance.
,. Somcl': GO\·l'rtlOf·S Budgl't.
d Assuml's 1986-1l7 l'xpl'nditufl's afl' adjustl'd to fl'nl'ct innation and population incfeasl's.

General Fund Condition

Table 3 shows what the condition of the General Fund would be in
1987-88 and 1988-89, given these income and expenditure assumptions.
The table indicates that:

• On an annual basis, General Fund income would exceed General
Fund expenditures by approximately $685 million in 1987-88 and $1.4
billion in 1988-89.

• The General Fund blllllnce-that is, the total amount of unused funds
"left over" at the end of the year-would rise from $1.1 billion at the
end of the budget year to $3.2 billion at the end of 1988-89.

Thus, the expanding economy assumed by the Department of Finance
would provide a considerable amount of resources for funding additional
programs or tax relief.

Implications of the State's Appropriations Limit

The provisions of Article XIII B of the State Constitution, approved by
the voters in 1979, set a "lid" on the amount of General and Special Fund
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revenues which can be appropriated in a given year. The lid is increased
each year by the product of the percentage change in population and
either (a) the increase in the U.S. Consumer Price Index, or (b) the
increase in California per capita personal income, whichever is lower. For
1986-87, this adjustment increases the state's limit by 5 percent.

Based on the Department of Finance's long-range projection for the
state and national economies, it appears that the growth rate for the
appropriations limit over the two years beyond the budget year will be
substantially less than the rate of growth in General and Special Fund
revenues. On this basis, it does not appear that the state could appropriate,
for state purposes, all of the uncommitted resources identified in Table 3.
This issue is discussed more fully in Part Three of this volume.
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CTIVES
1986-87

This part of our analysis provides perspectives on the Governor's
Budget for 198(H37. It consists of four major sections, as follows:

• Expenditures. This section presents an overview of the spending
plan proposed in the Governor's Budget. It discusses the level of
proposed expenditures, the major components of the budget, and the
major program changes proposed in the budget. It also identifies
some of the likely state expenditures that are not provided for in the
budget.

• Revenues. This section provides a perspective on the state's econ
omy in 1985, 1986, and 1987, and the outlook for the economy in
succeeding years. It also includes an analysis of revenue collections in
the prior, current, and budget years, and discusses how revenues
would be affected by alternative assumptions about economic growth.

• State and Local Borrowing. This section focuses on the types and
volume of borrowing conducted by the state and local governments.
It also includes a brief review of certain borrowing-related policy
issues that will influence the level of borrowing in the current and
budget years.

• The State's Work Force. This section analyzes the reasons for
changes in the state's work force in 1986--87. It also examines historical
trends that account for the changes in state employment in recent
years.
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Expenditures in 1986-87

TOTAL STATE SPENDING PLAN

The Governor's Budget for 1986-87 proposes total expenditures of $62.5
billion. This amount includes:

1.4%
7.0

2.4%

5.6%
-66.8

2.4%
-0.8

Proposed 1986-87
Percent
Chunge

6.9%
-1.4

836,738.9
14,742.8

851,481.7
11,016.4

862,498.1

830,698.9
5,514.5

836,213.4
525.4

Amount

14.4%
15.5

14.5%

850,747.3
10,297.8

861,045.1

828,709.9
5,592.1

834,302.0
1,580.8

835,882.7
14,864.5

Amount

844,378.7
8,916.7

853,295.4

ActuuJ
198~5

825,767.3"
4,651.4

830,418.7
588.4

831,007.1
13,371.6

• $36.7 billion in stute expenditures, consisting of $30.7 billion from the
General Fund, $5.5 billion from special funds, and $0.5 billion from
selected bond funds;

• $14.7 billion in expenditures from federuJ funds; and
• $11 billion in expenditures from various "nongovernmentuJ cost"

funds, including funds established for retirement, working capital,
revolving, public service enterprise, and other purposes.

Table 4
Total State Spending Plan 0

1984-85 through 1986-87
(dollars in millions)

Estimuted 1985-86
Percent
Chunge

11.4%
20.2

12.8%
168.7

15.7%
11.2

General Fund .
Special funds ..

Budget Expenditures .
Selected bond funds ..

State Expenditures .
Federal funds ..

GO\'ernmental Expendi-
tures ..

\ongO\'ernmental cost funds ..

Total State Spending .

"Source: Gm'ernor's Budget. Details may not add to totals due to rounding.
"Source: State Controller.

Governmental Expenditures

The budget proposes expenditures from governmental funds-that is,
total state spending less expenditures from nongovernmental cost funds
amounting to $51.5 billion in 1986-87. This represents a $734 million, or 1.4
percent increase from the current-year level. This increase is the net
effect of a nearly $2 billion increase in General Fund expenditures, par
tially offset by a more than $1 billion decrease in selected bond fund
expenditures.

Using this measure of expenditures, during 1986-87, the state will spend
$1,950 for every man, woman and child in California, or $141 million per
day.
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State Expenditures

That portion of the state spending plan financed by state revenues
deposited in the General Fund or state special funds is usually referred to
as "state expenditures." As shown in Table 4, state expenditures are
proposed to total $36.7 billion in 1986-87, which is 2.4 percent higher than
state expenditures in the current year.

General Fund Expenditures

The budget proposes General Fund expenditures of $30.7 billion in
1986-87-nearly one-half of all expenditures that will occur under the
state's ~tuspices.

Chart 2

Annual Growth in General Fund Expenditures
1980-81 through 1986-87 (in billions)

86-87
(prop.)

85-86
(est.)
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18 --'-----------------------
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Chart 2 and Table 5 show the trend in General Fund expenditures since
1980-81. Chart 2 displays expenditures both on a"current dollar" and "real
dollar" basis. Expenditures in "real dollars" represent expenditure levels
as they appear in the budget (that is, "current dollars"), adjusted for the
effects of inflation since 1980. Presenting the budget totals in terms of "real
dollars" allows expenditure levels in different years to be compared on a
common basis.
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In current dollars, the proposed General Fund budget for 1986-87 is 46
percent greater than it was in 1980-81. In terms of "real dollars," however,
the increase proposed in the General Fund budget is less than 1 percent.

As shown in Chart 2 and Table 5, between 1981-82 and 1983-84 total
General Fund expenditures in "real dollars" actually declined at the rate
of 3.5 percent per year, as the state experienced the effects of the nation
wide recession. In 1984-85, however, "real" General Fund expenditures
headed upward, in line with the expansion of the state's economy. For the
past two years, total General Fund expenditure growth has averaged over
12 percent in current dollars and nearly 6 percent in real dollars.

Table 5
Annual Change in General Fund Expenditures

1980-81 through 1986-87
(dollars in millions)

Total General Fund Budget"

5.5
1.1

-4.4%
-6.0
-1.0

6.2

1980-81 .
1981-82 .
1982-83 .
1983-84 .
1984-85 .
1985-86 estimated , ..
1986-87 proposed , ..

"Current Dollars" "Real (1980) Dollars"
Amount Change Amount> Change
$21,066 $21,066
21,695 3.0% 20,129
21,755 0.3 18,917
22,872 5.1 18,726
25,767 12.7 19,888
28,710 11.4 20,978
30,699 6.9 21,219

"Sourcc: Statc Controllcr.
h "Real dollars" equal current dollars deflated to 1980-81 dollars using the Gross "alional Product implicit

price deflator for state and local purchascs of goods and sen'iccs.
"Source: Go\'ernor's Budget. Data for these years is not strictly comparablc to data for thc prior ycars,

due to the cffect of two accounting changes reflected in the Governor's Budget.

The General Fund expenditures proposed for 1986-87 would continue
the upward trend of real expenditure growth that began in 1984-85, but
the rate of growth would be much slower. In current dollars, total General
Fund expenditures proposed for 1986-87 are 6.9 percent greater than they
are expected to be in the current year. This translates into an increase in
purchasing power of 1.1 percent, based on an estimated inflation rate of
5.8 percent in the budget year.

The decrease in the rate at which General Fund expenditures are
proposed to grow in the budget year primarily reflects the relationship
between revenues and expenditures in the current year. In 1985-86, Gen
eral Fund expenditures are expected to exceed revenues by over $500
million. This deficit is being funded by drawing down the Special Fund
for Economic Uncertainties. In order to prevent further depletion of the
state's reServes in 1986-87, a portion of the revenue growth which would
otherwise be available to fund additional expenditures must instead be
used to fund existing expenditures.
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Federal Fund Expenditures

Federal fund expenditures account for almost one-third of the govern
ment,ll expenditures (that is, total expenditures less nongovernmental
cost and bond funds) which the Governor's Budget proposes for 1986-:87.
As Table 6 shows, federal funds have accounted for as much as 33 percent
(1982--83) and as little as 29 percent (1986--87) of total governmental
expenditures during the past seven years. Since 1982--83, however, federal
expenditures as a percentage of total state expenditures have been declin
ing. The level of federal expenditures anticipated in 1986--87-$14.7 billion
~represents a decrease of $122 million, or 0.8 percent, below the estimat
ed 1985--86 level.

Federal fllIlds us
Percellt of Totul

30%
31
33
32
31
30
29

Totuls

834,575
35,657
37,190
38,854
43,790
49,167
50,957

810,248
10,863
12,255
12,454
13,372
14,8(i.j
14,743

83,262
3Jl99
3J80
3,.j27
4.651
5..j92
5,.m

821.066
21,69.j
21.7.j.j
22.8i2
25.767
28.710
30.699

Gelleral
l'lmd h

Table 6
Federal Fund Expenditures as a Percent of Total State Expenditures 0

1980-81 through 1986-87
(in millions)

Speciul Fcderul
Nmds FUllds

1980.,.1\1 .
1981.,.1\2 ..
1982.,.1\3 .
198.'3-0';4 ..
1984-<'l5 ..
198.j.,.Ij6 .
1986.,.1\7 ..

., Exdud,'s nongo\'l'l'Il1l1l'lItal ('ost and bond fonc!s. Dl'lails ma)' 1101 add to totals duc to rOllllding.
h !!iIlO-IH lhrollgh !!i1;4--/l.5 dala from Statl' (;ontrollpr.

Federal Escrow Funds. One factor accounts for the drop in federal
expenditures that is anticipated between the current and budget years:
the decline in expenditures of federal escrow funds. The budget estimates
that the expenditure of these funds will be approximately $290 million in
the current year and $83 million in the budget year.

The escrow funds are available to states pursuant to Section 8 (g) of the
federal Outer Continental Shelf Lands Act. The act requires that the
federal government share with affected states the revenue that it receives
from oil and gas development on federal submerged lands. To date, none
of this money has been released to California. In the event these funds are
not received, federal expenditures will be less than what is shown in the
budgeL More importantly, the failure of these funds to materialize would
leave a large number of projects and activities underfunded. Undoubted
ly, the Legislature would be asked to support these activities from other
funding sources.
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Table 7
Federal Funds Changes. By Program a

1985-86 and 1986-87
(in millions)

Amount Percent
Chunge

Progmm

Legislatin'/Judicial/Execliti\"e .
State and Consumer Sen'ices .
Business. Transportation lind Housing .
Resources .
Health and Welfare .
Youth /Adult Corrections .
K-12 Education , .
Higher Education , .
Other GO\·ernmental Units/Sen·ices .

Totals .

" D('tails may not add to totals du(' to rounding.

Estimuted
1985-86

$91
28

1,405
61

8,793
1

1,198
2,630

657

$14,865

Proposed
1986-87

853
25

1,460
113

8,707
1

1,100
2,774

510

814,743

-$38
-3
55
52

-86
o

-98
144

-147

-8122

-42.3%
-12.5

3.9
86.4

-1.0

-8.2
5.5

-22.4----
-0.8%

While the projected decrease in total federal funding between the cur
rent and budget years is relatively small, the budget reflects several major
increases and decreases in individual program areas. These changes are
shown in Table 7.

The most significant reduction-$147 million in "other governmental
units/services"-is primarily due to a $125 million decrease in the amount
of federal 8 (g) funds available for local streets and roads. During the
current year, funds were appropriated for this purpose in Item 9675 of the
1985 Budget Act and by Ch 1600/85. The 1986 Budget Bill reverts these
funds and instead proposes to borrow from the State Highway Account in
order to finance the local streets and roads expenditures, pending the
receipt of 8 (g) monies.

Similarly, K-12 education shows a decrease of $98 million, primarily
because escrow funds were appropriated for various child development,
instructional materials, and school facilities purposes in the current year.

The decline in health and welfare expenditures largely reflects a $243
million decline in spending by the Employment Development Depart
ment. This amount consists of (1) a $179 million drop in Job Training
Partnership Act funds reflecting the availability of carryover funds in the
current year and (2) a $63 million decline in the unemployment insurance
(VI) program as the result of an anticipated decline in the unemployment
rate (from 6.8 percent in 1985-86 to 6.6 percent in 1986-87). This decrease
is offset by increases in other health and welfare programs, including
Medi-Cal and the disability evaluation and employment services programs
in the Department of Social Services.

Table 7 also shows that two significant increases in federally funded
expenditures are anticipated in the budget year. First, the amount of
federal funding provided to the state's higher education segments is ex
pected to go up. Most of this increase; however, will not go for education
2-80961
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per se. Instead, it reflects a funding increase ($123 million) for the Univer
sity of California's Department of Energy laboratories. Second, federal
expenditures for resources programs are expected to nearly double in the
budget year. This reflects the anticipated expenditure of nearly $70 mil"
lion in federal 8 (g) funds, which is partially offset by various decreases,
including a decline in local assistance grants provided by the Department
of Parks and Recreation.

Federal Aid Trends. The amount of federal aid to California has
experienced expansions and contractions since 198~1, as shown in Chart
3.

In order to give a truer picture of federal expenditures during the 1980s,
we have adjusted total federal fund expenditures by the state to exclude
expenditures of federal unemployment insurance funds. These expendi
tures have been unusually volatile, ranging from a low of $2.1 billion to a
high of $3.5 billion during the period. Changes in VI expenditures primar
ily reflect changes in economic conditions, and thus tend to obscure the
underlying trends in federal grants-in-aid to California.

In terms of "current dollars," adjusted federal expenditures have grown
from $8.2 billion in 1980-81 to $12.5 billion in 1986-87, an increase of
approximately 52 percent. This represents a 7.3 percent average annual
rate of growth over the six-year period. When expressed in "real dollars,"
however, the level of federal aid (excluding unemployment insurance
funds) anticipated in 1986-87 is only 6 percent more than the amount of
federal aid actually received by the state in 198~1.

Chart 3

Expenditures of Federal Aid
Granted to the State of Californiaa

198CH11 through 1986-87 (In billions)

$13-

_ Total Dollars
___ .' Real Dollars b
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11

86-$785-8684-8583-8482-8381'-82
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8<H31
a Excludes federal expenditures for unemployment insurance and administration· . .
b "Real" dollars equal total dollars deflated to 1980--81 dollars using the GNP price deflator tor state ahd local pur

chases of goods and services
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Impact af the Gramm-Rudman-Hallings Amendment

Backgroulld. On December 12, 1985, the President signed the
Gramm-Hudman-Hollings balanced budget amendment to the bill raising
the nation's debt ceiling (Public Law 99-177). The amendment requires
a balanced federal budget by federal fiscal year (FFY) 1991, and requires
automatic across-the-board spending reductions if deficit targets are not
met. Federal grants-in-aid to state and local government, with certain
exceptions, are subject to these automatic provisions. Budget reductions
made pursuant to the Gramm-Hudman-Hollings amendment must be dis
tributed equally between defense and nondefense programs. A recent
decision by a three-member panel on the constitutionality of the amend
ment, however, leaves its implementation status uncertain.

The Governor's Budget generally does not reflect the potential impact
of the amendment.

Effects ill 1986. The reduction procedures for FFY 1986 are differ
ent from those that will apply to subsequent years. This is because the
amendment was enacted after the fiscal year was already underway. At
the time this analysis was written, automatic spending reductions totaling
$11.7 billion had been ordered. These cuts will go into effect automatically
on March 1 unless Congress and the President take specific action to
prevent this from happening. Table 8 lists 21 of the largest federal grant
in-aid programs in which California participates and shows the probable
reduction for each one. It indicates that state and local governments in
Californi~ are likely to lose $179 million in expenditure authority under
these programs alone. Adding in reductions under other programs, the
state stands to lose $263 million between now and September 30,1986 (the
last day of FFY 1986). Most of these programs would be reduced 4.3
percent below currently authorized levels.

While the state is the initial recipient of many of these grants-in-aid,
much of the funding is passed on to local government in the form of local
assistance. Thus, the real impact of these cuts will be felt primarily at the
local· level.

The effect of federal grant reductions may be mitigated somewhat to
the extent that carryover money is available to support the currently
authorized program level. There are strong indications, however, that the
federal government will act to capture all or part of the carryover amounts
before the state can use them. Several key state programs, such as Aid to
Families with Dependent Children, Medi-Cal, and Food Stamps, are spe
cifically exempt from the. reductions called for by the Gramm-Hudman
Hollings amendment.
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Table 8
Impact of Gramm·Rudman·Hollings on Selected State and Local Programs

Federal Fiscal Year 1986
(dollars in thousands)

Reduction ill
ProgruIII Budget .4uthori(1"
Community Den'lopment Block Grant 813,600
Community Health 336

~~~:~;:::~::t~e~~~~:a~~~~.~.~.~~~~~.~.:::::::::::::::: :::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 1;:~:
Energy Consernltion Grants............................................................................................................ 402
Federal Aid Highways 46,777
Forest Sen'ice Re\'enues 1,531
General Re\'enue Sharing 20,471
Head Start 4,323
Health Block Grants 5,286
Job Training Partnership Act 11,731
Low Income Home Energy Assistance 4,627
~Iass Transit ;............. 21,832
~lignmt Health Centers 54
:-'-Iineral Leasing 1,666
Social Sen'ices Block Grant 12,412
Special Education................................................................................................................................ 4,643
Urban Development Action Grants 249
\'ocational & Adult Education 3,537
Wastewater Treatment Grants 7,523
''''ork Incenth'e Program ~

Total................................................................................................................................................ 8179,350

Sourc(': F('d('ral Funds Information for Stat('s, D('c('mber 27, 1985, adjust('d for S('C(u('stration R('port for
Fiscal Y('ar 1986 (F('d('ral R('gist<'T, January 15, 1986)

The reductions noted in Table 8 will have two immediate effects that
the Legislature should recognize. First, under the state's funding formula
for special education entitlements, the state is required to make up the
difference between the amount of a school district's entitlements and the
revenues it receives for this purpose from federal and local sources. Thus,
the state will be required to make up most of the loss experienced by local
special education programs as a result of Gramm-Rudman-Hollings. We
estimate that this will cost the state about $3.5 million. Second, California
currently budgets most of its Social Services Block Grant funds to support
the In-Home Supportive Services (IHSS) program. A reduction of $12.4
million in federal funds in 1985-86, as called for by Gramm-Rudman
Hollings, would increase the current-year deficit in the IHSS program
from $23.3 million to $35.7 million. The state could reduce the impact on
the program by backfilling with state and county funds, reducing services
as authorized by state law, or deferring the federal funds reduction until
1986-87.

Effects in 1987. The implications of Gramm-Rudman-Hollings for
California in 1987 are far less certain, for three reasons.
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• The cuts required by the amendment will be considerably larger in
1987 than in 1986.

• These cuts will be more difficult to make because the base level of
program activity in many areas will already be reduced as aresult of
the 1986 reductions.

• The President and the Congress may opt to stave off, or blunt the
effect of the amendment in developing the 1987 federal budget.

The latest estimate of the reduction that Gramm-Hudman-Hollings will
require in 1987 is $38 billion. This would require cuts in both defense and
nonexempt domestic programs of $19 billion. While it is very difficult to
speculate on the magnitude of the cut that California would experience
in 1987 if action is taken to reduce the federal deficit, one thing is for sure.
The Legislature will need a healthy reserve in the budget year in order
to keep its options open when the new round of cuts takes place.

Total State and Local Government Spending in California

Local governments are also a significant contributor to public sector
spending in California. Because local agencies receive a substantial por
tion of their resources from the state, however, their expenditures cannot
simply be added to those of the state in order to determine aggregate
government spending. Instead, state expenditures that go to local govern
ment agencies must first be subtracted from the state totals, to avoid
double-counting.

Chart 4
Total State and Local Government Expenditures
1985-86

Total Expenditures
$85.8 Billion

Local Education

a Net state expenditures Special Districts
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Local government expenditures consist of expenditures by four types of
local jurisdictions: counties, cities, special districts and local education
(K-14). The local education category includes expenditures for elemen
tary and secondary schools (K-12), county offices of education, regional
occupation centers and community colleges.

Chart 4 displays 1985-86 expenditures by each governmental category
as a portion of total state and local government expenditures. It shows that
net state spending accounts for slightly more than one quarter of total
state and local expenditures in the current year.

In the current year, expenditures for all services provided by state and
local governments in California are expected to total approximately $86
billion. This amount consists of approximately $25 billion in net state ex
penditures (that is, state expenditures net of funds provided to local gov
ernments) and approximately $61 billion in local expenditures. These
figures include federal funds expended by state and local governments,
and exclude expenditures from bond proceeds and nongovernmental cost
funds.

The fact that net state spending-$24.6 billion-amounts to only half of
what the state spends from governmental sources ($49.2 billion) is impres
sive evidence of how much "state money" actually is spent at the local
level. These state funds, which total $24.6 billion in the current year, show

Table 9
Estimated Total State and Local Government Expenditures a

1983-84 through 1985-86
(dollars in millions)

GO\'(,TllJll('ntul E'nti(\'
Counties .
Cities .
Special Districts .
Local Education h ••.......................•••••.•...•

Subtotal, Local Gos'eflUl1ent .
State h .............••..................................•••.•..

Less: Amount expended by local
gO\'ernments .

Subtotal, State (net) .
Totals, state and local expendi-

tures .

1983-84 1984-85 1985-86
E\pt'n- Percent E,pen- Percent E\pen- Percent
ditures of Totul ditures of Totul ditures of Totul
814,887 21.6% 816,535 21.1% 817,567 20.4%

11,415 16.6 13,150 16.8 14,149 16.4
7,954 11.6 8,948 11.4 10,067 11.7

15,274 22.2 17,475 22.3 19,755 22.9--
(849,530) (72.0%) (856,108) (71.6%) (861,358) (71.2%)

38,851 44,003 49,395

-19,548 -21,781 -24,555

(819,303) (28.0%) (822,205) (22.3%) (824,840) (28.8%)

868,833 100.0% 878,313 100.0% 886,198 100.0%

a Local gmT-TIlment expenditure data for 19H3--84 are from State Controller's Heport on Financial Transac
tions. Figures for 19H4-1l.5 and 198i5--1ifi r",>resent Legislatis'e Analyst's office estimates..\11 data include
entC'rprisC' fund transactions. StatC' gOH'rtImC'nt and local C'clucation data are taken from GOYC'TIlor's
BudgC'ts. DC'taiis may not add to totals duC' to rounding.

h IncludC's spending attributable to state 10ttC'ry opC'rations, including administratiH' expC'nsC's.



31

up as local government spending in Table 9. About one-half of this amount
is state aid to locai school districts ($12.1 billion).

Table 9 provides a perspective on government sector spending in Cali
fornia over the past three years. It shows that the relative share of total
state and local government expenditures accounted for by the state and
each of the four types of local jurisdictions has remained virtually un
changed.

TAX EXPENDITURES

In addition to the $36.7 billion in total state funds which the Governor's
Budget requests for direct expenditure programs in 1986-87, the budget
also proposes approximately $14.9 billion of indirect spending in the form
of "tax expenditures."

These tax expenditures result from various tax exclusions, exemptions,
preferential tax rates, credits, and deferrals, which reduce the amount of
revenue collected from the state's "basic" tax structure-that is, the over
all system of taxation, including those provisions, such as personal exemp
tion credits under the personal income tax, which have general applicabil
ity. Thus, "tax expenditures" include those special provisions of the tax
code which are used to achieve social policy goals or provide tax relief.

In terms of the state's overall fiscal condition, the fact that these monies
are indirectly spent using the tax system as a distribution mechanism
makes then no less "expenditures" than the funds which pass through the
appropriation process. Thus, tax expenditures are appropriately viewed as
part of the Governor's overall spending plan.

Table 10 shows the Department of Finance's estimate of state tax ex
penditures in 1986-87.. The table distinguishes between "general" and
"special" tax expenditures. General tax expenditures are deductions or
exclusions which are widely available and can be considered part of the
state's basic tax structure. Special tax expenditures are more narrowly
focused deductions or exclusions that are only available to specific groups
of taxpayers.

The table indicates that tax expenditures are expected to total $14.9
billion in 1986-87. The largest single category of these expenditures, ex
pected to total $10.7 billion in 1986-87, includes the various exemptions,
deductions, and credits permitted under the personal income tax. Over 60
percent of this amount represents "special" tax expenditures, the largest
of which is the nontaxability of employer contributions to pension plans
($1.9 billion). The deductibility of mortgage interest expense ($1.4 billion)
and the exemption from the sales tax of food consumed at home ($1.4
billion) are the two other largest tax expenditures. They are considered
general tax expenditures because they are widely available and used by
most taxpayers.
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The Department of Finance plans on excluding general tax expendi
tures from consideration in future tax expenditure reports. The depart
ment maintains that the general tax expenditures should be considered
part of the basic tax structure for most Californians. While we agree with
the distinction, we question whether the action proposed by the depart
ment is consistent with the statute which requires the report. Specifically,
Ch 268/84 requires, among other things, that the department's report
provide a comprehensive list of tax expenditures. Exclusion of general tax
expenditures would provide the Legislature with a less-than-comprehen
sive picture of the expenditures made through the tax system.

Table 10
State Tax Expenditures·

1986-87
(dollars in millions)

T"x E\pellditul"e Cltegory
Personal income tax .
Sales and use tax : .
Bank and corporation tax .
~Iotor whicle fuel taxes .
Other tax{'s ..

Totals, all categories ..

"Sourcc: Co\'{'rnor's Budp;ct.

CONTROLLING EXPENDITURES

Gelleral
$3,955
2,741

390

$7,086

Amoullt
Speci,,1
$6,781

837
45
65

109

$7,837

Tot,,1
$10,736

3,578
435

65
109

$14,923

Control Through the Constitution

On November 6, 1979, California voters approved Proposition 4, the
"Spirit of 13" Initiative. Proposition 4, which placed Article XIII B in the
California Constitution, has three main provisions:

• It places a limit on the year-to-year growth in tax-supported appro
priations by the state and individual local governments;

• It precludes the state and local governments from retaining surplus
funds-any unappropriated balances at the end of a fiscal year must
be returned to taxpayers within a two-year period; and

• It requires the state to reimburse local government for the cost of
certain mandates.

Impact of Article XIII B in 1986-87. Table 11 shows what the De
partment of Finance estimates the state's appropriations limit under Arti
cle XIII B to be, as well as total appropriations subject to limitation, for
1984-85,1985-86, and 1986-87. It also shows our estimates of both the limit
and the appropriations that are subject to it for 1986-87. The department
estimates that if the Governor's Budget is approved, the state would be
$100 million below its limit for 1986-87. Our analysis indicates that the
Governor's Budget, as submitted, calls for appropriations that exceed the
appropriations limit by $238 million.
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Table 11
Impact of Article XIII B on the State a

1984-85 through 1986-87
(dollars in millions)

1986-87
DepurtIllent Legis/util'e
ofFinunce AlIil~1 'st

Appropriations limit .
Appropriations subject to limitation .

Amount under the limit .

1984-85
821,740
20,822

8918

1985-86
823,030
22,154

8876

824,205
24,105

8100

824,134
24,372

-8238

"SourcC': CO\"C'rl10r's Bud!,:C't and LC'!,:islati\'C' Analyst's officC'.

In each of the years since the voters approved Article XIII B in 1979,
there has been a large gap between the limit and appropriations subject
to limitation. This has been the case for two reasons. First, the state appro
priated more funds in the base year (1978-79) than it took in as tax
revenue. Thus, under existing tax laws, the state was not in a position to
continue spending up to its limit until revenues caught up. Second, during
the early 1980s high rates of inflation caused the limit to rise rapidly, while
the recession which began in 1981-82 restrained the growth in the state's
tax revenues. Thus, during these years, the growth in the limit exceeded
the state's ability to increase its expenditures.

The budget year marks the first year in which the state's appropriations
limit will impose a constraint on state spending. Consequently, California
has entered a new era of governmental finance. This issue is discussed
more fully in Part Three of this volume,

Prediction or Plan?

It should be noted. that the budget estimates are not predictions of how
much ultimately will be spent in 1986-87, although these estimates reflect
countless predictions about expenditure rates and other factors that are in
part outside of the state's control. Rather, the budget estimates reflect the
Governor's EiSClll plan-that is, what he thinks expenditures ought to be,
given all of those factors that the state can and cannot control. It is certain
that, between now and June 30,1987, expenditures (and revenues) will be
revised by the Governor, the Legislature, changing economic conditions,
court orders, and many other factors. Thus, as in past years, actual reve
nues and expenditures may be vastly different from the estimates con
tained in the Governor's Budget.
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Budgeted Versus Actual Expenditures

The expenditure program proposed in the Governor's Budget invaria
bly is changed during the 18 months following submission of the budget.
Table 12 compares the original estimates of General Fund expenditures
with actual expenditures during the past six years.

Table 12
Proposed and Actual General Fund Expenditures

1980-81 through 1985-86
(dollars in million!»

198(h'l1 .
1981-82 .
1982-83 .
1983-84 .
1984-85 .
198.5-86 .

Budget as
Submitted a

820,684
20,770
23,203
21,677
25,076
27,864

Actlwl
Expenditures h

821,066
21,6~5

21,755
22,872
25,767
28,820 a. d

Change"
Amount Percent

8382 1.8%
925 4.5

-1,448 -6.2
1,195 5.5

691 2.8
956 3.4

a Sourc(': GO\'('rIlor's Budgl't.
h Sourc(': Statl' Controlll'r.
,. ))('tails may not add to totals du(' to rounding.
d Adjustl'C1 to l'liminat(' ('ff('ct of accounting changcs.

As Table 12 shows, actual expenditures exceeded the amounts originally
proposed by the Governor in five of the last six years-usually by substan
tial margins. Only once during this six-year period-in 1982-83-was the
actual amount spent Jess than the amount initially proposed for expendi
ture. The large decrease in the budget for 1982-83-$1.4 billion-primarily
reflects the severe recession that began in 1981. Revenues in that year
were well below the level projected in the Governor's Budget, making it
necessary for the Legislature to make large cuts in expenditures in order
to minimize the end-of-year deficit.

In the current year, actual expenditures are expected to exceed the
amount originally proposed in the Governor's Budget by $956 million. As
a result, General Fund expenditures will exceed General Fund revenues
by approximately $523 million-Il1aking 1985-86 the first year since 1982
83 in which the General Fund has run a deficit.

MAJOR COMPONENTS OF THE STATE BUI)G~T

State expenditures traditionally ~re dividep. into three categories within
the budget: state operations, capital oQtlay, and local assistance. Table 13
presents the distribution of General Fund and special fund expenditures
among these categories for the past, current, and budget ye~rs.

As Chart 5 shows, state operations make up 25 percent of total General
Fund expenditures in the budget year, while local assistance, as defined
in the Governor's Budget, makes up 75 percent.
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6.9%

7.0
4.5
8.1

-1.4%

6.2%
-18.2

4.5
h

Proposed 1986-87
Percent
Chi/llge

7.9%
h

Amount
87,666.0

o
23,032.7
(6,991.0)

(16,042.0)

830,698.7

82,473.8
458.9

2,570.3
11.6

85,514.620.2%

7.8
11.7
6.2

15.9%
99.1
14.5

11.4%

85,592.0

828,709.9

82,328.8
56Ll

2,690.5
11.6

.4moullt
87,103.8

79.3
21,526.8
(6,688.0)

(14,839.0)

82,008.6
281.8

2,349.8
11.8

84,651.5

825,767.3

ActUi/1
1984--85

85,795.7
9.2

19,962.4
(5,987.0)

(13,975.4)

Table 13
General Fund and Special Fund Expenditures. by Function a

1984-85 through 1986-87
(dollars in millions)

EI·timi/ted 1985-86
Percent
c1wllge

22.6%
Geneml fl1lJd
State operations .
C:apital outlay ..
Local assistance ..

Aid to indi\'iduals ..
Aid to local gowrnments ..

Unclassified .

Totals" ..
Specii/l Funds
State operations ..
Capital outlay .
Local assistance ..
Unclassified ..

Totals , ..

a SOlll'Cl': Con'mor's Budgl'l.
h P("'Cl'ntag(' changl' l'quals 01' ('xc(,('(ls ilK) pCI'Cl'nl.
,. Details may not add to totals du(' to rounding.

State Operations
The budget proposes an increase from the General Fund of $562 million,

or 7.9 percent, for state operations in 1986-87. As shown.in Chart 6, Gen
eral Fund expenditures proposed for state operations in 1986-87 are $3.4
billion, or 79 percent, above what they were six years ago (1980-81). When
adjusted for inflation, however, expenditures for state operations have
increased by only $1 billion, or 24 percent, during this period.

Chart 5
1986-87 General Fund Budget Structure

Total Expenditures
$30.7 Billion

Local Assistance .
Aid to Local Governments

State Operations

Local Assistance
Aid to Individuals
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Capital Outlay

The budget proposes no General Fund expenditures for capital outlay
in 1986-87. General Fund capital outlay expenditures over the past 10
years have fluctuated between zero and $151 million (in 1979-80).

Local Assistance

As illustrated in Chart 6, the budget proposes General Fund expendi
tures for local assistance in 1986-87 that are $6.3 billion, or 37 percent,
higher than what they were six years ago (1980-81).

Table 13 displays local assistance expenditures by funding source. It
shows that the Governor's Budget proposes an overall increase of $1.4
billion, or 5.7 percent, in General Fund support for this category of ex
penditures.

Aid to Individuals Versus Aid to Local Governments

Local assistance, as the term is used in the budget, encompasses a wide
variety of programs. Some of these programs do not provide assistance to
local government agencies; instead, they provide assistance to individuals.
Such payments may be made directly to individuals, as in the case of the
Renters' Tax Relief program, or through an intermediary, such as the
federal or county governments. Among the programs which make pay
ments through intermediaries are Supplemental Security Income/State
Supplementary Program (SSI/SSP), which is administered by the federal
government, and Aid to Families with Dependent Children (AFDC) ,
which is administered by county governments.

Table 14
Major General Fund·Supported

Local Assistance Programs
Providing Aid to Individuals

1984-85 through 1986-87
(dollars in millions)

~ledi·Cal" : .
AFD(; " ..
SSI/SSP ..
De\'e!opmental Sen'ices ..
Renters' Tax Relief .
Homeowner Property Tax Relief ;
Senior Citizen Renters' Tax Relief ..
Senior Citizens' Property Tax Assistance ..
Senior Citizens' Property Tax Postponement .
Sub\'entions for Open Space .
Payment to Local Gm'ernments for Sales and Property Tax Losses

Totals" ..

" Excludes coun!\' administration.
"Grant paymcni only.
,. Details may not add to totals due to rounding.

Actual
19~

81,949
1,592
1,249

352
446
332

33
8
7

14
5

85,987

Estimated
1985-86

82,221
1,829
1,4Il

374
460
335
29
6
9

14
o

86,688

GO\'eTllOl'S

Budget
1986-87

82,276
1,834
1,592

424
475
336

26
5
9

14
o

86,991



Chart 6
General Fund BUdget Structure
1980-81 through 1986-87 (in billions)
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GO\'ernors
Budget
1986--87

81,065
56
62

499
72

394
134
68

11,972
1,264

23
90

124
219

816,042

Estimated
1985-86

81.038
51
58

458
72

328
129
67

10,882
1,181

37
125
160
253

814,839

97
891

813,975

Actual
19~

8932
45
52

364
69

234
123
64

9,870
1,112

122

Aid to Individuals. Table 14 identifies 11 General Fund-supported
local assistance programs which our analysis indicates are appropriately
categorized as "Aid to Individuals." Overall, the Governor's Budget pro
poses an increase of $303 million, or 4.5 percent, for these programs in the
budget yeaLOn a program-by-program basis, the Governor proposes in
creases for six of these 11 programs, no change in funding for three, and
slight reductions for two (due to declining participation by individuals) .

Aid to Local Governments. Table 15 displays the major General
Fund local assistance programs which our analysis indicates provide "Aid
to Local Governments:" Overall, the Governor's Budget proposes an in
crease in funding for these programs of approximately $1.2 billion, or 8.1
percent, above current-year levels. This change is primarily the result of
the 10 percent funding increase proposed for K-12 education. (The de~

crease between 1984-85 and 1985-86 in the "All Other" category, reflects
the repayment, during 1984-85, of a $200 millionloan to the General Fund
under the Los Angeles County Medical Assistance Grant Program.)

Table 15
Major General Fund·Supported

Local Assistance Programs
Providing Aid to Local Governments

1984-85 through 1986-87
(dollars in millions)

Public 11ealth Sen'ices .
California (:hildren's Sen'ices .
Department of Rehabilitation .
~Iental Health Programs .
:\.Icohol and Drug Programs .
Social Sen'ices-Programs ..
Social Sen'ices-County .-\.dministration .
Count)· Justice Sul"'ention ..
K-12 Education ..
Community Colleges .
Special Supplemental Sub"entions!Spccial District Loans .
Local Streets and Roads , , .
'State ~Iandates .
.-\.11 Other .

Totals a ..

a ])l'tails may not add to totals dul' to rounding.

SPECIAL FUND FOR ECONOMIC UNCERTAINTIES

The Governor's Budget indicates that $1,187.6 million from the General
Fund will be held in reserve during 1986-87. Of this amount, $1,159.9
million would be appropriated to the Special Fund for Economic Uncer
tainties, $20 million would be set aside for the new Disaster Response
Operations Account, and $7.7 million represents funds which have already
been appropriated but are not expected to be spent during the budget
year.
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The Special Fund for Economic Uncertainties provides a source of funds
to meet General Fund obligations in the event of an unanticipated decline
in revenues or increase in expenditures following enactment of the
Budget Bill. In addition, monies in this fund can be loaned, interest-free,
to the General Fund in the event of a cash-flow shortage during the fiscal
year. Normally, the balance in the reserve is invested and produces inter
est income for the General Fund.

Prior to this year, the Special Fund for Economic Uncertainties was
known as the "Reserve for Economic Uncertainties," and was located
within the General Fund. Chapter 139, Statutes of 1985 (SB 1465), trans
ferred the monies in the reserve from the General Fund to the Special
Fund for Economic Uncertainties in order to facilitate the state's external
borrowing program.

COST-Of-LIVING ADJUSTMENTS (COLAs)

Each year, the Governor's Budget typically includes funds for various
cost-of-living adjustments, commonly referred to as COLAs. These adjust
ments generally have a common objective: to compensate for the effects
of inflation on the purchasing power of the previous year's funding level.

Discretionary and Statutory COLAs

Existing law authorizes automatic COLAs for 22 different programs,
most of them in the health, education and welfare areas. These adjust
ments generally are referred to as statutory COLAs. Many other local
assistance programs traditionally have received COLAs on a discretionary
basis, through the budget process.

In 1986-87, statutory COLAs will range from 3.1 percent (child nutrition
in schools) to an estimated 7.3 percent (Medi-Cal noncontract hospitals).
Those statutory COLAs having the largest costs are those for K-12 appor
tionments ($604 million) and SSI/SSP grants ($105 million). The General
Fund cost of fully funding statutory COLAs in 1986-87 is approximately
$1.1 billion.

Governor's Budget Proposal

The budget proposes a total of $1.5 billion from the General Fund for
COLAs in 1986-87, including $1.1 billion for statutory COLAs and $412
million for dis(::retionary COLAs. The specific increases proposed by the
Governor are shown in Table 16.

"
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Table 16

General Fund Cost-of-Living Increases
1985-86 and 1986-87

(dollars in thousands)

4.554
3,054

90
9.201

8,823

624

3.972

19.0,jl

1,332

604,006
1,433
3.803

151
398

5.712
11,405
11,980
12.367
2.834

12.101
3.98.j
1,906

104,732
80.678

816,108

5.78
6.0
5.78
5.78
2.0
2.0
5.78
5.78
5.78
5.78

4.9

2.0

4.8

4.9
4.9

Hudget

2.0
2.0
2.0
2.0

4.9
5.6
4.8

7.3

3.95%

15.8

Percent Hudget ilS
Increilse Propo.l'ed

5.78 12.367
US 2.834

SMuton'

5.78 11,405

1986-8i

5.78 604.006
6.0 1,433
5.78 3.803

4.9 624

4.9 104,732
4.9 80,678

4.9 12.101
5.6 3,985

7.3 3.972

3.95% 816.108

Percent Dol/ilr
Increilse Increilse

21,374
16,965
2.320

130
3.599

666

2,277
1,527

45
4,601

4.077

84
1,838

1,614
198
864
61.j

544

1,275

694

8161
720

6.750
4.235
WI

712
397

104,499
239
658
26

199
2,8.j6
1,973
2,073
2,140

490

1%
Dol/ilr

Increilse

6.19
6.0
6.19
6.19
4.0
4.0
6.19
6.19

4.0

4.0
4.0
4.0
4.0

4.0
2.3

5.7
5.7
4.0
5.7
4.0

4.0
4.0
4.0
4.0

5.4

9.5

7.9

4.0'7,
4.0

3.63
4.0
4.0

5.4-17.5
4.0-26.3

5.7
6.2
2.4

1985..86
Hudgeted
Percl'llt
1ncrmseDepilrtl11ent Progfill11

IIE.-\LTIl .-\\D \\'ELF.-\HE
.-\ging ..
.-\Icohol and Drug Programs ..
Health Sen'ices

Count\· Health I.-\B 81 .
\ledic;llIy Indigent Sl'rrices .
Public Health .

\ledi·Cal
Ilospital Outpatient .., "''''
\oncontract Hospitals (including Pill's

and HHF) .
Pill's. CDS. and HilI' Inon·hospital scn··

icesl ..
Long·Term Carc Facilities. including

state hospitals ..
Proriders. all others .
Beneficiary Spin·off .
Drug Ingredients .
Count\· .-\dministration ..

De\'elop'mental Sen'ices
Hegional Centers-Out·of·Home Can' ..
Hegional Centers-Other ..
State Hospital Education Progrmlls ..

Local \Iental Health Programs ..
Social Serrices

SSliSSp .
.\FDCFG & C ..
.\FDC-Foster Carl' ..
IIISS~'itatutory "..
IIISS--\onstatuton' ..
Community Care'Licensing-Local .-\s·

sistance ·..· ·
Counl\' .-\dministration-Grants .
Count;· .-\dministration~'ioeial Sen'ices

Child Welfare Sen'ices ..
.-\doptions " ..
Other ..

Hehabilitation ..
YOl'TIl .-\CTIlOHITY

County Justice System Subrcntion Pro·
grams , " .

EDL'C:.-\TIO\
.-\pportionments:

K-12-District Herenue Limits ..
\Ieals for \eedy Pupils " .
Summer School ..
Apprentice Programs .
Small School District Transportation ..
Transportation ..
K-12-Counl\' Offices of Education ..
Hegional Occ~lpational Centers/ Programs

Court·Ordered Desegregation .
\'oluntary Desegregation .
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Child \ utrition ................................................... ~.O 3i4 3.1 U58 3.1 U58
:\ull'rican Indian Education Ccntcrs ............ ~.O 9 2.0 Ii
\atire Aml'rican Indhm Education .............. ~.O ~ 2.0 i
(:hild (:arl' ·I'rogram .......................................... ~.O 2.4i5 2.0 4.949
Special Education .............................................. 6.19 14..59,5 5.i8 84.361 5.i8 84.361
Staff Dl'\'elopnll'nt ............................................ ~.O 211 20 ~21

Preschool .................................:...............:..... ,...... ~.O 355 2.0 i09
Libraril's................................................................ ~.O 110 2.0 220
\lcadc .\id ............................................................ ~.O 104 2.0 20i
l'rban Impact Aid .............................................. ~.O i5.5 2.0 \..509
CiI"tl'd and Talented .......................................... 6.0 200 6.0 . 1.202 6.0 1.202
Instructional \laterials 11\....'l1 .......................... 6.19 6i9 3.6 2.44,3 .m 3,923
Instructional \laterials 19-121 ........................ 6.19 2J,j 5.i8 1,242
Delnonstr,ltion Programs in Reading and

\Iath .............................................................. 6.19 42 5.78 245
Educational Technolog~' .................................. ~.O 259 2.0 518
Economic Impact Aid ...................................... 4.0 1.950 2.0 3.900
Adult Educ,ltion ................................................ 6.0 2.13i 6.0 12.819 6.0 12.819
.\dults in Com'ctional Facilitil's .................... 6.0 18 6.0 lOi 6.0 lOi
School hnprO\'eml'nt Program 11\-61 .......... 6.19 1.824 .5.i8 10.542 5.78 1O.5~2

School hupro\'ement Program li-121 .......... ~.O 322 2.0 843
\liller-l'nruh Reading Program...................... 6.19 193 .ii8 l.ll5
High School Pupil Counscling ........................ ~.O i6 2.0 151
Youth Suicide I're\"CIltion ................................ A.O 3 2.0 6
Specialized Secondary Schools ........................ 4.0 21 2.0 42
Foster Youth Scn·ices ...................................... ~.O 8 2.0 16
Opportunity Classl's .Programs ...................... 6.19 8 U8 ~~ "
Board of CO\"l'fnor's. California Community

Collegl's
.\pportionn]('nts .............................................. 6.19 16.284 ,5.84 95.100 5.84 95.I(H)
Handicapped Student Serrices .................. ~.O 24i 2.0 49i
EOI'S ................................................................ ~.O 2i9 2.0 558

Student .\id Commission-.\\rards ................ 9.2 1.036 8.9 9.220
.\LL OTIIERS

Statl' Contribution to STRS ............................ 5.1 2.2i5 4.5 1O.23i ~.5 1O.23i
EmploYl'e Compl'nsation

Ciril Sen'icl' and Rl'lated ............................ i.5 28.000 ,5.9 163.805
l'nirl'rsity of California ................................ 8.8 13.091 ,5} i4.152
California Statl' linir-ersitr .......................... 10.5 12.Oi.5 i.O h i9.382
Hastings ColIl'ge of La\\" :............................. 8.8 82 5.i 484-- ---

Totals ....................................:................... 8296.462 81,Oi6,0Ii 81.48i.i88

" I'uu,kd by I'l'appropriation of 19115-H6 UIll'XI>l'n,kd balance, dollar amount I'l'prl'sents Legislati\"l' ..\na-
h-st's olTkl' l'stimatl' basl'd on 19114-H5 participation rates.

h I'ac'ulty COLA (including bl'nl'fits). :\onl'lCulty COLA is 5.7 pt'rcl'nt (including benefits).

PROGRAM EXPENDITURES
We have discussed in some detail the expenditures proposed for the

budget year and their relationship to historical spending levels. In addi
tion, we have examined the relationship of the three major components
of the budget-,-state operations, local assistance and capital outlay. We
now turn our attention to the distribution of expenditures on a program
matic basis.

Where Doe$ the Money Go?

Chart 7 and Table 17 show the distribution of General Fund expendi
tures, by major program category, in 1986-87. These displays indicate that
the two largest budget categories are education and health and welfare,
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which collectively account for $26 billion, or 85 percent, of total General
Fund expenditures. The remaining $4.7 bil,lion, or 15 percent of total
expenditures, goes for tax relief, correctional programs, and all other pro
grams of state government.

Chart 7

General Fund Expenditures-M~jor Components
1986-87

All Other

K-12
Education

Health and Welfare

Total Expenditures
$30.78illion

Higher
Education

Table 17
Expenditures for Health. Welfare. and Education
As a Percent of Total General Fund Expenditures

·1986-87
(dollars in millions) C

K-12 Education h ..

Higher Education .

Subtotal. Education.· .., .
Health and Welfare ..

Subtotal, Education, Health and Welfare .
Other program areas .

Total General Fund budget ..

Amoullt
812,060

4,812

816,872
9,158

826,02Q
4,670

830,699

Percellt of
CellemJ FUlld

Budget

39%
16

55%
30

85%
15

100%

" Source: GO\'ertlOr's Budget. Details lila" not a~ld to totals dll(' to ronnding.
h Includl's 8467 million for State Tl'acll('~s' Retirt'llll'nt Systl'Ill' contribution.
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The so-called "people programs"-education, health and welfare-have
been the fastest growing components of General Fund expenditures in
recent years. Chart 8 illustrates that since 1980-81, expenditures for these
programs have increased significantly. Over the seven-year period, higher
and lower education expenditures have increased by $6.2 billion, or 59
percent, while health and welfare expenditures have grown by $2.2 bil
lion, or 31 percent. In terms of "real" dollars, spending for education has
increased by $1 billion, or 9.7 percent, while spending for health and
welfare has actually decreased by $660 million, or 9.5 percent.

Tax Relief

K-12 Education

Higher Education

------_- Health and Welfare--_._----------8

7

6

5

4 _J------------~ _------------Aiioih;;
3 _------
2 --------------------------
1

Chart 8

Trends in General Fund
Program Expenditures
1980-81 through 1986-87 (in billions)

Expenditures

$13

12

11

10

9

80-81 81-82 82-83 83-84 84-85 85-86
(est.)

86-87
(prop.)
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Table 18
Estimated General Fund Program Changes 0

1985-86 and 1986-87
(dollars in millions)

}<,stimuted Proposed
1985-86 1986-87

Clwnge
:lmolillt Pereellt

Health and Welfare:
~[edi·(:al ; .
Counll' health .
SSIiSSP ..
:\1'0(: grants ..
Social sen"ices programs ..
~Iental health .
De\"elopmental sen·ices .
Other, health and \\'elfare ..

Subtotals. Health and Welfare ..
Education:

K-12 .
State teachers' retirement... .
Unh'ersill" of California ..
Californi,; State Unh'ersit\" .
California Communit)· Colleges .
Other. higher education ..

Subtotals, Education ..
Other:

Youth and adult corrections ..
Resources ..
Tax relief ..
Debt sen'ice ..
:\11 other .

Subtotals, Other .

Totals h ..

a Basl'd on alllounls shown in GO\'l'rnor's Budgl'l.
h Dl'lails Illay nol add 10 lolals dul' 10 rounding.

82,274
885

1,411
1,829

328
755
392
834

88,708

810,546
419

1,646
1,506
1,188

132

815,437

81,293
459
855
552

1,406

84,565

828,710

82,337
976

1,591
1,834

393
835
443
749

89,158

811,593
467

1,787
1,611
1,271

142

816,871

81,516
453
865
633

1,203

84,670

830,699

863
91

180
5

65
80
51

-85
8450

81,047
48

141
105
83
10

81,434

8223
-6
10
81

-203

8105

81,989

2.8%
10.3
12.8
0.3

19.8
10.6
13.0

-10.2

5.2%

9.9%
11.5
8.6
7.0
7.0
7.6

9.3%

18.9%
-1.3

1.2
14.7

-14.4

2.3%

6.9%

Summary of Major Program Changes

For 1986-87, the budget proposes a net increase in General Fund ex
penditures of $2 billion, or 6.9 percent, above the level of expenditures
estimated for the current year. Table 18 shows the primary factors that
account for the proposed change in expenditures. It shows that the largest
increase is proposed for education-$1.4 billion, or 9.3 percent. Within
each expenditure category, significant program changes have been
proposed. Some of the major General Fund changes include the following:

SSIISSP expenditures are expected to increase by $180 million, or 13
percent, above estimated current-year expenditures. This increase is due
primarily to three factors: (1) an increase of $104.7 million to fund a 4.9
percent statutory COLA effective January 1, 1987, (2) an increase of $74.8
million to fund the full-year cost of the COLA provided on January 1, 1986,
and (3) an increase of $45.3 million to fund a 2.1 percent increase in
caseload. These increased costs are partially offset by a $33.9 million in
crease in federal funds.
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AFDC grant costs are budgeted to increase by $5 million, or 0.3 percent
above estimated current-year expenditures. The low rate of growth pri
marily reflects one-time costs incurred in the current year as a result of
court orders ($52 million), and the increased savings anticipated in the
budget year from the fraud detection and Greater Avenues for Independ
ence (GAIN) programs ($20 million). It also reflects the budget's assump
tion that the growth in caseload will "flatten out" in the budget year.

Social Services Program expenditures are up $65 million, or 20 percent,
above estimated current-year expenditures. This increase primarily re
flects increased General Fund costs for: (1) the Child Welfare Services
program ($22.9 million), (2) the In-Home Supportive Services program
($14.2 million), and (3) the Greater Avenues for Independence (GAIN)
program ($15.4 million).

Developmental Services expenditures are up $51 million, or 13 percent,
in 1986-87. This increase primarily reflects regional center caseload
growth ($46 million).

Medi-Cal expenditures are expected to be up $63 million, or 2.8 percent,
in 1986-87. The primary factors accounting for this increase are (1) the
full-year cost of the 1985-86 COLA ($39 million), (2) a COLA for benefici
aries ($12 million), and (3) caseload growth ($26 million). These increases
are offset by special one-time costs incurred in 1985-86 and other adjust
ments.

Mental Health expenditures are up $80 million, or 11 percent, above
estimated current-year expenditures. This primarily results from increases
of $26 million for local programs, $19 million for the first-year costs of the
mentally disordered offender program, a $9.2 million cost-of-living adjust
ment for local programs, and a $10.4 million augmentation reflecting the
transfer of Napa State Hospital from the Department of Developmental
Services (DDS) to the Department of Mental Health (DMH).

K-12 Education expenditures are budgeted at $11.6 billion in 1986-87.
This is an increase of $1 billion, or 10 percent, over estimated current-year
expenditures. The primary factors accounting for this increase are: (1) an
increase of $784 million for statutory and discretionary COLAs; (2) an
increase of $214 million for increased enrollment in public schools; and
(3) an increase of $107 million to continue a program established by Ch
498/83 (SB 813) which provides fiscal incentives to school districts for
increasing the amount of instructional time offered. These increases are
partially offset by a $151 million reduction in General Fund requirements
resulting from anticipated increases in school district property tax re
ceipts.

Higher Education General Fund expenditures are proposed to increase
by $339 million, or 8 percent. The primary factors accounting for this
increase are: (1) an increase of $95 million for a 5.8 percent statutory
COLA for community colleges (offset by $37 million in increased property
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taxes); (2) an increase of $150 million for salaries including 5 percent for
faculty and staff at the University of California (UC), 6.8 percent for
faculty at the California State University (CSU) and 5 percent for CSU
staff; (3) an increase of $26 million to maintain annual student fees at the
current-year level of $1,305 at UC and $573 at CSU; (4) an increase of $15
million for enrollment growth at UC and $14 million at CSU; (5) an
increase of $60 million for instructional equipment and computers at UC;
and (6) an increase of $3 million for CSU instructional supplies and serv
ices.

Youtb and Adult Corrections expenditures are proposed to increase by
$223 million in the budget year. Most of this amount, $203 million, will fund
2,049 additional person.nel-years for the Department of Corrections and
the increased operating expenditures needed to accommodate the 11
percent growth in the prison population projected by the end of 1986-87.
Most of the remaining increase, $20 million, will finance staff and operat
ing expense increases for the Department of the Youth Authority.

Debt Service is expected to be $81 million, or 15 percent, higher in
1986-87 than in the current year. This reflects the large volume of general
obligation bonds approved by the voters in recent statewide elections.

Expenditures Not Recognized in the Budget

In preparing the Govenior's Budget, the Department of Finance must
estimate the impact of program caseload growth, court decisions, and
other factors on expenditure levels in the budget year. Our analysis indi
cates that the Governor's Budget has underestimated expenditures over
the two-year period from 1985-86 to 1986-87 by $495 million. The compo
nents of this $495 million are as follows:

Medi-CaJ. In preparing the Governor's Budget, the Department of
Finance arbitrarily reduced the estimate of Medi-Cal expenditures pre
pared by the Department of Health Services (DHS). This cau'ses Medi-Cal
expenditures in the current and budget years to be $95 million and $115
million lower, respectively, than they are likely to be based on historical
patterns.

In addition, the budget fails to provide for increases in Medi-Cal reim
bursement rates for long-term care facilities and the cost of abortions,
even though the likelihood of such costs is all but certain. The Medi-Cal
state plan requires the DHS to adjust reimbursement rates each year for
skilled nursing and intermediate care facilities, as well as for state hospi
tals. The Department of Developmental Services' budget contains funds
for a 5 percent increase in state hospital rates, but no increases are pro
vided for long-term care facilities. General Fund costs will increase by $28
million if a similar COLA must be provided for these facilities. The Gen
eral Fund cost for Medi-Cal abortions is estimated at $14 million for 1986
87, the amount needed to comply with existing court orders.
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AFDC-F,amily Group. The Department of Social Services (DSS) as
sumes that the present upward trend in AFDC-Family Gr04P caseload
will level off, for the mere reason that it cannot find a satisfactory explana
tion for the increases which have occurred in recent years. If recent trends
prevail, however, caseload growth will add $48 million to General Fund
expenditures in the budget year,

AFDC-Foster Care. Caseload for the AFDC-Foster Care program
grew from 32,000 in December 1984 to 37,000 in December 1985. The DSS
assumes, however, that caseload will remain flat for the next 18 months.
Recent trends indicate that caseloadcould grow to 43,000 by June 1987,
requiring an additional $32 million in General Fund expenditures.

Simon v. McMahon. The budget does not recognize the full cost of
the court's decision in the Simon v. McMahon case because the DSS plans
to seek a federal waiver so federal costs will not be shifted to the state. If
the waiver is not granted, General Fund costs will increase by $16 million
in the current year and $24 million in the budget year.

In-Home Supportive Services. In the current year, the DSS has
identified a deficit of $23 million (all funds) in the In-Home Supportive
Services (lHSS) program, primarily because the 1985-86 budget did not
allow for a growth in service hours. The budget fOr 1986-87 assumes that
the trend in service hours will flatten at the June 1986 level. If current
trends continue, an additional $8 million (General Fqnd) will be needed
to fund this program in the budget year.

Child Welfare Services. The DSS is projecting that caseload for the
Child Welfare Services (CWS) program will level off in 1986-87. Our
analysis indicates that caseload for this program will continue to grow in
the budget year, leaving the program underfunded by $5 million.

PERS Contributions. The budget assumes that the Board of the
Public Employees' Retirement System (PERS) will recommend and the
Legislature will enact changes in statutory PERS contribution rates that
will reduce employer's retirement costs by 15 percent. The actuarial as
sumptions recently adopted by the board imply a reduction closer to 3.4
percent. This suggests that the amount budgeted for PERS contributions
is $114 million too low.

Department of Forestry. The budget does not allocate sufficient
funds for the Department of Forestry to comply with the Fair Labor
Standards Act (FLSA) in the budget year. Our analysis of the duty week
changes and overtime provisions negotiated between the state and the
employees' association indicates that costs will exceed the amount budget
ed by approximately $8 million if the 1986 fire season is "average."
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State Mandated Local Programs. The current version of the local
government claims bill contains $14 million to pay the costs of five state
mandated local programs. These funding requests have been approved by
the Commission on State Mandates, but the budget does not contain any
recognition of these costs.

Community Colleges. In contrast to these understated expendi
tures, the budget overestimtltes by $26 million the amount of money
needed to fund community college apportionments in 1986-87. This is
because the baseline budget has not been adjusted to reflect a decline in
average daily attendance (ADA) during the current year.

Resources Overstated. In addition to understating expenditures by a
net total of $495 million, our analysis indicates that the Governor's Budget
has overstated the resources available in 1986-87 to fund expenditures by
$92 million. The primary reason for this is that the budget assumes surplus
lands at Agnews State Hospital will be sold and that the General Fund will
receive $75 million from the sale during 1986-87. Legislation is needed to
authorize this sale. It is highly unlikely that the revenue estimated in the
budget can be collected prior to June 30, 1987. The other factor causing
resources to be overstated is that the budget's estimate of the 1984-85
end-of-year balance exceeds by $17 million the actual figure released by
the Controller subsequent to the budget's publication. As a result, the
ending balance projected in the budget for 1986-87 is overstated by a
corresponding amount.

Impact on the 1986-87 Genenll Fund Balance. The net result of
these miscalculations is that the amount which the Governor's Budget
shows in the Special Fund for Economic Uncertainties on June 30, 1987 is
$587 million more than what is likely to be available. Instead of increasing
the state's reserve by $325 million, the budget as proposed by the Gover
nor is likely to reduce the reserve by $244 million in 1986-87, leaving it at
$573 million at year end.
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Revenues
The various expenditure programs discussed in the Analysis are support

ed by revenues which are derived from many different sources. The
budget identifies over 50 specific revenue categories, ranging from taxes
levied on individuals and businesses, to income which the state earns from
its own assets, such as oil-producing properties and financial investments.

About 85 percent of all state revenues are deposited directly in the
General Fund, from which they may be appropriated to support the
general activities of state government. In most years, about 90 percent of
General Fund revenue is derived from three sources: the sales and use tax,
the personal income tax, and the bank and corporation tax.

Those state revenues that are not deposited in the General Fund
normally about 15 percent of the total-are placed into special funds to
support specific programs and activities, including highway maintenance
and construction, and various education-related capital outlay projects.

In addition, the state collects certain other monies which are not includ
ed in the budget revenue totals as either General Fund or special fund
revenues, because they are legally committed to specific purposes. Money
deposited in "nongovernmental trust and agency funds," such as pension
funds, certain bond funds and (at the present time) state receipts from the
California State Lottery fall into this category.

The availability of revenues is the key determinant of how much the
state is able to spend in providing goods and services to the public. It also
helps determine how much money can be set aside in reserve for a "rainy
day," so that the state can be reasonably confident of its ability to pay its
bills on time, even if economic conditions deteriorate unexpectedly. Thus,
in analyzing the Governor's Budget for 1986-87, it is important to consider
whether the state will collect sufficient revenues to (a) fund the Gover
nor's proposed spending plan, (b) finance new legislation which the
Legislature may choose to enact, and at the same time (c) build a reserve
that can protect the General Fund against possible revenue shortfalls or
unanticipated expenditures.

It is also important to consider whether tax collections will yield more
funds than can legally be appropriated under Article XIII B of the State
Constitution (which establishes the state's appropriations limit). If this
occurs, some of the excess tax revenues eventually might have to be
returned to the public.

This section examines the Department of Finance's forecast for reve
nues in the current and budget years, including the economic projections
and other assumptions on which the revenue forecast is based.
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SUMMARY OF tHE REVENUE OUTLOOK

The level of revenues that the state can expect to receive will be deter
mined by a wide variety of factors. these include how the state's tax base
is defined, the t/:IX rates that are applied to this tax base, the effect that
economic conditions will have on the size of the tax base, the time lags
between when tax liabilities are incurred and when they are actually paid
to the state, the extent to which the Legislature chooses to enact legisla
tion which affects the total amount of revenues collected, and other fac
tors such as court decisions and actions taken by the federal government
which directly affect revenues. Of these, the single most important factor
influencing the level of revenues in 1986-87 will be the behavior of the
state's economy.

Continued Economic Expansion Assumed

The Department of Finance's economic forecast assumes that Califor
nia's economy, like the nation's, will continue to expand at a moderate
pace throughout both 1986 and 1987. The department also projects con
tinued declines in the unemployment rate and relatively moderate infla
tion. Compared to 1985, the actual pace of growth in 1986 is expected to
slow slightly before speeding up again in 1987. However, neither a reces
sion nor a sharp growth slowdown is anticipated during this period. On the
other hand, the forecast contains no prediction of a period of economic
"boom", either.

On balance, the department's predictions of unspectacular-though-sus
tained growth is a "middle-of-the-road" forecast that is consistent with the
current consensus views of economists generally. It also reflects the tend
ency of economists to predict "more of the same" once an economic
recovery period has matured and there are no clear signals indicating
when the next strong upturn or downturn will occur.

Moderate Revenue Growth Expected

Table 19 summarizes the budget's estimates of how much state revenues
will be generated in the currerit and budget years if the department's
economic forecast comes true. For comparison purposes, the table also
summarizes how revenues performed during the prior year. Chart 9, on
the other hand, shows the trend in state revenues, by source, over the past
decade.
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Table 19

Revenue Summary
General Fund and Special Funds

1984-85 through 1986-87
(dollars in millions)O

Prior Year
(1984-85) I>

Current Year
(1985-86)

Budget Year
(1986-87)'

G('J}eml FlllJd Rel'enues
-Amollnt .
-Dollar changE' .
-Percent changE' .

Special FlllJd Rel'enues
-Amollnt .
-Dollar changE' .
-PE'rcE'nt change .

Total,'. Geneml Fund and Special FlllJd ReI 'el/l/es
-Amollnt .
-Dollar change .
-Percent ch.lIIge .

826,536
2,714

11.4%

85,034
1,198
31.2%

831,570
3,912

14.1 %

828,187 831,024
1,651 2,837

6.2% 10.1 %

85,339 85,324
305 -15
6.1 % -0.3%

833,526 836,348
1,956 2,822

6.2% 8.4%

., Source: GO\'('fJ1or's Budget. D<'lails may not add to totals due to rounding. Figures include effects of
,",trious re\'enue-related la\\' changes and certain shifts of re\'enues betwpcn various special funds and
the Gpneral Fund.

I> Dollar and percpnt change l'igurps may bp distortpd, due to two GAAP-rclatpd accounting reclassifica
tions of certain fl'\'l'nUCS and rdmbursemcnts which hm'e beenmadc by the Department of Finance
I(lr 19H4-85 but not for 1983-84.

,. C"n('l'al Fund rp\'('nup total incluclPs 8127 million duc to thp Governor's propo.,."l,· to scI! ccrtain statp
propPfty (87.5 million) and incrpase audit personnel 'It the shttp's major tax agcncies (852 million).
Total f(,r spc'cial fund rcvenups has bppn reducpd by 820 million to account for a printing crror in
the CO\'eflwr's Budgct. :\either the Gpnen.11 Fund nor special fund rp\'pnuc totals includc f('\'cnues
from til(' California State Lottery, as the funds into which thpse lottcry revcnues arc dcposited h<l\'p
bc'pn c1assifiNI as nongo\'crnmental cost funds.

30-

Chart 9
Trends in State Revenues

a
1974-75 through 1986-87 (in billions)

$35

25-

20-

15-

General Fund Revenues

• Special Fund Revenues

Projected

75 76 77 78 79 80 81 82 83 84 85 86 87
a Source" Governor's Budgets and State Controller'S reports Data are for fiscal years ending in years shown.

BegInning with 1984·85, data are not strrctlycomparable with earlier years due to certain accountjng~rerated

reclassifications of revenues and expenditure reimbursements.

b Includes other taxes, licenses. fees, interest income, transfers. and other sources. Some of the year-to-year
fluctuations in revenues in this category and in special fund revenues reflect year- to ~year shifts in revenues
between these two categories.
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Table 19 indicates that:

• Prior-year (1984-85) total revenues were $31.6 billion ($3.9 billion, or
14 percent, above the previous year's level). This amount consists of
about $26.5 billion in General Fund revenues (up 11 percent) and $1.2
billion in special fund revenues (up 31 percent). The primary cause
of the unusually rapid growth in 1984-85 special fund revenues was
the transfer in 1983-84 of approximately $720 million from special
funds to the General Fund to improve the General Fund's condition.
(Because these transfers inflated the 1983-84 revenue base and were
not repeated in 1984-85, they make the 1984-85 revenue growth rate
artificially high.)

• Current-year (1985-86) total revenues are expected to reach $33.5
billion (up $2 billion, or 6.2 percent), consisting of $28.2 billion in
General Fund revenues (up 6.2 percent) and revenues to special
funds of $5.3 billion (up 6.1 percent).

• Budget-year (1986-87) total revenues are projected at $36.3 billion
(up $2.8 billion, or 8.4 percent). This amount includes $31 billion in
General Fund revenues (up $2.8 billion, or 10 percent) and $5.3 bil
lion in special fund revenues (down 0.3 percent).

No Growth After Adjustments for Inflation and Population

Both by historical standards and relative to the prior year, the growth
in total revenues projected for the current and budget years is low.
Growth in total state revenues averaged more than 12 percent over the
period 1973-74 through 1983-84, and 14 percent in 1984-85. Thus, the
average rate of growth in revenues during the past decade is about twice
the rate for the current year and well above the rate projected for the
budget year.

Likewise, total revenue growth after adjusting for the effects of popula
tion growth and inflation averaged 1.9 percent during the past decade,
and was 5.7 percent in 1984-85. In contrast, inflation-adjusted revenues
per capita are expected to decline by 1.2 percent in 1985-86 and increase
by only 0.9 percent in 1986-87.

Some of the flatness in total "real" revenue growth can be explained by
"special" factors, such as the effects of past legislation and ballot initiatives.
A sharp drop-off in tidelands oil and gas revenues, due to soft prices and
excess supplies in the world's crude oil markets, is another contributing
factor. An especially important factor in explaining the trend is the fact
that the inflation rate for government-purchased goods and services is
projected to be much higher than either the economy's overall inflation
rate or inflation in California.

Thus, while the department projects a positive "real" growth in total
revenues during the budget year, the rate is well below the historical
average, and is not large enough to offset the decline in "real" per capita
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total revenues anticipated during the current year. As a result, the pur
chasing power of total revenues projected for the budget year actually is
less than it was in 1984-85.

We will now take a closer look at the economic assumptions on which
the current-year and budget-year revenue forecasts are based, before
turning to a more detailed discussion of state revenues in the prior year
(1984-85), current year (1985-86), and budget year (1986-87).

THE ECONOMIC OUTLOOK

The economy's performance during 1986 and 1987 will be the prime
determinant of state revenue collections during the latter half of 1985-86
and in 1986-87. Economic activity in calendar 1986 will account for about
one-third of current-year (1985-86) General Fund revenues and about
two-thirds of budget-year (1986-87) General Fund revenues. The remain
ing one-third of budget-year revenues will be determined by economic
conditions in 1987.

The economic outlook projected by the department for 1986 and 1987
is a relatively favorable one. Nevertheless, while the economy is expected
to continue expanding in both years, the pace of expansion in California
is expected to be somewhat slower in 1986 than in 1985.

Economic Growth Continued Throughout 1985

On balance, the economy's performance in 1985 was one ofunspectacu
lar though sustained expansion. At the national level, real GNP grew by
2.3 percent according to the most recent estimates, which was about 0.7
percentage point slower than the department had expected one year ago.
In comparison, real GNP expanded by 6.6 percent in 1984 and 3.4 percent
in 1983. Thus, economic growth clearly slowed in 1985.

As shown in Chart 10 and Table 20, the year also saw a continued decline
in the unemployment rate, a further downward-drift in inflation, reduced
interest rates, and moderate employment gains and homebuilding activ
ity. New car sales were one of the bright spots, reaching their highest level
(11 million units) since 1978. On the other hand, corporate profits per
formed poorly, falling by 4.1 percent.

California's economy in 1985 performed somewhat better than the na
tion's in a number of respects. For example, the state's rate of personal
income growth (8.1 percent) was a full 2.2 percentage points above the
nation's (5.9 percent). California's civilian employment growth (2.7 per
cent) also exceeded the national figure (2.1 percent), and building per
mits (245,000) were at their highest level since 1977. In addition, Califor
nia's "real" personal income growth (Chart 11) was a healthy 5
percent-well above the 4.1 percent average annual increase for the prior
12 years. Table 20 also indicates that the key elements of the state's tax base
all registered reasonably strong gains in 1985, including taxable personal
income, taxable sales, and especially corporate profits.
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9.1 %
9.1
3.8
2.9
5.1

3.7%
8.0
9.2
3.0
2.2
3.6
3.5
4.3

6.6%
3.7
9.0

11.0
1.90

9.4
8.8

13.8

6.7%
1,165

243

1987
Projected

1986
Projected

2.5% 3.2%
5.9 5.9

-4.1 4.4
3.4 2.6
2.1 2.1
3.6 3.3
3.0 3.0
3.6 3.6

7.2% 6.9%
3.8 2.9
9.9 9.0

11.0 10.7
1.76 1.82

8.1 % 7.1%
9.4 7.8
3.4 2.9
2.7 2.2
4.6 4.6

8.5 7.4
7.2 6.3

17.0 13.7

7.3% 7.2%
1,130 1,120

245 229

Table 20
Department of Finance Economic Outlook for

California and the Nation a

1985 through 1987

1985
Estimuted bHco/lomic 1/ldicutor

I. .\iltio/lu/ Hco/lollJI'
Pcrcenl change i;l:
-Heal G:\P .
-Personal income ..
-Pre-lax corporaIe profits .
-Wage and salary employment ..
-Ch·ilian employment ..
-G:\P prices : .
-G:\P consumer prices .
-Consumer Price Index ..

lfnemploymenl rate 1%) ..
Sa\'ings rate 1%) .
Prime interest rate (%) .

:\e\\' car sales (millions of units) ..
Housing starts (millions of units) ..

2. Ctli/iJrniu Eco/lollJ I'

Percent change in;
-Personal income .
-Wage and salary income , .
-Wage and salary employment .
-(;i\'ilian employment .
-(;onsumer Price Index ..
-Key elements of the state's tax base:

-Taxable personal income , .
-Taxable sales .
-Taxable corporate profits .

l'nemployment rate 1%) ..
:\e\\' car registrations (thousands of units) ..
:\e\\' building permits (thousands of units) ..

;1 SOUfCf': GOH."rnor"s Budget und DeparhuC'nt of Finan('(".
b .\s l'stimat"d in D"cl'lllbl'r 19115 and publishcd in tIll' 19116--ll7 GO\'ernor's Budgl't.
,. Ddh",d as total pC'rsonal incom" plus social security contributions minus transfer payments. This income

eoneept historieally has sho\\'n a strong correlation to adjusted gross income' reportcd for tax purposcs
in California.

As shown in Table 21, however, California's economic performance, like
the nation's, was a bit weaker in a number ofrespects than what had been
predicted prior to the start of the year. For example, although home
blIilding and corporate profits clearly were much stronger than anticipat
ed, the growth in personal income, wage and salary employment, taxable
sales, unemployment, and car sales was poorer than expected.
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Chart 10

Trends in key NationcU Economic Variables
197~ through 1987 a
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Source: California Department of Finance.

Inflation as measured by the GNP consumption expenditures deflator.

Table 21
Accuracy of Economic Forecasts

for California in 1985

Original Forecasts

8.6% 8.7% 9.5% 11.0%
3.5 3.5 4.8 6.2
3.7 3.4 3.6 3.9
4.9 3.4 4.5 5.2
8.4
9.9

6.9% 7.0% 7.4% 7.5%

185 195 206 218
1,155

Department
of Other Forecasters h

Hcollomic Indicator Finallce" Lowest .·h·emge Highest
Percmt chailge in:

-Personal income .
-"Real"persona) income iI .

-Wage and salary jobs ..
-Consu'tner prices .
-Taxable sales ..
- Tilxable corporate profits .

Unemployment rate (%) ..

Residential building permits (thou-
sands) ..

:Xl'\\' car sales (thousands) ..

Relised
Department
ofFinillice jWlI/ary 1986
,\/ay 1985 Estimated
Foremst Actual ,.

7.7% 8.1%
3.1 3.3
3.5 3.4
4.5 . 4.6
8.7 7.2

17.1 17.0

6.7% 7.3%

205 245
1,155 1,130

"Sourc,': i9/l.5-X6 GO\'l'rnor's Budgl'l.
h (neludl's First Intl'rstatl' Iltmk, Sl'curit\' Pacific Bank, Bank of Aml'riea, Crockl'r Bank. VCL:", Wdls

Fargo Bank and till' Commission on 'Statl' Financl'. Forl'casts arc as of approximatl'ly yl'ar-,'nd 19114,
corrl'sponding to \\'hl'n thl' Dl'parlInl'nt of Finanel' constructl'd thl' l'conomie assumptions containl'd
in thl' GO\'l'rnor's Blldgd for 1911~6. For dl'tails on thl'sl' forl'casts, plcasl' sel' 1985-116 P"l'spl'cti,·,'s
,mel Issl/(w. Tabll' 22, pagl' .57.

,. SourCl': 19116-1l7 GO\'l'rnor's Budgl't.
iI Dl'filll'd Iwrl' as nOlllinal pl'rsonal incolllP dl'llatl'C1 by thl' California Consullll'C Pricl' IndC'x.
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Expansion Still "On Track" At Year-End

As 1985 ended and 1986 began, the economic expansion that started
three years ago in late 1982 was still intact. Real GNP growth in the fourth
quarter of 1985 was not very stong-2.4 percent on an annual basis.
However, this was partly due to a drop-off in consumption expenditures
on durable goods, like cars, which had grown at an unbelievably rapid
annual pace (24 percent) in the third quarter. The fall"off in growth at
year-end fits the up-and-down pattern of quarterly growth that has been
going on since late 1984.

This is not to say that there are no concerns about the health of the
economy. Indeed, there are. In fact, the economy had its share of problems
in 1985 and most of them still remain unsolved. These problems include
persistently high interest rates (see Chart 10), serious international debt
problems, ..a record-high foreign trade deficit, an ongoing $200 billion
annual federal budget deficit, and high debt levels combined with a very
low savings rate for consumers. Despite these problems and the relatively
modest pace of recent economic growth, however, the economic expan
sion was still "on track" with no end in sight as 1986 began.

Continued Growth Expected

Table 20 and Chart 10 summarize the department's economic forecast
for the nation and California. This forecast reflects the consensus view
among economists that the current economic expansion, which began in
late 1982, will continue throughout 1986 and 1987 at a moderate pace. For
the nation as a whole:

• Real GNP is projected to rise by 3.2 percent in 1986 and 3.7 percent
in 1987. While well below the 6.6 percent gain in 1984, these are
healthy, sustainable rates of growth and represent an improvement
over 1985(2.3 percent, according to the most recent estimate).

• Pre-tax corporate profits are expected to post a relatively small 4.4
percent gain in 1986, followed by a 9.2 percent improvement in 1987.

• Unemployment is expected to drift further downward, to 6.9 percent
in 1986 and 6.6 percent in 1987, reflecting modest gains in civilian
employment of 2.1 percent and 2.2 percent in the two years, respec
tively.

• Housing starts (1.8 million units in 1986 and 1.9 million units in 1987)
are projected to hover at the same level reached in 1985 (1.8 million
units) . A similar trend is expected for new carsales-1O.7 million units
in 1986 and 11 million units in 1987, compared to 11 million units in
1985.

• The prime interest rate is expected to drop to an average of 9 percent
in both 1986 and 1987, compared to 9.9 percent in 1985.
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California to Outperform Nation

Table 20 also shows that California is expected to experience continued
moderate economic expansion during both 1986 and 1987, although the
pace of economic activity is expected to slow in 1986 from 1985, before
speeding up again in 1987. The table also shows that the state is expected
to outperform the nation in a number of categories, just as it did in 1985.
For example, the Department of Finance expects:

• Personal income in California to rise by 7.1 percent in 1986 and 9.1
percent in 1987, versus increases of 5.9 percent and 8.0 percent, re
spectively, at the national level. And, as shown in Chart 11, "real"
personal income growth in the state (4.0 percent in 1986 and 5.4
percent in 1987) is expected to compare favorably with the growth
rates realized during the past decade (an average of 4.1 percent for
the 1973 through 1984 period).

Chart 11

Annual Growth in California Personal Income
1973 through 1987 a

D Total personal income (entire bar)
16%

• "Real" personal income b

14
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Projected

til
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2
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a Source: Department 01 Finance. Data are estimated for 1985.
b Real personal income is defined as total personal income deflated by the GNP consumption expenditures deflator.

• Employmentgrowth projected for California (2.9 percent in 1986 and
3.8 percent in 1987 for wage-and-salary employment) to surpass em
ployment growth nationwide. Although the state's employment
growth rates are, from an historical perspective, relatively moderate
(see Chart 12), they still translate into a very large number of new
jobs-about 320,000 in 1986 and 425,000 in 1987.
3-809(
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• California's unemployment rate to lie a bit above the nation.'s rate in
1986 and 1987 because, despite the state's superior employment
growth, its labor force also is expected to increase faster than the
nation's. Nevertheless, the Califorrtiaunemployment rate is projected
to drift down to an average of 6.7 percent by 1987, the lowest level
since 1979..

Chart 12

Trends in California Employment and Unemployment
1973 through 1987 a

10%

8

6

4

2

o

- 2 --- Civilian unemployment rate
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a Sources: Department of Finance and Employment Development Department. Data are estimated for 1985.

• Pre-tax corporate profits in California to rise by 13.7 percent and 13.8
percent in 1986 and 1987, respectively, compared to increases of only
4.4 percent arid 9.2 percent, respectively, for the nation.

The implications of the current economic outlook for state revenues are
best seen in the forecast for those key California variables which most
directly affect the state's major revenue sources. As shown in Table 20:

• "Adjusted" personal income (that is, personal income adjusted for
transfer payments and social security contributions, so as to roughly
approximate "taxable" personal income) is projected to increase by
7.4 percent in 1986 and 9.4 percent in 1987.

• Taxable corporate profits, as indicated above, are forecast to rise by
13.7 percent in 1986 and 13.8 percent in 1987, following gains of 17
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percent, 18 percent, and 22 percent in 1985, 1984, and 1983, respec
tively (see Chart 14). The cumulative 118 percent increase for these
five years (1983 through 1987) is in sharp contrast to the preceding
four years, and compares favorably to the era of 20-percent-plus in
creases experienced from 1976 through 1978, after the 1973-75 reces
sion ended.

• Taxable sales are predicted to rise 6.3 percent in 1986 and 8.8 percent
in 1987. Because of continuing moderate inflation, these gains reflect
fairly good increases in "real" taxable sales of 3.2 percent in 1986 and
5.1 percent in 1987 (see Chart 13).

Continued Consumer Spending Is Critical

The levels of income and output that the economy generates are deter
mined by four main types of spending-consumer spending on goods and
services, investment spending on residential and nonresidential structures
and equipment, government purchases of goods and services,and pur
chases by foreigners of the goods that we produce. Although each type of
spending is important and affects the pace of overall economic activity,
the single most important category is consumer spending. This is simply
because consumer spending typically accounts for about two-thirds of
total GNP. Thus, the economy's overall pace inevitably reflects, to a large
degree, the pace of consumer spending. Episodes of weak consumer
spending normally depress the economy's rate of expansion.

The department's forecast indicates that the correspondence between
consumer spending and overall economic growth is expected to be espe
cially close in 1986 and 1987. For example, the rates of consumer spending
projected for the nation (6.7 percent in 1986 and 7.5 percent in 1987) are
almost identical to nominal GNP growth (6.6 percent in 1986 and 7.5
percent in 1987). This is also true for the projected growth in "real"
consumption spending (3.6 percent in 1986 and 3.8 percent in 1987) com
pared to "real" GNP growth (3.2 percent in 1986 and 3.7 percent in 1987).
Thus, as consumer spending goes, so will the economy.

The department's projection that real consumer spending will advance
at a moderate pace is consistent with its expectations regarding those
variables that typically influence such spending. For example, it projects
moderate growth in jobs and real incomes, moderate inflation, and a
downdrift in real interest rates. An especially important factor behind the
projection, however, is the department's view that the savings rate in the
economy will remain relatively low. If this rate were to rise significantly,
a smaller share of income would be entering the spending stream. The
department, thus, assumes that what appears to be a relatively high level
of consumer debt today will not result in a retrenchment of consumer
spending tomorrow.
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We believe the expectations of modest gains in real consumer spending
are consistent both with the department's overall economic forecast and
with the fundamental trends visible in the economy today. Nevertheless,
because consumer spending is so important to the economy, the possibility
that it might weaken at some point is probably the single greatest threat
to the favorable economic outlook at this time.
Inflation-Outlook Remains Reasonably Good

Chart lOshows the trend of general inflation faced by consumers nation
ally since 1973 and the department's projected rateof inflation for 1986
and 1987.

CPI
13.5%
10.4
6.1
3.2
4.3
3.5
3.3
3.9

Inflation Rate
G.YP Deflator

Total COllSulllption
9.2% 10.2%
9.6 8.7
6.0 5.9
3.8 3.7
3.8 3.2
3.4 3.1
3.1 3.0
3.7 3.8

Year
1980 .
1981 .
1982 .
1983 .
1984 ..
198.j (estimated) ..
1986 (projected) ..
1987 (projected) .

The chart and Table 20 indicate that a major upswing in inflation is not
anticipated in 1986 or 1987. Inflation nationally is expected to remain in
the general range of 3 percent to 4 percent, as measured by the GNP price
indexes. Inflation as measured by the Consumer Price Index is expected
to be somewhat higher-31;12 percent to 41;12 percent nationally, and 41;12
percent to 5 percent for California. Thus, although inflation is generally
expected to trend up a bit in 1987, the outlook can be described as "reason
ably good."

The department's view is shared by most other economists. For exam
ple, there is some agreement that:

• Unit labor costs (which are a prime determinant of the inflation rate) ,
are expected to hold steady at around 3 percent, due to restrained
wage increases and a mild upturn in productivity (see Table 22);

• Food prices will rise by less than 2 percent in 1986;
• Gasoline prices will not rise at all; and
• The rate ofcapacity utilization of the nation's production facilities will

hold steady and perhaps even decline slightly, as the capacity-aug
menting effects of recent new investment in plant and equipment
offset the increased needs for production facilities caused by the con
tinued economic expansion.

Table 22
Trends in Factors Influencing National Inflation

1980 through 1987 0

Labor Growth in Growth in
Productil'itl' Hourb- Labor Unit

Growth' COlllp~nsationLabor Costs h

-0.7% 10.4% 11.1 %
1.9 9.8 7.7

-OJ 7.8 8.0
3.4 4.8 1.3
2.7 4.2 1.4 .
0.4 3.6 3.5
1.8 3.7 2.8
2.2 4.9 3.1

a Data ror 19H.5. 1985 and 1987 reprpspnt a\'('fagps of pstimatps by Data Hpsourcps. Chasp Economptrics
and \Vharton Econometrics, as or January 1985.

h Thp annual chang,· in unit labor costs is approximatply pqualto thp difr('fpncp bpl\\'ppn growth in hourly
labor comp"nsation and producth'ily growth.
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Furthermore, given that world crude oil prices have fallen substantially
since mid-January when the department's economic forecast was released,
the inflation outlook is even better-not just for gasoline prices but for all
commodities whose production and distribution costs are affected by en
ergy prices.

These factors are expected to outweigh those that are unfavorable to the
inflation outlook. The latter include the possibility that further declines in
the value of the dollar will make imports noticeably more expensive to
Americans, and that the Federal Reserve may increase the money supply
too fast in its effort to stimulate the economy (discussed below).

Despite the relatively moderate rates of inflation projected for the next
two years, however, inflation still poses a threat to the economy. Even the
5 percent inflation rate predicted for California in 1987 would make prices
double in only 14 years. This, in turn, can cause problems, such as unin
tended income redistributions, instability in financial markets, and high
interest rates. Furthermore, of special interest to the Legislature is the fact
that even in the moderate-inflation environment projected for 1986-87,
the costs of state and local governmental purchases of goods and services
still are projected to inflate at a nearly 6 percent rate in the budget year.
At this pace, the "cost of government" would double in only 12 years.
Thus, controlling and reducing inflation should remain a top priority of
the nation's economic policymakers.

Interest Rates-Significant Near-Term Upswing Unlikely

The problem of high interest rates, which emerged in the late 1970s and
remains with us, is projected by the department to lessen somewhat in
1986 and early 1987, as it did in 1985. Specifically, the department is pro
jecting that:

• The prime rate will average 9 percent both in 1986 and 1987, versus
9.9 percent in 1985 and 12 percent in 1984; and

• The average mortgage rate will be 12.4 percent in 1986 and 12.2 per
cent in 1987, compared to 12.7 percent in 1985.

Forecasting interest rates is always a risky business, given the many
factors that affect them and the need to predict not onlythe "real" compo
nent of interest rates, but also the "inflation premium" that becomes
embedded in them. While interest rates certainly "can't fool all of the
economists all of the time," few if any economists consistently make accu
rate interest rate predictions. (Indeed, if they could, they would retire as
economists and spend full time amassing fortunes by speculating in the
financial markets!)
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Nevertheless, the department's predictions regarding interest rates are
consistent with economic fundamentals and the other aspects of its eco
nomic outlook. These include:

• The expectation that inflation will not accelerate;
• The prediction that private-sector credit demands will moderate, due

to a slowdown in business investment spending and efforts by con
sumers to avoid further increases in their debt levels; and

• The prospects for fairly "accommodative" monetary growth, given
the possibility of a swing toward more conservative federal spending
policies and thus the need for the Federal Reserve to "step in" and
ensure that the current economic expansion will remain "on track."

Although many economists are forecasting that interest rates will turn
upward at some point in 1987, the consensus view is that stable-to-declin
ing rates will prevail over the next year and that, barring unforeseen
events, a significant upswing in rates during 1986 is unlikely. Even if the
department's forecast comes true, however, "real" interest rates will still
be lodged well above where they were in the 1960s and throughout most
of the 1970s.

Economy to Benefit From Oil Price Declines

During the latter half ofJanuary, after the department's economic fore
cast had been released, there was a dramatic drop in the price of crude
oil. This drop was related to a variety of underlying supply and demand
factors, but was actually triggered by a collapse of the pricing and produc
tion agreements between OPEC nations. Although most economists had
been assuming that crude oil prices would be declining steadily through
out 1986 and 1987, few anticipated the magnitude of the early-1986 drop.
For example, as of early February 1986 the open-market price of crude oil
was below $20 per barrel, whereas Data Resources, the nation's largest
economic forecasting firm, had been predicting that by year-end 1987
(nearly 24 months hence) the price would have declined only as far as $23
per barrel.

Substantially lower crude oil prices will produce a number of disrup
tions, especially to those economies that rely on crude oil exports. It also
will reduce state revenue collections from gasoline sales taxes and tide
lands oil production. Nevertheless, the overall effect on our economy
should be very positive, just as the early 1970s run-up in oil prices hurt the
economy. For example, lower oil prices will:

• Reduce inflation. This will occur both directly through lower
gasoline prices, and indirectly by reducing production costs for goods
that use oil as a direct input in the production process.

• Reduce the trade deficit. Economists have estimated that each $5
reduction in per-barrel crude oil prices has the potential to reduce the
nation's $150 billion annual trade deficit by $9 billion.
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• Stimulate business investment. This will occur because reduced
energy costs will raise the rate of return ort many types of projects,
while at the same time reduced inflation will have a downward im
pact on interest rates and thus on financing costs.

• Raise overall economic growth. Data Resources has estimated
that if oil prices remain at $20 per barrel, annual economic growth
would rise about 2 percentage points by 1988.

Thus, although the sustainability and full economic implications of the
recent crude oil price drop remain to be seen, the drop itself is a very
positive development.

Continued Uncertainties Regarding Federal Budget Policies

During 1984-85, the federal budget deficit amounted to nearly $200
billion. Although economists continue to debate what the exact effects of
such large deficits are on the economy, one thing is now clear-the econ
omy cannot "grow itself out" of the deficit anytime soon. This is because
the federal government's expenditure base is chroniCally out-of-line with
its re~'enlle base.

In an attempt to address the deficit problem, Congress enacted the
Gramm-Rudman-Hollings Balanced Budget Amendment in late 1985. This
measure .requires that between now and 1991, the federal budget deficit
be completely eliminated, either through spending cuts, tax increases, or
a combination of the two. In order to accomplish this objective,the meas
ure specifies a series of declining deficit targets for each year leading up
to 1991. The maximum allowable deficit for 1986-87 is $144 billion. Accord
ing to the President's 1987 Budget, achieving this target means that the
deficit would have to be cut by about $38 bilJion from what it would be
under current spending and taxation policies. This reduction, large though
it is, understates the magnitude of the required change in federal program
levels. This is because the base from which the $38 billion reduction has
been measured already reflects cuts in program levels under Gramm
Rudman amounting to perhaps as much as $40 billion!

Should Gramm-Rudman be upheld in the courts and Congress not act
on its own to achieve the deficit target, the amendment would require
that both defense and nonexempt domestic spending programs each be
trimmed by $19 billion across-the-board. Further cuts would be required
in subsequent years to achieve the still-lower deficit targets set for those
years. Since a wide variety of nondefense programs (including social secu
rity, Medi-Cal, AFDC, food stamps,and medicare) are either fully or
partially exempt from the required spending cuts, the remaining pro
grams would be especially hard hit by Gramm-Rudman.

Exactly what will happen to federal spending levels in federal fiscal year
1987 is perhaps the biggest imponderable facing California policymakers.
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Generally speaking, however, economists believe thatthe effects of the
Gramm-Rudman measure on the economy will, at least in the near term,
be negutive. For example, the Blue Chip forecasters rank the prospect of
budget cuts and tax increases as the second most negative factor facing the
economy today, only ranking below the uncertainty created by pending
tax reform proposals. Economists have this view because of their belief
that Gramm-Rudman, if implemented, would reduce the fiscal stimulus to
the economy coming from government, and thus reduce economic
growth. This, in turn, would place pressures on the federal monetary
authorities to increase the money supply, which eventually could result in
increased inflation. This concern is heightened by the fact that monetary
growth in 1985 exceeded 11 percent, despite the existence of a fairly
stimulative fiscal policy.

Of course, economists also recognize that eliminating the federal
budget deficit probably would produce certain benefits in the long-run,
such as lower real interest rates that would stimulate private sector invest
ment spending. However, there is little consensus regarding the likely
timing and magnitude of these benefits.

The second element of uncertainty in the area of federal policy involves
tux reform. At the present time, the House Ways and Means Committee
has passed a tax reform bill which would, among other things, reduce
marginal income tax rates, increase personal exemptions, and make nu
merous other changes involving tax deductions. The Senate, however, has
indicated that it may develop a proposal of its own. Thus, whether tax
reform will occur and, if so, what form it will take, remains unclear at this
time.

Finance Versus Other Forecasters

Table 23 compares the Department of Finance's national and California
economic forecasts for 1986 with those which were made by other econo
mists at approximately the same point in time (year-end 1985). Generally
speaking, the department's overall forecast is not "out of line." Mostfore
casters envision the same general type of economic performance in 1986
that Finance does-fairly moderate levels of inflation and homebuilding
activity, declining unemployment, and moderate though sustained real
growth.

However, if one were to characterize the department's 1986 forecast as
being toward one end of the forecasting range or the other, one would
have to put it toward the "low" end-at least with respect to those varia
bles most important in ,estimating revenues. For example, as Table 23
shows, the department's forecast is below the consensus for national cor
porate profits growth, as well as for growth in California nominal personal
income, "real" personal income, and employment. Even so, the general
story told by lzll of the forecasters is pretty-much the same.
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Table 23
The Economic Outlook for 1986 a

Percent C1wnge In: Sell" Cur
Real GYP Pre·Tax L'nemploy. fMes
GSP Prices Profit,· h went Ri/te (mJ'l/ions)

3.2% 3.3% 7.5% 6.9% 10.7
.\. .\1/tionul Forecusts

Department of Finance .

Blue Chip SUf\'ey: ,.
-Consensus forecast .
-Low-end a\'erage forecast d ..•.••••••••••••••••••

-High-end a\'erage forecast d ••••••.•••••.••.••..••

3.0
1.8
4.1

3.5
2.9
4.2

9.3
2.5

17.4

7.0
6.6
7.3

10.7
9.7

11.7

Housing
Starts

(millions)
1.82

1.78
1.65
1.90

B. Ci/i/ormi/ Forecast,·
Department of Finance .

Other Forecasters
UCLA , .
Securih' Pacific Bank .
First h;terstate Bank .
Crocker Bank .
Bank of America .
Wells Fargo Bank .
Commission on State Finance .

A\wage of "Other" Forecasters .

Yell"
Percent ClJilJ1ge In: ResidentM

'"Rea/"" Hi/geand Building
Personal Consumer Personal Salarl" Unemploy· Permits
Income Prices Income" job.,: mE'nt Rate (thousand.,)

7.1% 4.6% 2.4% 2.9% 7.2% 229

7.1 4.4 2.6 3.1 6.8 229
8.1 4.5 3.4 2.5 7.8 220
8.8 4.3 r 4.3 3.7 211
8.0 5.2 2.7 3.4 6.8 210
7.5 5.0 2.4 7.4 210
7.0 5.0 1.9 7.6 210
7.4 3.8 3.5 3.1 7.4 219- - -- -- -
7.7% 4.6% 3.0% 3.2% 7.3% 216

" J'or('casts anlilable' as of approximatcly y('ar·cnd 19R5.
h D('fined as pr('-tax profits with im'cntory \"aluation and capital consumption adjustm('nts. Th(' Blu(' Chip

Slln·('y. do('s not r('port pr('-tax profits ('xc!uding tl1('s(' adjustm('nts, which is th(' most r(')('\"ant profit
figur(' for r('\"('nu('-('stimating purposes. Th(' d('partm('nfs 1986 proj('ction for growth in this lattN
profit m('asUT(' is 4.4 p('rc('nt, and w(' ('stimat(' that th(' comparabl(' Blu(' Chip figur(' would b(' 6.7
pNc('nt.

,. Includes th(' proj('ctions of50-odd ('conomists as publish('d in BllI(' C11ip Economic Indicators for January
1986. Pcrmission to r('print data granted by Capitol Publications, Inc.

d Represents ""crag(' of th(' 10 100\'('st/high('st for('easts for ('ach \"ariable' as publish('d in Bill" C11ip
Economic Indi"ators in January 1986.

,. Defin('d as p('rsolUt! ineom(' adjust('d for consumN pric(' innation.
r For('cast for U.S. consumcr pric(' innation.
"Forecast for wage and salary ('mployn1('nt growth not ",·ailablc. Forccast for growth in total ci\"ilian

employn1('nt is 2.0 pNccnt, compar('d to the department's forecast of 2.2 percent.

PRIOR-YEAR (1984-85) REVENUES

General Fund revenue collections in 1984-85 totaled $26.5 billion. This
represents an increase of $2.7 billion (over 11 percent) from 1983-84.

Above-Average "Real" Revenue Growth Occurred

The rate of "nominal" revenue growth (that is, revenue growth before
adjusting for inflation) during 1984-85 was a bit below average by histori
cal standards. For example, over the period 1973-74 through 1983-84,
General Fund revenue growth averaged about 13 percent per year. Reve
nue growth, however, actually was a bit above average in "real" per capita
terms (that is, after adjusting for inflation and population)-3.2 percent,
versus 2.7 percent for the 1973-74 through 1983-84 period. This anomaly



66

primarily reflects the fact that the 1984-85 inflation rate for the costs of
government-purchased goods and services (6.1 percent) was well below
the average for the prior decade (8.1 percent). The above-average "real"
revenue growth is explained by the strong economic recovery that took
place in 1984, a year that saw increases of 6.6 percent in real GNP and 6.2
percent in California employment.

As for the performance of individual revenue sources in 1984-85:

• Sales and use taxes increased by nearly 12 percent, or $1 billion;
• Personal income taxes increased by over 16 percent, or $1.5 billion

(this abnormally high increase partly reflects large one-time fiduciary
tax payments, without which revef1.ue growth would have been a bit
below 13 percent);

• Bank and corporation taxes increased by over 13 percent, or $434
million;

• Income from all other sources including investments, other taxes,
special fund transfers, fees and royalties, fell by slightly under 10
percent ($265 million).

Growth Would Have Been Even Higher Without Special Factors

The observed 11 percent General Fund revenue gain in 1984-85 incor
porates the distorting effects of a variety of "special" factors which affect
ed revenues in 1983-84 and 1984-85. These factors include the phasing-out
of inheritance and gift taxes and the phasing-in of the estate tax due to
proposition 6 (June 1982) and Ch 634/80, various tax acceleration~ and
transfers of spec~al fund monies to the General Fund, court cases, the
state's tax amnesty program, new legislation, large one-time fiduciary tax
payments and inheritance tax receipts, the 1984 Summer Olympics, im
plementation of the state's external borrowing program, and certain
GAAP-related accounting reclassifications of revenues and reimburse
ments. In the absence of these "special factors", General Fund revenue
growth in 1984-85 would have been almost 14 percent and "real" per
capita growth would have been far above average-5.3 percent. This
strong "underlying" growth trend reflects the strong economic perform
ance that occurred during 1984.

Revenue-Estimating Accuracy Was A~ove Average

Table 24 summarizes the department's track record in estimating 1984
85 revenues. It indicates that actual 1984-85 revenues were $711 million
above the department's initial (January 1984) estimate for that year. Of
this difference, $455 million was due to such "special" factors as legislation,
court decisions and one-time revenue windfalls. The remaining $256 mil
lion reflected the fact that the economy performed better than the depart
ment forecast, as well as technical revenue reestimates.
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Table 24
The Department of Finance's

Track Record for Forecasting Revenues in
1984-35 and 1985-86

(dollars in millions)a

Rel'ClIliC Estimutc For
1984-85 1985-86
825,825 827,922 '

llistOlT of C}l1lll!<CS

A. Original budget estimate h ..

B. Re\'isions due to economk factors and technical reestimates
-~Ia\' 1984 .
-Jun'e 1984 .
-July 1984 .
-January 1985 .
-\Iay 1985 .
-January 1986 .

Subtotals ..
C. Re\'isions due to other factors including legislation, special one·time

re\'enue collections, and accounting reclassifkations .
D. Total re\'isions ..
E. ;\ctuall estimate as reflected in the 1986-87 Go\wnor's Budget

(january 1986) .

-67
-91

94
-63
392
-9

8256

8455 d

8711

826,536

244
115

8359

-894"
8265

828,187

a Inf(mllation in tablp \\'as ck\'C'loppd from puhlishC'd Dppartmpnt of Finance data. Additional details on
this inlilTlllation, including data by typP of re\'pnup source, may be obtainpd from the Legislati\'('
Anah'sfs omcp.

h Publish~d in January precpding the start of each fiscal year,
" Includes a 8137 million Tl'\'('llUP gain dm' to a proposal in the 1985-86 Con'rnor's Budget to fund the

statl' 's solar and energy conseT\'ation tax credits through a direct lIppropriation.
d Includes (i) ai/illS of 8335 million in one·time fiduciary tax payments, 879 million in unexpectedly large

estatc' tax payments (including 844 million from the Howard Hughes' estate). 884 million in increased
arbitrage interest income related to external borrowing due to Ch 268/84, and 830 million from other
1984 legislation, and (ii) }assl's of 851l million from GAAP·related accounting reclassifications of cC'rtain
Tl'\'enueS and reimbursements, and 814 million from General Fund repayments to the I';mergency
Tl'lephone 9II Account.

,. Includes (i) ai/illS of 8111 million in arbitrage interest income related to external borrowing due to Ch
139/1l.~,8J()9 million from reduced solar and energy consl'T\'ation tax credit costs (due to Ch IOIl/Il.~,

Ch Il6/1l.~; and ChI32.~/Il5) and 831 million from the DM\"s Uncleared Collections Account, and (ii)
/OSSl'S of 8137 million from l"ilure to enact the Go\'ernor's January 19115 proposal to fund the solar and
energy consern,tion tax credits through a dirpct appropriation, 81 J() million from GAAP·rclated
accounting reclassifications of certain re\'enUes and reimbursements, 863 million from a General
Fund transfer to the Industrial Loan Special Fund dlll' to Ch 142/1l5 and Ch 140/1l5, and 85 million
from other 1911.~ legislation,

As Table 24 shows, the department's forecasts of the strength and timing
of the economic recovery "flipflopped" throughout 1984 and early 1985.
Table 25 shows, however, that the magnitude of the difference between
the department's revenue estimates for 1984-85 and actual revenues was
considerably less than the average discrepancy in prior years. Thus, from
an historical perspective, the department's revenue estimating perform
ance for 1984-85 was clearly above average.
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Table 25
Discrepancies Between
Estimated and Actual

General Fund Revenues Attributable to Economic and
Technical Factors

1973-74 through 1984-85 0

Percent Difference Between
Actuul Rel'enues und

6.2
10.8
10.6

Originul jmwury
Period Budget Estimute
1. 1984-85 1.0%
2. Prior ll-year period (1973-74 through 19~)

-:\\'erage Discrepancy h .......•••••................••••••.............••••.••.........•••••

-Largest Underestimate .
-Largest O\·erestimate .

First .\/uy
Estimute

1.3%

4.7
7.5
7.6

.\/idl·eur
Esti;/wte
(jmlllury)

1.5%

2.4
4.9
3.5

a Information in table was de\'e1oped by Legislath'e Analyst's office from Department of Finance historical
fl'\'enUt' data. For yl'ar·to·yl'ar details on the department's re\'enue l'stimating discrepancies, sec
prior issues of thl' Pt'rspectin's ilnd Issues and Why Arell't Hen'llul' E,timaft's .\lorl' :J.ccumft'i',
Ll'gislath'e Analyst, Report 84-13, :\o\'elllbl'r 1984.

h UIl\\'l'ighted ""erage of absolutl' yalues of pl'rcent redsions for indiyidual years.

CURRENT-YEAR (1985-86) REVENUES
General Fund revenue collections in 1985-86 are projected to total $28.2

billion. If this level of collections is realized, it w:ill represent an increase
of $1.7 billion (6.2 percent) over the prior-year level. Thus, the pace of
revenue growth expected in 1985-86 is well below that experienced in
1984-85. In fact, after adjusting for inflation and population growth, cur
rent-year General Fund revenues are projected to decline by 1.2 percent.
This slowdown reflects a combination of factors, including a moderation
in the pace of economic expansion in 1985 relative to 1984, and several
special factors that had the effect of depressing revenue growth. As for
individual revenue sources:

• Sales and use taxes are expected to increase by 6.3 percent, or $608
million.

• Personal income taxes are projected to rise by 5 percent, or $544
million. .

• Bank and corporation taxes are projected to rise by nearly 12 percent,
or $435 million.

• Income from all other sources, including investments, other taxes,
special fund transfers, fees and royalties, are projected to rise by 2.7
percent, or $64 million.

Underlying Growth Trend Again Understated

As in the prior year, there are a variety of special factors which, taken
together, have caused the rate of revenue growth projected for the cur
rent year to be distorted. These factors include the continued phasing-in
of death-tax reductions required by Proposition 6 and Ch 634/80, expan-
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sion of the state's external borrowing program, GAAP-related accounting
changes, certain large one-time tax collections, a large General Fund
transfer to the Industrial Loan Fund to support loan guarantees, delayed
receipts from unprocessed tax payments on vehicle registrations, and new
legislation. In the absence of these and various other special factors, cur
rent-year General Fund revenue growth would have been closer to 8.1
percent-well above the 6.2 percent rate projected in the budget. This
adjusted "underlying" growth rate, although well below the prior year's
rate, is roughly in line with projected income growth in 1985-86 (about 7.6
percent) and represents a small (0.5 percent) increase in "real" per capita
General Fund revenues.

Revenues Revised Upward

As shown in Table 24, the revisions to the department's current-year
revenue estimates during the past 12 months have added $265 million to
the original estimate. This includes upward revisions of $359 million (1.3
percent) due to economic forecasting revisions and technical reestimates,
partially offset by downward revisions of $94 million due to other factors.

The $359 million net revision includes gains of $169 million in bank and
corporation taxes, $204 million in income taxes, and $256 million from
other sources, partially offset by a $270 million shortfall in sales tax re
ceipts. Key factors in the upward revision include stronger-than-expected
levels of corporate profits and home building in 1985.

BUDGET-YEAR (1986-87) REVENUES

Table 26 presents the department's estimates ofstate revenues for 1986
87. Total state revenues in the budget year are projected to reach $36.3
billion, a gain of 8.4 percent ($2.8 billion) over 1985-86. This gain repre
sents a modest acceleration from the current-year's projected rate of in
crease-6.2 percent. About 85 percent of total revenues goes to the Gen
eral Fund and 15 percent represents special fund revenues.

General Fund Revenues

As shown in Table 26, General Fund revenues in the budget year are
forecast to reach $31.0 billion, a gain of $2.8 billion (10 percent). This
amount includes nearly $12.5 billion in personal income taxes (a 9.8 per
cent gain), $11.1 billion in sales and use taxes (an 8 percent gain), and
nearly $4.7 billion in bank and corporation taxes (a gain of nearly 14
percent). These healthy growth rates reflect the department's forecast of
a continued economic expansion throughout 1986 and the first half of 1987.
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Table 26

State Revenue Collections
1984-85 through 1986-87

(dollars in millions) a

Change
:ktlW! E~tinwted Projected 1985-86 to 1986-87

GenNa! 1'l111d 1.9~ 1985-86 1986-87 :J.mo1111t Percent
Taxes:

Sales and use h ............................................ 89,667 810,275 811,095 8820 8.0%
Personal income ,....................................... 10,806 11,350 12,460 1,110 9.8
Bank and corporation d ............................ 3,665 4,100 4,655 5.j5 13.5
Estate. inheritance and gift ".................. 297 236 248 12 5.1
Insurance .................................................... 643 745 840 95 12.8
(:igarette ...................................................... 185 175 175
:\lcoholic be\-erage .................................... 136 134 134
110rse racing................................................ 118 119 120 1 0.1--- --- --

Subtotals. Taxes ...................................... 825,515 827,134 829,727 82,593 9.6%

Other Sources:
Interest on in\'('stments 475 548 608 60 10.9
California State Unh'l'fSi;~·..f~~·~·i ..:::::::::: 255 241 251 10 4.1
Other re\'emles "...............:........................ 250 293 368 75 25.6
Transfers ...................................................... 41 -29 70 99

--- --
Totals, General Fund ............................ 826,536 828,187 831,024 82,837 10.1%

Spi'cia! N111ds
~Iotor Yehic!e:

Fuel taxes ................................................ 1,160 1,169 1,182 13 l.l
License fees (in-lieu) .......................... 1.240 1,393 1,474 81 5.8
Hegistration, weight and misc011ane-

ous fe0s ............................................ 894 952 965 13 1.4--- ---- --
Subtotals, ~Iotor '-0hic!0 R0\'0nues 83,294 83,514 83,621 8107 3.0%

Oth0r SOllfC0S:
Oil and gas r('\'('l)U0S h ............................ 495 445 391 -54 -12.1
Sal0s and US0 tax' ...................................... 131 114 90; -24 -21.1
Int0rest on im'0stm0nts .......................... 160 163 156 -7 -4.3
Cigar0tt0 tax .............................................. 79 75 75
Oth0r ............................................................ 875 1,028 991 -37 -3.6

85,324 J
-- --

Totals, Sp0cial Funds ............................ 85,034 85,339 -815 -0.3%
Totals. Stat0 Funds ................................ 831,570 833,526 836,348; 82,822 -----s:4%

"Sourcp: 19116--1{7 GO\'l'rnor's Budgpl. Dl'lails may not add to totals dup to rounding.
h (ncludps Iii 831 million in 19H.')-I!6 from thp Dpparhnpnt of ~Iotor Vphicks' Unckarpcl Collpctions

:\ccount. and (ii)· 830 million in 19116--1{7 rt'sulting from rpclirpctiol1 of auditing acti\'ilips at thp Board
of Equalization (819 million) and thc Go\,prnor's proposal to incrt'asp audit staff (811 million).

"(nclud,'s Ii) 8335 million in onp-limp fiduciary paynwnts in 1911~5, (ii) 8105 million in 19H."i-Il6 and 8110
million in 19116--1{7 dup to Ch 116/H.') (SB 125). Ch lOll/H.,) (SB 1079). and Ch 1325/H.') (SB 243). \\'hich
I'pducpd thp costs of tIl<' solar and ,'nprgy conspn'ation tax crt'dits, and (iii) 821 million in 19116--1{7
rpsulting from til<' GO\'l'rnor's proposal to incrt'asp audit acth'ities at tht' Franchist' Tax Board.

d Includt's (i) 84 million in 19H."i-Il6 and 87 million in 19116--1{7 dut' to Ch 116/115, Ch lOll/H.,), and Ch 1325/H.'),
and (ii) 820 million in 19116--1{7 rt'sulting from tht' GO\·t'r1Hlr's proposal to incrt'ast' audit acth·itit's at
til(' Franchist' Tax Board.

,. Th" patl<'rn of yt'ar-to-y,'ar changes in theS(' re\'l'nm'S is partly duc to Proposition 6 (june 1982), \\'hich
rpp,'aled inheritance and gift taxes and in their place imposed an t'statt' "pick-up" tax. R,,\'('nues in
19116--1{7 includ,' 8212 million in ,'stat" taxes, 83.') million in inhcritance t,txt's, and 81 million in gift
taxps.

I' Includt's n,rious funds deri\'('d from nongo\'ernmental sources, including the stall' uni\'ersity fec, library
fim's, cerlain rt'gistration f,'es. and application ft'es. Prior to 1986--1{7, thest' funds \\'Np classified as
"reimburS('ments" in the Go\'ernor's Budgt't and, therefore, \\'Nt' not sho\\'n as "rt'\·t'mlL's,'·

" Includ,'s re\'enues from \'arious regulatory taxes and lict'nses, local agt'ncies, USN costs for sen'ices
pro\'id"d to the public. propNly-relatpd income, and otl1<'r miscdlant'ous rp\,pnut's. For 1986--1{7, also
includps 87.5 million dup to Ih,' Go\'('rnor's propo.\~" to sell surplus land at Agnp\\'s Slatp Hospital. Data
li,r allyt'ars rpOpct thp rpdassificalion of cPrtain IIpalth Carl' Dt'posit Fund recpipts from "rt'\'pnut's"
to "rpimburspIll('nts:' bpginIling \\'ith tht' 1986--1{7 Go\·t'rnor's Budget. Thp pffp('t of this rt'classiHca
tion is to rNluc" H'\'pnups by 8313 million in 19~5, 8351 million in 19H."i-Il6, and 8350 million in
19116--l{7.

I< Hpprpspnts oil and gas royalti"s from statp lands. about 110 pprcpnl of \\'hich comp from th" statp's
tiddands locatpd adjacpnl to thp City of Long Ikaeh. Excludps royaltit's allocat"d to thp G"nPral Fund

. to support th" State Lands Commission and royaltit's allocatpd to nongo\'Prnmpntal cosl funds.
, H,'l1pcts sail'S and usp tax recl'ipts to thp Transportation Planning and Dp\,dopIll('nt Account in Ihl'
. Transportation Fund. as sp,'cified llndPr Ch 161/79 (SB 620) and Ch 541/81 (SB 215).
I Figurp H'dllC"d by 820 million from that sho\\'n in the blldgpt. to corrpct for a printing Prror.
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Revenue Trend Relatively Free of Distortions

The 10 percent growth in General Fund revenues projected for 1986-87
is relatively free of distortions from special factors. Nevertheless, the fol
lowing factors cause the growth rate to be higher or lower than what the
economic forecast would imply:

• The budget includes $75 million in revenues from the proposedsale
of surplus land at Agnews State Hospital;

• The budget includes $52 million in revenues from increased audit
collections anticipated to result from the proposed increase in audit
staff at the Franchise Tax Board (FTB) and the Board of Equalization
(BOE). The budget also assumes that another $19 million will be
collected due to reallocations of existing audit staff at the BOE;

• The phasing-out ofinheritancetaxes and the phasing-in of estate taxes
distorts the underlying revenue trend somewhat;

• The effects of GAAP-related accounting changes, the second-year
effects of 1985 legislation, and the adjustments to the current-year
revenue base required in order to reflect one-time transfers and reve
nues also influence the growth rate.

Taken together, however, these factors all pretty-much balance out, and
the underlying General Fund revenue growth trend that emerges after
adjusting for them-9.8 percent-is only slightly below the projected rate
of 10 percent.

After adjusting for population growth and inflation, budget-year Gen
eral Fund revenue growth amounts to 2.5 percent (2.2 percent after ad
justment for special factors). This growth is only somewhat less than the
average annual rate of increase during the past decade (2.7 percent).

Stronger Gr()wth Despite More Moderate Economy in 1986

The growth rate in General Fund revenues projected for the budget
year (10 percent, or 9.8 percent on an "underlying" basis after adjusting
for special factors) is above the rate projected for the current year (6.2
percent, or 8.1 percent after adjusting for special factors). This uptick
occurs despite the expectation that California's overall economic perform
ance in 1986 will not be stronger than it was in 1985.

The explanation for this apparent anomaly involves a number of factors,
including abnormally large increases in liability insurance premium rates,
a projected rise in the interest yield on General Fund investments, and the
partial-year revenue effects of the acceleration in economic growth fore
cast for 1987.

Personal Income Tax Gains to Parallel Income Growth

Personal income taxes are projected to rise by 9.8 percent in the budget
year. This compares to a projected increase of only 5 percent for the
current year. However, sOme of the apparent acceleration in these re-
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ceipts is due to various one-time revenue collections and the effects of new
legislation, which distort year-to-year growth patterns. These factors had
the effect of raising revenues by $383 million in 1984-85, $131 million in
1985-86, and $133 million in 1986-87. After these effects are removed, the
projected underlying personal income tax revenue growth becomes 7.6
percent in the current year and 9.9 percent for the budget year. As shown
in Table 20, these rates are of the same general order of magnitude as the
department's estimate of taxable personal income growth in 1985 (8.5
percent), 1986 (7.4 percent) and 1987 (9.4 percent).

One might expect that given California's highly progressive income tax
rate structure, personal income tax collections should grow faster than the
state's economy. The reason why this is not expected to happen is that the
"elasticity" of tax collections is expected to be relatively low in 1986 and
1987.

Income Tax "Elasticity" to Remain Low. The best way to under
stand the income tax projections for any fiscal year is to examine the
projection of income tax liabilities for the calendar years which underlie
the revenue estimates. Year-to-year growth in tax liabilities can be due to
three factors:

• Growth in the number of taxpayers (which is correlated with employ
ment growth);

• Growth in average taxable income per taxpayer (which is correlated
with average personal income per employee); and

• Growth on a June-to-June basis in the California Consumer Price
Index (the CCPI, which is used under the income tax indexing law
to adjust the state's marginal income tax brackets, as well as various
tax credits and deductions, for inflation).

The percentage increase in tax liabilities which results from each 1
percentage point of income growth (that is, the "elasticity" of tax reve
nues) is influenced differently by each of these three variables. For exam
ple, (a) rapid growth in average income tends to produce a "high" elastic
ity, as taxpayers move into higher tax brackets, (b) rapid growth in the
CCPI tends to produce a "low" elasticity, as tax bracket boundaries are
shifted outward, causing taxpayers to move back into lower brackets, and
(c) growth in employment per se historically has resulted in about an
equivalent percentage increase in tax liabilities.

Table 27 shows those variables in the department's economic forecast
that are the primary determinants of estimated income tax liability
growth and elasticity. The table also shows our estimates of underlying
income tax liability growth and elasticity, using these same economic
assumptions and our own personal income tax revenue-estimating model.
The table indicates that elasticity fell from over 1.8 in 1983 to 1.3 in 1984
and 1.1 in 1985 (estimated), and is projected to be slightly under 1.1 in 1986
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and 1987. What this means is that a given percentage point of personal
income growth produced considerably fewer tax dollars in 1984 than in
1983, fewer still in 1985, and will produce even fewer tax· dollars in 1986
and 1987.

Table 27
Estimates of Underlying Income Tax

"Elasticity" and Its Determinants
1980 through 1987

Ci/,'nd,/r )t'ilr
1980 .
1981 .
1982 .
1983 .
1984 .
1985 (estimated) .
1986 (projected) .
1987 (projected) .

Percmt C1li1nge In:
.4qjnsted .4remgc Rml Inde.nilg
PerIonul 01 iliun Income Per Adjustment
Income" Ainplo.l1neJlt Ainplo.n'e h filctor '"

12.3% 2.1 % -6.2% 17.3%
11.9 1.3 2.0 8.3
5.9 0.3 - 3.4 9.3
7.1 1.5 6.8 -1.2

12.1 3.5 3.5 4.6
8.5 2.7 1.0 4.6
7.4 2.2 0.5 4.6
9.4 2.9 0.9 5.4

Implied
TilX

Liilbilities d

6.0%
13.8
2.7

13.2
15.3
9.4
7.8

10.1

lilderJriJJCF
A'lusticitr ;r

Ti,x Liubilities
IIIth Respect
to Income"

0.49
1.16
0.46
1.8.5
1.27
1.l0
1.05
1.08

a D<:'fil1C'd as pPTsonal inCOIlIP l11inus transfC'T paYJllellts plus social security contributions. This inCOlllC'
concept historically has ShO\\"I1 a strong corrdation to adjustcd gross inconlt.' rcportcd for tax purposcs.

h Growth in a\"('rage adjusted pl'rsonal income per employee, deflated by the indexing adjustment Ii,ctor
(the june-to-jllll(' percent change in the Calil<lI:nia Consumer Price Index).

'·jlllw-to-jun(' IK'rcellt change in the California Consumcr Price Index (statutorily mandated).
d Estimated by Legislati\'e Analyst's olTice using D('partment of Finance economic forecast. The depart

ment's own estimatl's of actual lax liability grtl\\th differ somewhat from these "implied" tas lhlbility
ngun's, since th" lalter r"prl'st'nl underlying liabiliti"s prior to adjustlllC'nt for such Ii\Ctors as new
kgislation, special olll'-lim,' nduciary tax paynll'nts, and changes in auditing acti,·ities.

" Estimatl'd by Legislat;\'e Analyst's ofllc". Figures represt'nt the ratio of tax liability growth to growth
in adjusted personal income shown in the tabk, computed prior to rounding.

The principal reason for the decline in elasticity since 1983 is therela
tively slow growth in average real income per employee. It is this variable,
which the department projects to be negligible in both 1986 and 1987, that
normally gives elasticity its "punch" by propelling taxpayers into higher
tax brackets more rapidly than indexing shifts the boundaries of the indi
vidual tax brackets outward. Clearly, if the department's economic fore
cast comes true, there won't be much of this "punch" in either 1986 or
1987, and therefore, the rate of growth in income tax liabilities will be only
slightly above the rate of income growth.

Our estimate of how much personal income tax revenues the depart
ment's economic forecast should produce is a bit lower-by about $85
million for the current year and budget year combined-than the depart
ment's own estimate. This difference, which reflects a $130 million short
fall in 1986--87 partially offset by a $45 million gain in 1985-86, is well under
1 percent of the nearly $24 billion to be collected in personal income tax
revenues for the two years combined.
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Special Revenue Adjustments. The personal income tax projection
for the budget year includes $133 million in upward adjustments for spe
cial factors. This is the net effect of:

• A gain of $110 million due to Ch 108/85 (SB 1079), Ch 13~5/85 (SB
243), and Ch 116/85 (SB 125) which reduced the state's costs of pro
viding the solar and energy conservation tax credits.

• A gain of $47 million from a proposal to increase audit staffing at the
Franchise Tax Board ($21 million) and ongoing auditing ofIndividual
Retirement Account (IRA) deductions on 1982 and 1983 California tax
returns ($26 million). These IRA audits produced $80 milljon in audit
revenues during the prior and current years combined.

• A reduction of $24 million due to other 19851egislation ($8 million)
and the state's tax-amnesty program esta:blished by Ch 1490/84 ($16
million). The amnesty-related losse~ partially offset a gain of $39 mil
lion from this program jn the prior and current years combined, and
reflect the fact that some of these amnesty tax payments ordinarily
would have been received in 1986-87 in the form of late payments or
audit receipts.

Taxable Sales to Lag Income Growth

As shown in Table 26, sales and· use tax revenues are projected to in
crease by 8 percent in 1986-a7, following a 6.3 percent rise in 1985-86.

The projected rates of grClwth in current~year~nd budget~yearsales tax
revenues are based on the assumption that growth in taxaple sales will lag
slightly behind the growth in California persopal income quring 1985, 1986
and 1987. This can be seen by comparing Chart 11 and Chart 13, and by
looking at the ratio of taxable sales-to-personal income contained in the
department's economic forecast.

As Table 28 shows, the taxable sales-to-personal income ratio dropped
between 1979 (its all-time record) and 1982 (a recession year). Then, as
economic recovery set in, the ratio drifted upward, propelled by a spec
tacular growth in "real" taxable sales of 11 percent in 1984 (see Chart 13).
In 1985, however, the ratio fell again, and the department expects it to fall
even slightly more in 1986 and 1987. This assumes taxable sales growth of
7.2 percent in 1985,6.3 percent in 1986 and 8.8 pen~ent in 1987, compared
to personal income growth of 8.1 percent in 1985,7.1 percent in 1986 and
9.1 perceht in 1987.

Despite trailing income growth, however, Table 28 and Chart 13 reveal
a healthy rate of growth in "real" taxable sales in all three years, due to
continued moderate inflation. In 1986, the year in which taxable sales will
exert the greatest influence on budget-year revenues, sales growth is
projected to be strongest for the categories of services (9.6 percent),
specialty items (8.4 percent) and building materials (8.2 percent), while
the w'eakest growth is projecteq for the fuel category (1.4 percent).'
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Table 28

Historical Trends in Taxable Sales in California
1968 through 1987 a

(dollars in millions)

Citlmdur .\"('ur
1968 ..
1969 ..
1970 .
1971 .
1972 .
1973 .
1974 .
1975 .
1976 .
1977 .
1978 .
1979 ..
1980 .
1981 ..
19S2 .
1983 .
1984 .
1985 (estimated) ..
1986 (projected) .
19S7 (projected) ..

Totul
Tt.1.wble
Sules
841,582
45,42S
46,429
50,205
,j.j,322
61,738
68,071
73,476
S3,S22
99,482

113,468
131,678
142,759
l,j5,127
154.,j53
169,412
194,012
207.980
221.100
240"j50

Rutio of
Percent C'lwnge in: Tt./.wble Sules

Totul Tt.1.mble "Re:l1" Tt.1.wble to
Sules ,Sitles I> Pel:\'omtllncoJl1e
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Chart 13
Annual Growth in California Taxable Sales
1973 through 1987 a
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"Real" taxable sales equal total taxable sales (current dollars) deflated by the GNP price deflator for consumption expenditures.
C "Real" taxable sales were unchanged.
d Total taxable sales declined by 0.4 percent.
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Revenues May Be Understated. Our own analysis indicates that,
while there is no basis for expecting booming taxable sales or a dramatic
rise in the sales-to-income ratio during 1986 or 1987, there is reason to
believe that taxable sales in California will perform somewhat better than
what the department expects. For example, the department's economic
forecast assumes that California's unemployment rate will fall over the
next 18 months, that "real" interest rates will soften a bit, that the percent
age of the population which is employed will be rising, that annual housing
starts will exceed the average level of the past decade, and that 1986
federal defense spending will rise more rapidly than personal income. All
of these factors historically have implied a rise in the taxable sales-to
personal income ratio, and are capable of offsetting such negative factors
in the taxable sales outlook as restrained growth in investment spending
and flat expenditures on new automobiles and gasoline.

Our own revenue estimating techniques suggest that, if the depart
ment's economic forecast comes true, the sales-to-income ratio probably
will drift up slightly, to around 52.9 percent in both 1986 and 1987. This
would generate about $285 million in additional sales and use tax revenues
during the current and budget years, combined. Even if this happens,
however, the ratio of taxable sales-to-personal income would still remain
well below its 1980 level (54.5 percent), and somewhat below the average
for the past 20 years (53.5 percent).

Key Uncertainties Exist. Accurately predicting taxable sales is al
ways difficult, given the many variables that influence spending decisions,
and the lack of understanding about exactly how this spending is affected
by such factors as high consumer debt burdens and increases in net worth
caused by stock market upswings. It is especially hard at this point in time,
however, for two reasons:

• Taxable Sales in 1985 Were Unexpectedly Weak. According to
our statistical revenue-estimating models, the level of taxable sales in
1985 was approximately $4.3 billion below the level that would have
occurred had normal historical relationships existed between taxable
sales and those economic variables that traditionally have influenced
them. As we discuss later, should 1985's experience be repeated, we
estimate that 18-month sales tax revenues would be $15 million below,
instead of $285 million above, the department's forecast.



77

• Imported Crude Oil Prices. As discussed earlier, crude oil prices
dropped dramatically in the last half of]anuary. To the extent that this
translates into reduced retail gasoline prices without changing gaso
line consumption, it will reduce sales tax revenues-by $5.5 million
annually for each 1 cent-per-gallon price reduction. In addition, re
duced fuel costs would reduce the inflation rate generally throughout
the economy, thereby holding down the overall volume of taxable
sales in nominal dollar terms. These effects, however, may not be fully
realized. Some of the drop in crude oil prices probably will show up
as increased profit margins for refineries and gasoline retailers, as
opposed to lower retail gas prices. Moreover, producers may choose
to restrict the supply of gasoline itself, in order to avoid sharp price
drops. In addition, the savings realized by consumers as a result of
lower gasoline prices will be partially redirected into other categories
of taxable sales. Finally, reduced energy costs will tend to stimulate
economic activity generally. On balance, we believe that because of
these factors, the net effect of lower oil prices probably will be posi
tive both for the economy and state revenues-,-__

Special Revenue Adjustments. The sales and use tax revenue proje
tion for the budget year includes a net gain of $41 million due to special
adjustments. This amount consists of $11 million resulting from newly
enacted 1985 legislation and $30 million from increased sales tax audits by
the State Board of Equalization (BOE). The most important piece of
revenue-affecting legislation was Ch 1446/85 (SB 1225), which is projected
to raise $13 million in the budget year by subjecting mail·order transac
tions involving out-of-state retailers to the state sales tax. The $30 million
audit-related revenue gain includes $11 million due to the proposed in
crease in BOE audit staffing, and $19 million due to a planned staffing
reallocation within the BOE that will increase audits of high-yielding
gasoline-retailer accounts.

Special adjustments in the current year include a one-time $31 million
transfer to the General Fund from the Department of Motor Vehicles'
Uncleared Collections Account, representing state use tax revenues be
longing to the General Fund from yet-to-be-processed vehicle registration
fees.

Corporate Profits-Strong Growth Projected

Revenues from the bank and corporation tax are more difficult to
project from year-to-year than revenues from any other source. This is
because of the inherent volatility of corporate profits, the wide variety of
factors which influence profits, the complex prepayment patterns which
firms use to remit tax liabilities to the state, and the lengthy time lags
required before actual data on past corporate profits become available.
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The task of projecting these revenues has become even more difficult
in the past several years because recent federal law changes have distorted
the historical relationships between California and U.S. profits. The most
significant of these changes occurred as a result of the Economic Recovery
Tax Act (ERTA) of 1981 and the Tax Equity and Fiscal Reponsibility Act
(TEFRA) of 1982, which dramatically revised the rules governing de
preciation allowances for federal tax purposes.

As Table 26 shows, the department projects that revenues from the bank
and corporation tax will rise by nearly 14 percent in the budget year. Thus,
the bank and corporation tax is projected to grow faster in 1986-87 than
any other major revenue source. The projected budget-year growth com
pares to healthy increases of 12 percent in the current year (projected)
and 13 percent in the prior year.

The above-average growth projected for bank and corporation tax reve
nues reflects the department's projection for taxable corporate profits. As
Chart 14 shows, California profits are estimated to have risen by 22 percent
in 1983, 18 percent in 1984, and 17 percent in 1985. For both1986 mid 1987,
the department projects gains of nearly 14 percent. If achieved, this would
represent five consecutive years of relatively strong profit growth in Cali
fornia.

Chart 14

Annual Growth in California Taxable Corporate Profits
1973 through 1987"
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a Source: California Department of Finance. Profit totals include a $335 million reduction in 1975 due to changes
in depletion allowances and lsi $967 million increase in 1978 due to Proposition 13. Preliminary 1985 estimate by
Department of Finance and Franchise Tax Board.
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Estimates Are Too High. The department's projections of California
profit growth in 1986 and 1987 (nearly 14 percent for each year) are
notably stronger than its projections of corporate profits growth nationally
(4.4 percent in 1986 and 9.2 percent in 1987). Part of this disparity can be
explained by the factors that cause California and national profits to grow
at different rates year-in and year-out.

After adjusting for these factors, however, we find that the department's
estimates of corporate growth are too high. Our own revenue-estimating
procedures indicate that increases of about 9.6 percent in 1986 and 11.3
percent in 1987 are more consistent with the department's basic economic
forecast. While these rates are well-below the department's projections,
they exceed the rates projected for the nation as a whole, and would
sustain the llPward trend in the ratio of California profits-to-personal in
come that qegan after 1982 (see Chart 16). Nevertheless, they would
translate into less revenues than what the department projects.

Specifically, we estimate that if the department's basic economic fore
cast comes true, bank and corporation tax revenues will be lower than the
department's estimate by ;:tbout $75 million in the current year and $180
million in the budget year, or $255 million for the two years combined.
While this difference is fairly small in percentage terms-less than 3 per
cent of total revenues for the two years combined-it nevertheless is very
significant in absolute dollar terms. Of course, we are the first to admit that
there is a fairly large error margin surrounding anyone scorporate profits
estimates, especially estimates for California~

Special Revenue Adjustments. The bank and corporation tax reve
nue estimate for the budget year includes a net gain from special adjust
ments of $23 million, including $3 million for the revenue effects of enact
ed 1985 legislation, and $20 million due to a budget proposal to increase
tax audit staffing at the FTB. The revenue effects of legislation include an
$8 million loss from several acts which provide corporations with special
deductions and tax credits for donations of scientific equipment and com
puter programs to educational institutions, anci a $7 million revenue gain
from Ch 108/85 (SB 1079), Ch 1325/85 (SB 243), and Ch 116/85 (SB 125),
which reduced the state's costs of providing the solar and energy conserva
tion tax credits.

Other Major Taxes

Table 26 shows that General Fund revenues from taxes other than the
three major taxes are projected to total $1.5 billion in the budget year.
These taxes include the insurance tax ($840 million); the inheritance, gift
and estate taxes ($248 million, combined); the cigarette tax ($175 million);
alcoholic beverage taxes ($134 million); and horse racing taxes ($120 mil-
lion). .
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The budget-year estimate for these taxes is $108 million (or 7.7 percent)
above the current-year level. Nearly all of this increase is attributable to
the insurance tax, with a small gain in death-related taxes accounting for
most of the remainder. Revenues from the remaining taxes are projected
to be flat.

Strong Growth in Insurance Taxes. Insurance tax collections are
projected to reach $840 million in 1986-87, an increase of nearly13 percent
($95 million). This estimate is based on the department's projections of
taxable insurance premiums, which in turn were derived from survey
responses submitted by 142 California insurance companies that account
for about 51 percent of all insurance premiums written in the state. Ac
cording to the survey, the amount of insurance premiums subject to the
gross premiums tax (levied at a rate of 2.33 percent in 1985 and 2.35
percent in 1986 and 1987) is expected to rise by about 16 percent in 1985
(the year on which 1986 tax prepayments are based), and 12 percent in
1986 (the year on which 1987 tax prepayments are based). Taxes on these
premiums account for about 97 percent of all insurance tax collections.

During normal times, the annual growth in taxable insurance premiums
tends to run pretty much in line with growth in the state's personal
income base. During the forecast period, however, expected premium
growth (16 percent for 1985 and 12 percent for 1986) significantly exceeds
income growth (8.1 percent for 1985 and 7.1 percent for 1986).

In part, this disparity is due to the ongoing economic expansion andthe
especially strong performance of the housing sector in 1985, which result
ed in increased insurance coverage for automobiles and homes. By far the
single most important factor pushing up insurance tax revenues, however,
has been the dramatic growth in premium rates for liability insurance.
These higher rates are attributable to such factors as expanded definitions
of "liability" in the courts, a trend toward increased monetary settlements
for insurance claims, and insurers' need to offset both large 1985 under
writing losses and unanticipated shortfalls in reserve-fund investment in
come (caused by reduced interest rates). As a result of these factors,
taxable liability premiums are expected to rise by nearly 37 percent in 1985
and 16 perent in 1986.

Modest Growth For Death-Related Taxes. Combined inheritance,
gift, and estate taxes are projected to yield $248 million in the budget
year-a gain of $12 million (5.1 percent) from the amount expected in the
current year. This gain is the net effect of two partially offsetting factors:

• A gain of $17 million (8.7 percent) in estate taxes, and
• A reduction of $5 million (12 percent) in inheritance and gift taxes.

These trends reflect, in part, the continued "phasing-in" oEProposition
6 (June 1982), which repealed the state's inheritance and gift taxes and
established in their place a "pick-up" estate tax, which allows the state to
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receive a portion of the revenue stemming from the federal estate tax, at
no increased cost to taxpayers. (Proposition 6 became effective for estates
and decedents and for gifts made on or after June 9, 1982.) Between
1980-81 and 1985-86, this measure has had the effect of reducing General
Fund revenues by over $1.8 billion.

In the budget year, inheritance and gift taxes will amount to only $36
million, compared to $106 million as recently as 1984-85. The state will
continue to collect inheritance and gift tax revenues in decreasing
amounts for several years, after which time only estate tax revenues will
remain. While the annual growth in these estate tax revenues will fluctu
ate from year to year, on the average they should run pretty much in line
with growth in the state's overall income base.

No Growt/l in Other Taxes. The three remaining major taxes-the
cigarette, alcoholic beverage and horse racing taxes-are projected to
total $429 million in 1986-87. This is an increase of only $1 million over the
current-year level and a decline of $10 million from the prior-year level.

There are two reasons why these taxes, taken together, are essentially
a "no growth" revenue source:

• First, the "bases" on which these taxes are levied have not been
growing much. For example, the dollar volume of parimutual horse
racing wagering (the main source of horse racing revenue) is expect
ed to inch upward by only about 2 percent in both the current year
and budget year, and therefore, will remain essentially unchanged on
a percapita basis. And, as shown in Chart 15, per capita consumption
of both cigarettes and distilled spirits has been falling dramatically in
recent years, and is expected to continue this trend through 1987.

• Second, both the cigarette and alcoholic beverage taxes are selective
excise taxes which are levied on a "cents-per-unit-consumed" basis.
Thus, these revenues do not go up to reflect inflation as does a tax like
the sales tax, which is levied as a percent of the dollar-amount spent
for a commodity.

Regarding the cigarette tax, declining per capita consumption of ciga
rettes is attributable to a number of factors, including health-related con
cerns and smoking laws. The decline was accelerated after January 1,1983
when the federal excise tax on cigarettes was doubled, from 8 cents to 16
cents per pack. The federal rate currently is scheduled to return to 8 cents
per pack on March 15, 1986. It appears likely, however, that in light of the
federal budget deficit and the Gramm-Rudman Amendment, the higher
rate will be extended. In fact, the President has proposed this extension
in his 1987 Budget.
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Chart 15

California Per Capita Consurnption of Cigarettes and
Distilled Spirits, 1979 through 1987 a

Packs Gallons

2.4

2.2

Projected

It

-------... Cigarettes (left axis)

I----Oistilled spirits (right axis)

9QJ---------------........-------J 1.9

11

79 80 81 82 83 84 85 86 87

a Source: Cailfornia Department of Finance and State Board of Equalization.

If the higher federal rate is not extended, however, California will have
an opportunity to raise its own cigarette tax rate without raising the total
amount of taxes levied on cigarettes, and thus prices paid by cigarette
users. For each 1 cent increase in California's per-pack cigarette tax above
the current 10 cent level, the state would raise about $25 million annually,
assuming current per capita consumption levels.

In the case of 110rseraCing taxes, some of the projected increase in total
wagering is due to the implementation of intertrack simulcast wagering
under Ch 1698/84 (SB 2150). The department estimates that this simulcast
wagering will generate additional revenues of about $1.5 million in the
current year and $3 million in the budget year. However, because most
of this wagering currently is occurring at fair racing facilities, these reve
nues are expected to accrue to the Fair and Exposition Fund, not the
General Fund.

Other legislation was enacted in 1985 which gave the California Horse
Racing Board the option of iicensing more harness racing weeks. Howev
er, the department has not incorporated any revenue effects for additional
harness racing, partly because it believes that any added revenues from
more racing weeks would merely serve to offset anticipated revenue
losses due to various other factors, such as wagering competition from the
California State Lottery.
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Regarding alcpholic beverage taxes, the no-growth revenue outlook is
in part due to the adverse effects on consumption of the $2-per-gallon
increase in the federal excise tax on distilled spirits, which became effec
tive on October 1, 1985. It is expected that this tax increase, by raising
liquor prices, will help to sustain the downward trend in per capita con
sumption that has been in evidence since 1979 (see Chart 15).

Interest Income

The General Fund can earn interest income from four primary sources:
(1) the investment of surplus monies left over from the preceeding year,
(2) earnings on those balances in the Pooled Money Investment Account
(PMIA) which are not General Fund balances per se, but on which the
General Fund nevertheless is legally entitled to earn interest, (3) any
General Fund monies that are idle because of the time lag between when
revenues are collected and disbursements are made, and (4) "arbitrage
earnings" on the short-term investment of temporarily idle monies that
the General Fund has borrowed to handle its intra-year cash flow imbal
ances. Of these four sources, the third-temporarily unused General Fund
monies-typically is the single most important source of interest income.
Beginning in 1984-85, however, the importance of arbitrage earnings and
income from investing surplus funds has increased significantly, due to
expansion in the state's external-borrowing program and the General
Fund's improved fiscal condition.

The budget projects that General Fund interest income on investments
will be $616 million in 1986-87, of which $605 million represents returns
on the General Fund's share of PMIA balances. The level of General Fund
investment income projected for 1986-87 compares to about $556 million
(including $545 million from the PMIA) projected for 1985-86 and $482
million (including $471 million from the PMIA) in 1984-85. As shown in
Table 29, this projection assumes that:

• The average balance in the PMIA during 1986-87 on which the Gen
eral Fund will earn interest will be about $6.4 billion. This is $420
million more than the average balance of $6 billion for 1985-86.

• The average interest yield on PMIA investments in 1986-87 will be
about 9.5 percent. This compares to an actual average yield of about
10.8 percent in 1984-85,9.4 percent for the first half of 1985-86, 9.3
percent at year-end 1985, and 9.2 percent projected for the current
year as a whole.

As indicated in Table 29, over 30 percent of the PMIA balance on which
the General Fund earns interest is attributable in both the current year
and budget year to the state's external borrowing program, and represents
temporarily idle monies that the General Fund has borrowed from non
state sources in order to handle intra-year cash flow imbalances. During
periods when these external funds are idle, they are invested in short-term
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securities paying market interest rates, thereby generating "arbitrage in
come" since the funds are borrowed at tax-exempt interest rates. Prior to
1984-85, the General Fund rarely engaged in short-term external borrow
ing. Because of legislation enacted in both 1984 and 1985, however, the
General Fund now is undertaking as much external borrowing as the
federal Internal Revenue Service (IRS) regulations permit, in order to
minimize its net borrowing costs through the maximization of arbitrage
earnings. The budget assumes that external borrowing will total $2.5 bil
lion in 1986-87.

Table 29
Estimates of General Fund Interest Income

1985-86 and 1986-87
(dollars in millions)O

1985-86 1986-87
:\.. :\\'erage Balance :\\'ailablc in the Pooled "Ioney Im'estment Account

(P"II:\.) for General Fund Im'estment Purposes
I. Hegular General Fund Balance .
2. Balance from External Borrowing h

a. Balance due to eh 268/84 ..
b. Balance due to eh 139/85 ..

Subtotals , .
3. Total P"II:\. Balunce Amilablc ..

B. :\\'erage P"IlA Im'estment Yield ..
C. Hesulting P"UA Inn'stment Income .
D. :\.dditional :"ion-P"IlA Interest Income , .

Eo Total Gencral Fund Interest Income .

84,073 84,415

1,012 1,090
875 875-- --

81,887 81,965
85,960 86,380

9.2% 9.5%
8545 8605

II II
--

8556 8616

"Source: California Department of Finance. Details may not add to totals due to rounding.
h TI", interest income associated with thesc balances is partially on:sct by the interest costs of external

borrowing. Ch llh/H3 (:\1l2Ilxl allo\\'ed the 1'\11:\ Board to authorize the State Treasurer to secure
short-term external loans so as to satisl'" the need of the General Fund to obtain borrowed funds at
10\\'est cost. 1100\'('H'r. this measure re(',uired the exhaustion of all internal sources of funds prior to
undertaking any ('xternal borrowing. Chapter 268, Statutes of 19114 (the 1984 Trailer Bill), subsequent
ly eliminat"d the fl'quil'l'm,'nt of Chapter lOx that all internal sources of funds be exhausted prior
to any external borro\\·ing. Chapter 139. Statutes of 1985 (SB 1465), further expanded the state's ability
to borrow ,'xt,'rnally by changing the Hesen'e for Economic Uncertainties from a General Fund
special account to a sp,'cial fund. This has the ('ITect of increasing the measured amount of General
Fund "borrowing Iweds" which tl", Ins lISl'S in dctermining how much tax-exempt external borrow
ing it is permissible for California to ull(krtake and "am "arbitrage" interest returns on.

(·Includps interest inconl(~ frOl11 surplus 1l10llCY in\"C'shl1C'l1ts. cOndE"l1ulHtion deposit in\"C'st111C"lltS. and
other sourc,'s. :\pproximat('ly 82.5 million of this income is specifically identified in the 1986-87
GOH'rnor's Iludgl'l as "interest ineome," while the remainder is classified as "other investment
incOIllC'o"

Our analysis indicates that, relative to its economic forecast, the depart
ment's 1986-87 estimate of interest income may be a bit too high. This is
because the department's assumption that the average PMIA interest
yield will rise in 1986-87 conflicts with the assumption in its economic
forecast that 1986-87 interest rates generally will be stable-to-slightly
lower than in 1985-86.

Of course, some divergence between market interest rates and the yield
on PMIA investments could occur if the PMIABoard increases the impor
tance of longer-maturity securities in its portfolio. These securities normal-
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ly offer higher returns than shorter-maturity investments. If, however, the
PMIA yield more-closely reflects the department's expectations for inter
est rates generally, interest income in 1986-87 could be as much as $20
million to $30 million lower than the amount projected in the budget.

Of course, the estimate of interest income in any particular year is quite
susceptible to error. As a "rule of thumb," for each $100 million increase
(decrease) in the average PMIA balance accounted for by the General
Fund in 1986-87, interest income will be about $9 million higher (lower)
than the amount forecast. Alternatively, for each 1 percentage point in
crease (decrease) in the average PMIA yield relative to the forecasted
rate, interest income will be about $65 million higher (lower).

Evaluation of General Fund Revenue Estimates

This section summarizes our evaluation of the department's General
Fund revenue estimates. Our evaluation consists of two parts: (1) our
analysis of whether the department's revenue projections are consistent
with its economic forecast (internal consistency), and (2) our assessment
of how alternative economic assumptions that are equally or even more
reasonable than the department's would affect revenues.

Internal Consistency: Two-Year Estimates On the High Side

We have taken the departmel1t's economic assumptions for 1986 and
1987 and used our own revenue-estimating techniques to test whether
Finance's revenue projections for the current and budget years are con
sistent with its economic assumptions.

Our analysis, which focused on the state's three major taxes, suggests
that an economy along the lines projected by the department would
generate somewhat less General Fund revenues in 1986-87 than what the
department forecasts. We believe that this shortfall would be about $130
million. However, because our analysis also concludes that General Fund
revenues in 1985-86 are likely to be about $75 million more than what
Finance projects, the net reduction for the current and budget years
combined would be $55 million. Relative to the tax revenue base (nearly
$54 billion for the current and budget years, combined), this is a negligible
difference-only one-tenth of 1 percent.

As shown in Table 30, the $55 million difference between our estimates
and the department's reflects reductions in both personal income taxes
($85 million) and bank and corporation taxes ($255 million), partially
offset by a gain in sales and use taxes ($285 million).
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Table 30
Legislative Analyst's Revenue Estimates Using
Department of Finance Economic Assumptions

1985-86 and 1986-87
(dollars in millions)

1985-86
Two-Year
Rel'elllle

Difference

-8225
285

-85

-855

Statistical Differellce
Error From

.\lillgill " Fillance

8445 -8180
450 180
490 -130

8840 b -8130

84,475
11,275
12,330

828,080

84,025
10,380
11,395

825,800

Stuti,timl Diflt'rellcc
LAO Hrror From L.W

l~~billute .l1in:fJ;lil" f<iiwllce E,timute

8200 -875
210 105
225 45

8390 b 875Totals .

Income SrJllrce

Bank and corporation t,LX .
Sales and usc tax .
Personal income tax .

" Amount by whieh n'W'Ill.C'S eould diffC'r from tl1(' C'stimatC' in eit!Jcr dirC'ction, basC'd upon a 95 pC'rcent
confidl'ncC' factor that lakt's into account statistieal uncertaintiC's in thC' r('\'enuC' estimating models
themse!w's. In perc('ntagC' tPrms th"sC' margins are, for 19R6--I'l7, approximately 4 pC'rcent for both thc
p"rsonal income lax and sa"'s and usC' tax, 10 lx'rcent for the bank and corporation tax, and 3 pcrcC'nt
«lr th" thn'e taxes eombin"d. For 19&5-116, the percelltage error margins arC' one-half of the 19R6--I'l7
margins. TIll' margins do not take into account the effects of incorrC'ct assumptions about exogenous
('col1Olnic \·ariahlt...s used to fon"'cast fC'\·C'IlUC'S.

b Total "rror margin is less than thC' sum of the C'rror margins for thC' indiddual taxC's bC'causC' thC'
probability is IPss than 951,,'rcC'nl that all three taxes will simultancously ('xp('ri('nc(' ('rrors in th(' sam('
din'etion and equal to their maximum error margins. In statistical t('rms, the ('rror margin for total
taxes depends on thl' standard ('rror of th(' for('cast for total tax('s, which ('quaIs the squarC' root of
till' sum of till' stalistical \"ill'iallces for the individual tax for('casts, and 1I0t simply the sum of th('
stalldard en'ors for lhe indi,'idual tax forpcasts,

There are a variety of reasons for these differences. In the case of the
personal income tax, our income tax simulation model shows taxpayers
being pushed into higher marginal tax brackets at a somewhat slower pace
in 1986 and 1987 than what the department assumes, thereby resulting in
smaller increases in average tax rates. In the case of the sales and use tax
and the bank and corporation tax, however, where the larger estimating
discrepancies occur, our revenue estimating models simply show the bases
for these taxes-namely, taxable sales and corporate profits-behaving
differently from what the department anticipates, both when looked at
separately and relative to one another. For example, Chart 16 depicts how
the ratio of both taxable sales and corporate profits relative to personal
income have behaved over the past two decades. Almost without excep
tion, these ratios have moved together. As shown in Chart 16, however,
the department is predicting that during 1986 and 1987, the taxable sales
ratio will decline while the corporate profits ratio will rise significantly.
Thus, the department is predicting that these two ratios will increasingly
diverge, to the point where the difference will be far greater than it has
been at <lIlY time before. In contrast, our own revenue-estimating models
suggest that:



87

Chart 16

Ratios of California Taxable Sales and Corporate Profits to
a

Personal Income, 1966 through 1987
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a Source: California Department of Finance. Data are estimated tor 1985 and projected for 1986 and 1987.

• The corporate profits ratio will indeed rise in 1986 and 1987, but to a
much lesser degree than projected by the department. The depart
ment's projected rates of California corporate profits growth-hearly
14 percent in both 1986 and 1987-simplyare inconsistent with many
other aspects of its economic forecast that affect this variable, includ
ing its expectation for only moderate growth in national profits and
in California employment; income and taxable sales.

• The taxable sales ratio, although it will still be below its long-term
average, will be slightly higher ill 1986 and 1987 than in 1984 and 1985.
This is consistent with the department's forecast for falling unemploy
ment rates, downward-drifting real interest rates, and a rise in the
percentage of the population that holds jobs. All of these factbrs his
torically have been associated with increases in the taxable saies-to
personal income ratio.

As discussed earlier in the section 011 taxable sales, however, there is
some downside risk to our estimate of how much taxable sales the depart
ment's economic forecast will produce. This is because 1985 taxable sales
appear to have slipped about $4.3 billion below the level consistent with
the 1985 economic performance in California. Our estimates assume that
this unexplained shortfall, which is equivalent to about $200 million in
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state sales tax collections, will not reappear in 1986 and 1987. Should our
assumption not be correct, sales tax revenues would be up to $300 million
less ($100 million in 1985-86 and $200 million in 1986-87) than the amounts
shown in Table 30. This, in turn, would cause ourtwo-year estimate of the
revenues that should result from the type of economy forecast by the
departm.ent to be about $355 million below the department's estimates.

Significant Statistical Error Margins Exist

Table 30 also shows our estimates of the statistical error margins that
surround the revenue estimates. These margins provide a useful perspec
tive on the basic reliability of revenue estimates, independent of the
inherent problems encountered in trying to forecast economic perform
ance. Simply stated, these margins indicate the band within which reve
nuescould fluctuate even if the department's economic forecast comes
true. As Table 30 shows, in the budget year this confidence interval is
about $840 million (3 percent) for the three m.ajor taxes combined, includ
ing $490 million (4 percent) for the personal income tax, $450 million (4
percent) for the sales and use tax, and $445 million (10 percent) for the
bank and corporation tax. The reason why the percent error margin is
largest for the bank and corporation tax is that corporate profits are so
volatile. In addition, because major changes were made in 1981 and 1982
to the federal tax treatment of corporate depreciation allowances to which
California has not conformed, the exact statistical relationship between
California taxable profits and national pre-tax profits is subject to greater
uncertainties than ever.

All of these considerations, coupled with the fact that the department's
economic forecast itself could prove to be wrong, make it clear that the
revenue estimates for 1985-86 and 1986-87 could be subject to considera
ble revision during the next 18 months.

Alt!i!rnative General Fund Revenue Sc::enarios

Given the ever-present uncertainty about how the economy will per
form in the future, it is important to make some estimate of the margin
by which actual revenues in the current and budget years could differ
from what the department projects if the department's economic forecast
does not come true.

Several approaches can be followed to develop these estimates. One can
estimate the amount of revenues that would result if the "average" of
other economic forecasts came true. Or one can develop optimistic and
pessimistic revenue estimates based on economic scenarios that differ
fundamentally from the "standard" economic forecast to which the de
partment and most other forecasters publicly adhere. The results of each
approach are presented below.
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Revenue Estimates Based on the "Average" Econamic Forecast

In order to estimate the amount of revenues that would result if the
"average" of other economic forecasts cametrue, we used the average for
two sets of "other" forecasters. For California, we used the forecasters
listed in Table 23. For the national economy, we used the forecasters
surveyed by BIlle Chip Economic Indicators. We then used these assump
tions to "drive" our own revenue estimating models. The results indicate
that the "average" economic outlook would produce $275 million more in
revenues than what the department projects, including $170 million in
1985-86 and $105 million 1986-87. This follows from the fact that, as dis
cussed earlier, the department's economic forecast for certain key reve-

. nue-determining variables is a bit on the low end of the spectrum of
published forecasts.

Revenue Estimates Based on Optimistic and Pessimistic Economic Scenarios

The department has constructed two alternative economic scenarios to
show how economic conditions other than those assumed in its "standard"
forecast would affect revenues. One scenario is based on a more optimistic
set of economic. assumptions than those used in preparing the standard
budget forecast; the other is based on more pessimistic assumptions. These
alternative forecasts illustrate the extent to which the paths followed by
the national and state economies could depart from what the department
forecasts for 1986 and 1987. (These scenarios, however, by no means
bracket the full range of all possible outcomes.)

Table 31 'summarizes the key features of the department's alternative
economic outlooks. The optimistic scenario assumes that the Federal Re
serve Board will follow an "easy" monetary policy, thereby stimulating
strong economic growth in 1986 and 1987 in both the nation and California.
If this scenario materialized, the state's current economic expansion
would become one of the longest and most impressive on record. In
contrast, the pessimistic scenario assumes that a recession starts in mid
1986, characterized by slow income growth, an eventual loss in jobs, de
clines incorporate profits, and a rising unemployment rate. The spread
between the California personal income forecast under these two alterna
tive economic scenarios is about $8 billion in 1986 and over $32 billion in
1987.

Table 32 shows that the department's alternative economic scenarios
produce General Fund revenue estimates for 1985-86 which range from
$634 million (2.2 percent) above to $776 million (2.8 percent) below the
standard forecast. For 1986-87, the revenue estimates range from $1.1
billion (3.6percent) above to $2.5 billion (8.2 percent) below the standard
projection.

It is likely that one could find economists at either end of the forecasting
range defined by the department's two alternatives. Moreover, these er
ror margins are not inconsistent with the actual divergencies that have
4-80961
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Table 31
Alternative Economic Outlooks

Prepared by the Department of Finance
1986 and 1987 Q

Economic l'aTfable
1. SatioWlI D"t,,:

Real G~P growth ..
Pre-tax profits growth .
Unemployment rate .
Wage 1ind salary job growth ............................•.............
Consumer price inflation ; .
Prime interest.rate .
Car sales (millions of units) .
Housing starts (millions of units) .

2. Cll/iformil Data:
Personal income gro\Ith ; .
Wage and salary job growth ..
Unemployment rate .
Building permits (thousands of units) .

LOll" ForeCilst
1986 1987

2.4% ~1.0%

-7.3 -20.8
7.3 9.2
2.0 -0.4
3.3 3.3
9.9 10.8

10.1 9.2
1.71 1.56

6.0% 4.9%
1.6 -0.3
7.7 9.6
190 125

High Forecast
1986 1987

3.9% 5.4%
9.2 13.0
6.7 5.7
3.0 3.9
3.9 5.0
8.7 8.1

10.6 11.3
1.89 2.06

7.9% 10.5%
3.5 4.8
6.9 5.8
249 251

"Source: Governor's Budge! and Department of Finance.

materialized in past years (see Table 25). In sum, the message given by
Table 32 is that significant economics-related revenue estimating errors
could occur iIi both 1985-86 and 1986-87. It is even possible that revenues
could fall outside of these ranges.

Both Budget Surpluses and Deficits Are Possible

Table 32 also shows that the General Fund balance would be.dramatical
ly affected if either of these alternative revenue scenarios were to materi
alize. Specifically:

• Were the "high" scenario to occur, the result would be a two-year
revenue improvement of over $i.7 billion. Ignoring the state's appro
priations limit, this would leave the General Fund with a year-end
1986-87 surplus of nearly $2.9 billion, which would be enough to both
fund a 5 percent balance in the Special Fund for EconoIllicUncertaiIi
ties and still leave nearly $1.4 billion to finance new programs, expan
sion of existing programs, one-tiIlle expenditures, or a tax reduction.
However, because the state's appropriations limit is expected to be a
constraint in 1986-81, the Legislature probably would not be able to
spend these funds for state programs or to "beef-up" the reserve.
(The state's appropriations limit is discussed in Part Three.)

• Were the "low" scenario to occur, the result would be a two-yellr
revenue shortfall of over $3.3 billion. Unless expenditures were re
duced from the levels proposed in the budget or taxes increased, this
would leave the General Fund in a deficit at the end of the budget
year amounting to nearly $2.2 billion. .



91

Table 32
Revenue Effects of Alternative

Department of Finance Economic Forecasts
1985-86 and 1986-87

(dollars in millions) a

1985-86
Loll' High

Forecust ,Forecust

1986-87
Loll' High

Forecust Forecust

Combined
TlI'o·Ye'lr Effect
Loll' High

Forecust Forecust
1. Chang(' from r('\'('nues in

th(' standard for('cast
P('rsolllil income tax ............ -8350 8200 -81,160 8320 -81,510 8520
Sal('s and us(' tax .................. -105 155 -775 310 -880 465
Bank and corporation tax .. -200 100 -460 225 -660 325
Otl]('r r('\'('nues...................... -121 179 -144 246 -265 425

Totals,' all re\'('nues
- ..\-mount ............................ -8776 8634 -82,539 81,101 -83,315 81,735
-P('rcent ............................ -2.8% 2.2% -8.2% 3.6% -5.6% 2.9%

2. Unr('stricted balance in the
G('neral Fund I> ...................... -841 81,451 -82,155 82,895 -82,155 82,895

" Sourct': Gm'cnlOfS /ludgt't and ))t'partnl{'nt of Financt'.
I> Coinput{'d by adjusting bast'linl' Gt'nNal Fund balanc{'s shown in tht' 1986--87 Gm·t'rnor·s /ludgd fell'

til{' dt'partnH'nt's standard {'conomic forccast, to renect tht' re,·t'nut' t'ffects shown in tht' table. Tht'se
bast'lim' General Fund balancl's an' 8817 million for 1985-86 "nd 81,160 million for 1986--87, t'xcluding
(i) t'stimatl'd rt'st'I'\'t'S for continuous appropriations 0[826 million in 1985-86 and 88 million in1986--87
and (ii! a 820 million balanct' in t'ach }'t'ar in tht' Disaster-Responst' OpNations Account.

What Will Happen?

Obviously, no one can say with certainty which of the various alterna
tive forecasts will come true. The department has not offered any specific
probabilities as to the likelihood that its standard forecast will hold, or
what the chances are that the pessimistic or optimistic scenarios will come
to pass.

Many economists seem to feel that the downside risk is the most signifi
cant at this time, due to such factors as potential federal budget cuts, weak
activity in the agricultural sector, high levels of consumer-debt burdens,
the high value of the dollar, and international debt problems. For exam
ple, a nationwide poll of those belonging to the National Association of
Business Economists (NABE) in late 1985 showed that over 40 percent
expected a recession to begin sometime in 1986, and another 35 percent
thought one would occur in 1987. Similarly, as of January 1986 Data Re
sources, the largest economic forecasting firm in the country, attached
only a 10 percent probability to the economy significantly out-performing
its standard, moderate-growth outlook, compared to a 35 percent proba
bility that a recession will occur in either 1986 or 1987;

Nevertheless, it also is true that economists have developed a habitual
tendency to predict recessions just because one has not happened for
awhile. Furthermore, the expected date of the next recession emerging
from the BIlle Chip survey has now been stretched out all the way to fall
1987. Last year at this time, the percentage ofNABE forecasters anticipat
ing a recession within 24 months actually was greater than it is now.
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Given this, our own view is that the consensus outlook of a continued
moderate economic expansion is re~lsonable, despite the downside risks.
This is especially so given the recent reduction in world crude oil prices,
which on balance is a positive development for our economy. Since the
department's forecast for Californi~l is slightly conservativerelMive to the
consensus, it ~lppe~lrs th~lt for plmming purposes the Legislature can re~l

s01wbly expect revenues to M least equal the dep~lrtment'sforecast, and
possibly exceed it by llS much ciS $250 million ifthe behavior oft~lxablesales
returns to its historical norm in 1986 ~md 1987.

Special Fund Revenues

Table 26 shows that revenues to all state special funds, combined, are
projected to reach $5.3 billion in 1986-87. Table 33 shows the share of
special fund revenues accounted for by each of the major special fund
revenue sources.

The major source of special fund income to the state is motor vehicle
related levies, which include taxes on gasoline and diesel fuel ($1.2 bil
lion), vehicle license and trailer coach fees ($1.5 billion), and registration
fees ($965 million) . These vehicle-related levies are expected to total over
$3.6 billion in the budget year, an increase of 3 percent ($107 million) over
1985-86. Other major sources of special fund income include oil and gas
tax revenues from state lands ($391 million), "spillover" sales and use tax
revenues ($90 million), cigarette tax receipts ($75 million), and interest

Table 33
Summary of Special Fund Revenues

1986-87
(dollars in millions) a

Re\"('lll/(' Source
1. ~Iotor Yehide Taxes and Fees

Lieense fees .
Fuel taxes .
Registmtion and other fees , ..
Tmiler coach fees .

Subtotals ..
2. Oil and Gas Re\'enues from State Lands h .

3. Retail Sales Taxes ("spillo\'er" reH'l1Ues) ..
4. Interest on In\'eshnents ..
5. Cigarette Taxes ..

Subtotals , .
6.. All Other" .

Totals .

Amount

81,440
1,182

965
34

83,621
391 '

90<1
156
75

84,333 <I

991
$5,324 <I

Percent of
Total

27.0%
22.2
18.1
0.6

68.0%
7.3
1.7
2.9
~.
81.4%
18.6

100.0%

" SOurCl': CO\'ernor"s Budget. Details may uot add to totals due to rounding.
h Primarily represent.s oil and gas royalties from the state's tidelands located adjacent to the City of Long

Beach.
,. Excludes approximately 813 million in royalties allocated to the Ceneral Fund to support the State Lands

COll1mission. and 820 million in royalti&s allocated to the California Housing Trust Fund (a nongO\'"
l'f1l1nental cost fund).

<I Figure has bl'en reduced by 820 million from that published in thc budget, to correct for a printing error.
"Includl's such sources as fees to the Department of Consumer Affairs, electricity utility surcharge monies,

Departm,'nt of Fish and Came fees and licenSl's. and penalties on traffic violations and criminal
COI)\"ictiolls.
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on investments ($156 million). The special fund sales and use tax revenues
reflect monies which go to the Transportation Planning and Development
Account, while the cigarette tax monies represent local governments'
statutory 30-percent share of the collections from this tax.

At the outset of this discussion, it is important to note that Table 26 does
not include any special fund revenues from the California State Lottery,
which was approved by the voters in November 1984 (Proposition 37).
This is because the department and State Controller are classifying all
lottery revenues as "nongovernmental trust and agency funds." As such,
they fall outside the umbrella of state funds whose income and spending
activities are reported in the budget. This classification was adopted on the
theory that neither the Legislature nor the Governor has any authority
regarding the appropriation of these monies (a theorywith which we do
not concur). A brief overview of the state lottery, including its revenue
estimates and spending activities, is provided at the end of this section.

No Revenue Growth Expected

Table 26 shows that special fund revenues in 198&-87 are expected to be
slightly below their 1985-86 level. This reflects the fact that most special
fund revenue sources are much less "elastic" with respect to economic
growth than most of their General Fund counterparts.

One reason for this is that a number of special fund revenue sources,
such as the fuel tax and cigarette tax, rely on excise taxes that are levied
per unit of consumption (for example, so much per gallon of gasoline or
pack of cigarettes) instead of on an ad valorem basis (that is, as a percent
of the dollar amount spent on the commodity). As a result, the growth in
these revenues primarily depends on such factors as population growth,
and does not reflect inflation. Other reasons for the lack of growth project
ed in special fund revenues during 198&-87 include:

• A decline in interest earnings, due to reduced special fund balances
in the PMIA;

• A drop in sales and use tax "spillover" revenues, as soft gasoline prices
and declining average per-vehicle fuel use have kept gasoline sales
from growing as fast as other categories of taxable sales; and

• Reduced oil and gas royalties from the state's tidelands, due to declin
ing world oil prices.

Fuel Tax Revenues-Underlying Trend Remains Flat

As shown in Table 26, fuel tax revenues are projected to grow by only
1.1 percent in 198&-87, or about the increase recorded in 1985-86 (1 per
cent). The underlying stability of fuel tax revenues reflects many different
factors, such as changes in the automobile mix, increasing fuel economies,
and the impact of gasoline prices on consumption. The department's fuel
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tax estimate assumes that average gasoline consumption per vehicle will
drop from 582 gallons in 1984-85 to 565 gallons in 1985-86 and to 550 gallons
in 1986-87.

Modest Growth for Vehicle-Related Fee Revenues

Table 26 also shows that vehicle-related registration and license fee
revenues are projected at over $2.4 billion in the budget year. This is an
increase of 4 percent. The projection assumes net increases in fee-paid
vehicle registrations of 3.5 percent and 4 percent in 1986 and 1987, respec
tively. These rates of growth are about double that projected for popula
tion, and reflect the department's expectation that consumer purchases of
new vehicles will total about 1.7 million units in both 1986 and 1987.

As shown in Table 26, the license-fee component of these revenues is
expected to grow at a rate much faster (5.8 percent) than registration and
weight fees (1.4 percent). This is because license fees are calculated based
on vehicles' "market value" whereas the other fees are levied at a flat rate.
In recent years, the avenlge market value of new vehicles in California has
been steadily rising, and is expected to reach $15,900 per vehicle in 1987.

Slow Revenue Growth Causing Transportation-Related Financing Woes

The vehicle-related special fund revenues discussed above provide the
major source of financing for the construction and ongoing maintenance
of the state's transportation system. As noted earlier, the underlying
growth trend for these revenues is relatively weak, primarily because
these revenues are derived in large part from non-ad valorem excise taxes
and are levied on such bases as gasoline gallonage and vehicle registra
tions, which themselves have not been growing very rapidly. In contrast,
highway construction and maintenance costs, as well as the costs of other
transportation-related programs that are funded from these revenues,
continue to rise.

The financing problems caused by slow vehicle-related revenue growth
were temporarily addressed in 1981 and 1983, when fuel taxes and vehicle
related fees were raised by Ch 541/81 (SB 215), Ch 933/81 (AB 202), and
Ch 323/83 (AB 223). As a result of these measures, over $3.3 billion in
additional vehicle-related revenues were collected during the five-year
period 1981-82 through 1985-86, and the ongoing level of annual revenues
has been raised by over $900 million above what it otherwise would have
been. However, because these measures did not significantly change the
underlying revenue-growth trend, the imbalance between the growth in
revenues and the growth in expenditures remains with us. As a result, it
now appears that the state's transportation-related financing needs (as
expressed in the State Transportation Improvement Program (STIP))
cannot be met unless changes are made to these vehicle-related funding
mechanisms.
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In Part Three we focus on the very significant financing problems facing
the Motor Vehicle Account, which funds the operation of the Department
of Motor Vehicles, the California Highway Patrol, and the Air Resources
Board. We also discuss various options available to the Legislature for
resolving these problems. These opti<)llS include making changes in the
extent to which vehicle-related elements of the state's revenue base are
taxed, such as through vehicle registrations and license fees.

Tidelands Oil and Gas Revenues to Decline

A total of. $429 million in special fund oil and gas revenues will be
collected by the state in the budget year, compared to $478 million in the
current year and $538 million in the prior year. All but a bit over $30
million of these funds (or $391 million in the budget year) represent
revenues collected by the State Lands Commission from oil, gas, geother
mal, and other sources. In turn, most of these State Lands Commission
collections represent direct earnings received by the state from tidelands
(principally located adjacent to the City of Long Beach).

Of the $60 miIiion decline in state oil and gas revenues estimated for the
current year, about $18 million reflects a one-time revenue windfall result
ing from the out-of-court settlement of the state's antitrust suit against
ARCO (the state received about $20 million from this settlement in 1984
85 and about $2 million in 1985-86). Most of the remaining decline in
current-year revenues ($42 million), as well as nearly all of the $49 million
decline in budget-year revenues, reflects declines in gas production at the
state's fields and soft oil prices in world markets. Because of the significant
declines in world crude oil prices that occurred in the last half ofJanuary,
uctuClJ oil cwd gas revenues in 1986-87 wiJJ probably be Ear below the
budget estimute.

Traditionally, the state's tidelands revenues have been used, along with
bond proceeds, to finance state capital outlay projects. The budget pro
poses to use these funds not only for certain capital outlays, but also to pay
for a variety of one-time equipment and operating costs. To the extent
these revenues fall short of the budget estimates due to weak oil prices and
reduced oil output, alternative financing will be required for some of these
projects and costs.

Additional on Revenues a Possibility

The federal government receives revenues from oil and gas develop
ments on federal submerged lands between three and six miles from a
state's shoreline. Section 8(g) of the federal Outer Continental Shelf
1.ands Act provides that the federal government shall share these reve
nues with affected states. Federal revenues from "8(g)" lands currently
are deposited in an escrow account pending an agreement between the
federal Department of Interior (DOl) and theGovernor of each affected
coastal state regarding a revenue-sharing arrangement. No such agree
ment has been reached for California, and as a result the escrow account
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currently contains approximately $1.4 billion from federal oil and gas
leases on 8 (g) lands off the shores of California.

The Congress is considering provisions in the Budget Reconciliation Act
that would establish a specific methodology for sharing the 8(g) funds
with states. As currently drafted, these amendments would allocate to
California approximately $380 million of the 8 (g) funds in 1985-86, $~2

million in 1986-87, and $23 million in 1987-88. Whether the state actually
will receive these revenues will depend on whether Congress decides to
divert some or all of them to help reduce the federal budget deficit.

It also is possible that the state could receive several hundred million
dollars from settlement of outstanding antitrust litigation against six oil
companies that produce oil from state tidelands and submerged lands in
the Long Beach area. However, such revenues, were they to materialize,
would not be received for at least three years.

Additional Refunds From Oil-Price Overcharges May Be Received

From September 1973 throughJanuary 1981, when federal price con
trols on oil were in effect, a number of oil companies violated these con
trols by overcharging customers. The Petroleum Violation Escrow Ac
count (PVEA) is an escrow account maintained by the federal
government, into which recovered overcharges from these companies are
put so that states may provide restitution to the public when the courts
are unable to attribute damages from overcharges to specific victims. To
date, California has received about $26 million in such funds, which th,e
Legislature has appropriated in prior years for various energy-related
programs. In 1986-87, the budget estimates that an additional $207 million
in PVEA funds will be received, and it proposes to appropriate these funds
for a variety of purposes. These proposed appropriations are identified in
the A1lI:llysis, as part of our discussion of Item 9895. The revenue figures
in Table 26 do not include PVEA funds.

How Special Fund Revenues Are Distributed

Table 34 identifies how the budget proposes to allocate revenues from
the four major special fund sources among different programs and levels
of government. Specifically, it shows that:

• Cities and counties will receive almost half of tb,e motor vehicle fuel
tax revenues.

• Cities and counties are to receive all of the proceeds from vehicle
license fees, after administrative and certain other costs are deducted.

• Motor vehicle registration fees are used to support the Department
of Motor Vehicles (DMV) and the California Highway Patrol (CHP),
with most of the remainder going to' the Department of Transporta
tion (Caltrans) for highway maintenance and construction.
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Table 34
Proposed Distribution of Special Fund Revenues

From the Four Major Special Fund Sources
1986-87

(dollars in millions) 0

R('I"NIII(' SOl/rce
TolillAmol/llt
ofRerelll/es

Distriblltioll ofRel'elllles
Recipiellt .1mollllt

:\.. .\lotor I i'hicle Tilxes illld Fee.l·

I. Licl'nsl' Fl'l's ..

2. Fu<'i Taxl's ..

3. Registration and OthN Fl'es ..

4. Trailer Coach Fl'es ..

B. SWe Lll1dl' Oil illld G'IS Rell'llI/('" ..

C. Retil/l .sil!cs 'll1d l :Il' Tilxes
l"spiIlOlw" rl'\'enul'S) .

D. Loc,l! Gl"lrctfc TiI.res .

81.459 h To citil's ..
To counties ..
For D~I\' administration .
For Board of Equalization ..

1.187" For citl' streets ..
For cO;lIlty roads ..
To citil's and counties for strel'ts and roads
To Cal trans for state highways ..
Other ..
:\.djustml'nt to fund balances ..

1,009 f To D~I\· .
To CHP .
To Caltrans ..
To other state agencies ,.
Other .

35 To connties ..
To·localities generally .
To Dl'partml'nt of Housing and

Community Del'l'!opment .

391 h California Water Fund ..
COFPHE Fund ..
S:\.FCO ..
Fisheries Restoration Fund ..

101 ; State agencies. including support for mass
transit ..

Local agl'ncies. including support for SPl'
chIi transit programs and other pur-
poses ..

75 To cities .
To countil's ..
Adjustment to fund balance ..

8556
806
96
I

187
232
116
593 d

40
-I"
199 "
484
291

61
-26"

12
22

2

25
126
235

5

45

89

64
13

-2"

a·SourcC'; (;O\'C'rnor's lludgC'l. DC'tails may not add to totals duC' to rounding. RC'\'C'nuC' totals shown in this
tablC' nlUl' diffC'r somC'what from thosC' in TablC' 26, bC'causC' this tablC' is dC'rh'C'd from indi\'idual
fund-condition statC'mC'nts in thC' budgd whC'rC'as TablC' 26 is based on SchedulC' Il in thC' budgd.

h [ndudC's 819 million in intC'rC'st incomC' from prior-yC'ar fund balancC's.
,. [ndudC's 85 million in interC'st inconlC' from prior-yC'ar fund balances.
d [ndudC's 866 miIlion to bC' transfC'rred for support of D~1V.
'':\C'guth'C' sign indicatC's C'xpC'nditurC's from prior-yC'ar fund bahlllcC's.
f IndudC's 84 million in intC'rest illcomC' from prior-yC'ar fund balancC's.
" DoC's not indude 866 million to bC' fundcd from thC' StatC' IIighway Account.
h ExdudC's rC'\'C'nuC's of 820 million to the California Housing Trust Fund and 814 million for support of

thC' StatC' Lands Commission. ThC' distribution of f('\,enuC's shown is that which is pr<>pos('d in thC'
(;o\'('rnor's lludgC'l. ThC' distribution under ('xistinl( ji/II" is shown in thC' Ani/lysis, as part of our
discussion of Control SC'ction II.50.

; [ndudC's 8II million in i,;tC'rC'st frolll surplus monC'y im·C'stJnC'nts. ThC' 833 million diffcrcncC' bd\\'C'C'n thC'
rC'\'C'nuC's shO\\'I1 and thC' idC'ntifiC'd progrmnC'xpC'nditurC's will bC' financcd through transfNs from thC'
StatC' IIighway Account (810 million), thC' (;C'ncral Fund as pro\'idC'd for undC'r Ch 1600//l.5 (SH 300)
(820 million), and thC' prior-yC'ar fund balance (83 million).
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• As noted earlier, tidelands oil revenues are allocated mainly for capi
tal outlay purposes. The Governor's Budget proposes to divide most
of these revenues between the Capital 04tlay Fund for Public Higher
Education (COFPHE) and the Special Account for Capital Outlay
(SAFCO).

• The "spillover" sales tax revenues are used mainly for mass transit and
special transportation programs, and are allocated to both state and
local agencies.

• Of the state cigarette tax levies which go to localities (30 percent of
the total), approximately 83 percent goes to cities and 17 percent goes
to counties.

THE CALIFORNIA STATE LOTTERY

As noted earlier, the special fund revenue totals contained in the budget
do not include revenues associated with the California State Lottery. Like
wise, expenditures of lottery revenues do not appear in the budget spend
ing totals. This is because the department presently is classifying lottery
revenues as falling into the category of "nongovernmental trust and
agency funds," and monies so classified are not normally reporh~d in the
budget. (Other revenues treated in this fashion include reven,ues tq pen-
sion funds and certain bond funds.) .

Because the lottery represents a major new source of state revenues, it
is appropriate to briefly discuss here its provisions, earlY experience, ex-
pected revenues, and spending activities. .

Basic Provisions of the California State Lottery

The California State Lottery was authorized and established by Proposi
tion 37 (November 1984), which enacted the California State Lottery Act
of 1984.

The act provides for a state-operated lottery to be administered by a
lottery commission, as specified, and requires that the proceeds of lottery
ticket sales be distributed as follows:

• 50 percent shall be returned to the public in the form of lottery prizes;
• No more than 16 percent shall be used for administrative expenses of

operating the lottery; and
• 34 percent shall be allocated to various levels of public education, plus

any unclaimed lottery prizes and any portion of the amount by which
actual administrative expenses fall short of 16 percent. (Based upon
the actual experience of states with lotteries, education's share of
lottery ticket sales eventually should be around 40 percent.) The
initiative further provides that education's share of the lottery re
ceipts shall be allocated on a "per capita" basis amongst K-12 educa
tion, the community colleges, tpe California State University (CSU)
system, and the University of California (UC).

The Legislature has the authority to amend the act if, by doing so, it
furthers the purposes of the measure. As of this date, however, no signifi-
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cant amendments have been enacted. The Legislature did enact, as part
of the 1985 Budget Act, language requiring the California State Lottery
Commission's budget to be subject to annual legislative review. The Gov
ernor, however, vetoed this requirement.

Early History of Operations

California State Lottery ticket sales began in October 1985, with the sale
of instant game tickets. As of January 1986, two instant games had been
completed and a third was in progress. Approximately 800 million one
dollar lottery tickets had been sold by January 1, 1986. Additional instant
games are scheduled throughout 1986, and the commission plans to in
troduce "on-line" games, such as "lotto," in mid-1986.

Instant lottery tickets currently are sold at some 21,000 retail business
locations in the state. Computer terminals for the "on-line" games will be
installed at four-to-five thousand locations during 1986.

Revenue Estimates

The budget projects that lottery ticket sales will be $1.2 billion in 1985
86 (all from instant games) and $1.25 billion in 1986-87 (including $650
million from instant games and $600 million from "on-line" games).

Obviously, projecting lottery revenue is not an easy task, for several
reasons. First, because the California Lottery has been in existence for
only a short time, one can only speculate about what per capita lottery
ticket purchases will be in the future once the novelty of the lottery wears
off. Second, lottery sales will depend on various yet-to-be-made decisions
regarding the exact types of games to be offered over the next 18 months,
including decisions on the prize structure of each one. Third, as noted in
the budget, lawsuits by unsuccessful on-line vendors and/or technical
problems involving computer equipment and security systems could
delay implementation of "on-line" games beyond mid-1986.

Nevertheless, it appears that lottery sales most likely will exceed the
budget's estimates, at least for 1985-86, given that sales already totaled $1
billion by February 1986.

Spending Activities

As noted above, the receipts from lottery sales that remain after prizes
have been paid are used to offset lottery administrative and operations
costs, and to support public education in California. Based on its projected
lottery sales of $1.2 billion in 1985-86 and $1.25 billion in 1986-87, the
budget estimates that administration- and operations costs will be $192
million in the current year and $200 million in the budget year, leaving
net revenues for education amounting to $408 million in the current year
and $425 million in the budget year. When interest earnings on yet-to-be
paid disbursements are included, the totals become $416 million and $435
million, respectively.
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Since the actual transfer of funds from the California State Lottery
Education Fund to educational recipients occurs on a quarterly basis, after
the lottery sales themselves have taken place, the budget estimates that
the actual amount of lottery revenues turned over to public education will
be $300 million in 1985-86 and $410 million in 1986-87. (The first payments
were mailed out in early February.) Table 35 shows how the budget
estimates these amounts will be distributed to various segments of public
education in California, based on the lottery act's "per capita" formula.
(To the extent that actual lottery sales exceed the budget's estimates,
these dollar distributions would be larger than shown.) In the Analysis, we
discuss any specific plans which these educational segments have for
spending their anticipated lottery receipts.

Table 35
Estimated Distribution of Lottery Revenues to Education

1985-86 and 1986-87
(dollars in millions) "

SC'gmC'nt
K-12 Education .
Community Colleges .
California State Unh·er~it\· System ..
Unh'ersity of California ..: : ..
Other h

•.: .

Totals ..

19~6

:tmount Percent
8241.8 80.7%

37.0 12.3
13.6 4.5
7.5 2.5
0.1

8300.0 100.0%

1986-87
Amount Percent

8330.0 80.7%
50.3 12.3
18.5 4.5
10.2 2.5
0.1

8410.0 100.0%

"Sourcc: California Dcpartmcnt of Finance and Go\'crnor"s Budget. Details ma)' not add to totals due to
rounding.

h Includt's Ilastings La\\" School and the California :\Iaritime :\cadem)'.

THE LONG-TERM REVENUE OUTLOOK

It is important to project revenues beyond the budget year. Such projec
tions give the Legislature at least some rough idea of what the prospects
for General Fund and special fund revenues might be in the future. This
helps the Legislature develop its expenditure plans.

Unfortunately, however, projecting what General Fund and special
fund revenues might be beyond the budget year is an extremely difficult
undertaking. This is because the most important factor determining state
income in future years will be the path taken by the state's economy, and
making forecasts of economic behavior beyond the next 18 months inevi
tably involves a great deal of speculation. Not only must the forecaster
accurately "model" the complex interactions within the economy that
shorter-term forecasts require; he or she also must make assumptions
regarding how the basic structure of the economy is slowly changing over
time, and what types of decisions will be made at the federal level regard
ing monetary policies, defense and nondefense spending, and tax-law



101

revisions. Other factors that complicate long-term economic forecasting
include international debt problems, imbalances in the foreign trade sec
tor, and most recently, unsettled conditions in the world's oil markets.

Compounding these problems is the fact that the relationship between
the growth in the state's revenue base and the pace of overall economic
activity is not constant over time. For example, the single most important
economic variable for revenue forecasting purposes is the level of Califor
nia personal income. Generally speaking, the state's revenue base appears
to have sufficient "elasticity" to grow at a pace equal to, and probably
slightly above, the rate of growth in the personal income base-at least
during normal years. During periods when economic activity fluctuates
from the long-term trend, however, this relationship may break down. For
example, when an economic downturn occurs, corporate profits usually
fall in dollar terms, and the percentage of income that consumers spend
on taxable commodities can also decline. During strong economic expan
sions, the opposite usually occurs. Thus, on a year-to-year basis, the rate
of growth in revenues can be higher or lower than the growth rate for the
economy generally.

Given these realities, any estimate of what General Fund and special
fund revenues will be beyond 1986-87 primarily depends on what one
wants to ~lSSLlmeabout the performance of the California economy and its
tax base beyond 1987.

The I)epartment's Long-Term Revenue Forecast

The Governor's Budget contains projections of both General Fund and
special fund revenues for 1987-88 and 1988-89. The economic assumptions
underlying these proje~tionsappear in Table 36, and the revenue projec
tions themselves appear in Table 37.

As shown in Table 36, the revenue projections assume that the depart
ment's standard economic forecast for continued economic growth ac
companied by modest inflation will contiJwe beyond 1987. For 1988 and
1989, taken together, the department's forecast is for real GNP growth of
3.5 percent, inflation of 4.3 percent, California personal income growth of
about 9 percent, and wage and salary employment growth of 3.5 percent.

Table 36
Selected Long·Term Economic Assumptions

1986 through 1989 Q

Economic I Jlriuble
U.S. real G:'\P .
U.S. consumer prices ..
California personal income .
California wage and salary employment.. ..

" Source: Departmcnt of Finance.

1986
3.2%
3:6
7.1
2.9

:J.Il1llwl Percellt Chunge ill:
1987 1988

3.7% 3.6%
4.3 4.2
9.1 9.1
3.8 3.6

1989
3.4%
4.3
8.8
3.4
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Table 37 shows that, should the department's assumptions come true,
General Fund revenues would total $34.2 billion in 1987-88 (a 10 percent
increase) and $37.6 billion in 1988-89 (a 9.7 percent increase), while spe
cial fund revenues would total $5.5 billion in 1987-88 and $5.6 billion in
1988-89. Thus, total state revenues would amount to $39.7 billion in 1987
88 and $43.2 billion in 1988-89.

Table 37
Long-Term Revenue Projections

1986-87 through ·1988-89
(dollars in millions)Q

1987-88
Amount Chunge

1988-89
Amount Chunge

10.9%
8.7

11.2
5.6

9.7%
2.2

8.7%

815,400
13,190
5,930
3,035

837,555
5,600

843,155

11.5%
9.3

14.6
2.2

10.3%
2.9

9.2%

813,890
12,130
5,335
2,8'75

834,230
5,480

839,710

812,460
11,095
4,655
2,814

831,024
5,324

836,348

1986-87Rel'enue Source
A, General Fund Reyenues

Personal income tax .
Sales and use tax .
Bank and corporation tax ..
Other sources ; ..

Subtotals, General Fund Reyenues
B. Special Fund Re\'(;'Hues h ..

C. Total Re,'enues, All Sources h ..

"Source: GO\'ernOrS Budgl't and Department of Finance.
h Figure for 19116-87 has been reduced by $20 million from that published in the Govcrnors Budgct, to

correct for a printing error.

Forecast Is Optimistic

Should the department's long-term economic forecast actually come
true, the nation's economy will have expanded for seven consecutive
years. This would represent the longest period of sustained economic
growth since the 1960s. It also would represent seven straight years of
inflation under 4.5 percent, and a record eight straight years in which
California corporate profits expanded more rapidly than the state's per
sonal income base. While this could occur, such a forecast must be viewed
as optimistic. In fact, few economists believe that an uninterrupted period
of economic growth and moderate inflation such as this is likely to occur,
and the majority expect a recession to occur sometime before 1988.

What is more realistic to assume, in light of historical experience, is that
even if an outright recession does not occur, there will be at least some
period of economic lethargy prior to 1990. This would correspondingly
reduce the revenue estimates shown in Table 37 for 1987-88 and 1988-89.

For example, we estimate that even if the economy "beats the odds" by
continuing to expand through 1989 but revenues grow at rates that are just
a bit lower than predicted (8.5 percent in 1987-88 and 8.0 percent in
1988-89), revenues for 1987-88 and 1988-89 would be more than $1.7
billion below what is shown in Table 37. As can be seen from Table 3, this
would leave a reserve balance of $1.4 billion at the close of 1988-89, or less
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than half of the reserve projected using the department's assumptions.
(This assumes that no money is used beyond 1986-87 to fund either new
programs, expansion of existing programs, or one-time expenditures. It
also ignores the possible constraint imposed by the state's appropriations
limit in 1987-88 and 1988-89 as discussed in Part Three.)

However, sluJUld a recession or period ofeconomic lethargy set in prior
to 1989, tIle reserve itself could easjJy disappear. For instance, we esti
mate that a moderate recession in 1988 followed by an upturn in 1989
could reduce two-year revenues by as much as $3 billion below the depart
ment's figures. In this event, Table 3 indicates that a balance of only about
$200 million (or less than 1 percent of baseline expenditures) would re
main in the reserve in 1988-89. Given this, if a deeper, full-blown recession
were to occur, the General Fund would be in deficit.
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Siale and Local Borrowing
The Governor's Budget proposes a total expenditure of $525 million in

funds derived from the sale of state bonds that are supported by the
General Fund. Generally speaking, these fmids will be used for capital
outlay programs.

The State of California issues both general obligation and revenue
bonds. These two categories of borrowing instruments have the following
general features:

• General obligation bonds are backed by the state's full faith and cred
it. Thus, when the State of California issues a general obligation bond,
the state pledges to use its taxing power, ifnecessary, to payoff the
bond (})oth' principal and interest). These bonds must be authorized
by a two-thirds vote of both houses of the Legislature, and then must
be approved by a majority of the voters at a statewide election.

• Revenue bonds are not backed by the full faith and credit of the state.
Instead, they are secured only by revenues from the projects which
are financed from the bond proceeds. State revenue bonds must be
authorized by a majority of both houses of the Legislature, but they
do not require voter approval.

This section provides information on borrowing by the state, including
the sales and outstanding volumes of state general obligation and revenue
bonds. It also contains a brief discussion of the borrowing conducted by
California's local governments, and reviews some of the recent policy
issues involving state and local borrowing.

STATE BORROWING

The state borrows money on both a long-term and a short-term basis.
Long-term borrowing involves the issuance of general obligation and
revenue bonds, which provide funds for a variety of state and state-assisted
local capital outlay programs. Short-term borrowing is accomplished
through the issuance of notes, such as revenue anticipation notes, which
are repaid by the end of a given fiscal year. The funds obtained from the
sale of short~term notes are used to meet the state's cash-flow require
ments.

State General Obligation Bonds

The general obligation bonds issued by the state support a range of
programs, such as state construction projects, state parks and recreational
facilities, new prisons and county jails,and cleanup of hazardous sub
stances. These bonds also are issued to provide financial assistance for
California veterans seeking to purchase homes as well as to first-time
homebuyers.

During 1984, a record volume of new general obligation bond authoriza
tions-over $2.7 billion~was approved by the voters. No additional au-
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thorizations were' presented to the voters in 1985, but it is likely that the
voters will be asked to approve a number of new general obligation bond
authorizations at both the June and November elections this year.

Status of Bonds Authon·zed. Table 38 identifies, for the state'sgen
eral obligation bond programs, the currently authorized amounts that are
outstanding, redeemed, and unsold. The table shows that, as ofDecember
31,1985, the state had not sold $2.7 billion in authorized bonds, compared
to $3.7 billion at the end of 1984. Of the authorized bonds already sold
(approximately $13.7 billion), the state had retired $5.8 billion;leavipg $7.9
billion (58 percent) still outstanding.

General obligation bonds can be classif!ed into two categories, pepend
ing upon the source of the funding used to pay their debt service costs.
For Geneml Fund bonds, the debt service is fully paid by the General
Fund. These bonds account for 37 percent of the total amount of outstand
ing general obligation bonds. For self-liquidating bonds, the debt service
costs are either partially or fully paid from project revenues. Should such
revenue ever be inadequate to cover the requirE)d debt service, however,
the General Fund would be obligated to payfQt the shortfall. These bonds
comprise 63 percent of the total outstanding amount.

Table 38
General Obligation Bonds of the

State of Clllifornia
As of Decembj:lr 31. 1985

(dollars in millions) i'

Allthor- Ollt-
Prol'TilIll ized Vnsold Redeemed stl/nding
Be'lCh. park, recreational anel historical facili-

ties ........................................................... ,.......... 8400.0 8212.3 8187.7
Clean water .............................................................. 1,200.0 8425.0 256.1 518.8
Community college construction ........................ 160.0 83.3 76.8
County jail construction ................ ,....................... 530.0 355.0 4.2 170.8
First-time homebuyers .......................................... 200.0 185.0 15.0
Harbor bonds ............................................................ 89.3 73.5 15.8
Hazardops substance cleanup ....... ,...................... 100.0 50.0 50.0
Health scienees facilities ........................................ 155.9 66.3 89.5
Higher education construction ............................ 230.0 168.8 61.2
Junior college construction.................................... 65.0 47.4 17.6
Luke Tahoe hmd acquisition ................................ 85.0 75.0 10.0
:Xew prison construction ........................................ 795.0 345.0 32.5 417.5
Purk and recreutionul fucilities ............................ 370.0 325.0 1.3 43.8
Parklands acquisition und development ............ 285.0 70.0 33.6 181.4
Recreution, fish, und wildlife ................................ 145.0 55.0 35.5 54.5
Safe drinking water .............,................ ,................. 250.0 90.0 11.8 148.2
School building uid ...............................,.......... ,....... 2,140.0 40.0 1,571.4 528.6
School buildingleuse-purchuse ............................ 950.0 450.0 36.5 463.5
Senior centers .......................................................... 50.0 45.0 5.0
State construction .................................................... 1,050.0 852.8 197.2
Stute, urb,in, and coustal park .............................. 280.0 25.0 69.6 185.4
Veterans farm and home loan .............................. 5,100.0 2,046.2 3,053.8
Water resources de\·elopment... ........................... 1,750.0 180.0 ~ 1,399.0--

Totals .................................................................. 816,380.2 82,715.0 85,774.1 87,891.1
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Sales of General Obligation Bonds. In 1984-85, the State Treasurer
sold nearly $1.2 billion in general obligation bonds. Over one-third of these
bonds ($410 million) were issued for the veterans farm and home loan
program. The next largest volumes were sold for the new prison construc
tion program ($350 million) and the county jail construction program
($150 million).

The State Treasurer's latest schedule calls for the sale of approximately
$1.1 billion of general obligation· bonds in 1985-86. This amount is $70
million less than the volume of sales in 1984-85, due to a lower level of sales
for the veterans program. Bonds for the school lease-purchase program
($355 million) and the veterans program ($340 million) each account for
about one-third of the sales planned for the current year. By December
31, 1985, $585 million in bonds had been issued so far in 1985-86.

For 1986-87, the budget shows that a total of $808 million in general
obligation bond sales are planned-$272 million less than the amount for
the current year. The reduction is attributable to the veterans loan pro
gram, which had used up its total authorization of $5.1 billion by Decem
ber 1985. The largest volume of bonds to be sold in 1986-87 is for the new
prison construction program ($245 million). The next largest amount will
be sold for the county jail construction and state school lease-purchase
programs ($200 million for each program), followed by bonds for clean
water projects and hazardous substance cleanup ($50 million each), senior
centers ($45 million), and various other programs ($18 million).

Notwithstanding the State Treasurer's schedules, the volume of sales
likely to occur during the rest of the current year and in the budget year
is uncertain. This is because ofconcerns raised by tax reform proposals that
are now before the U.S. Congress. These proposals would place limits on
the volume of state and local bonds that can qualify for the federal tax
exemption granted to interest on such bonds. These measures also would
affect how quickly the proceeds of bond issues must be expended, alter
certain disclosure requirements, and provide for the loss of an issue's tax
exempt status in cases of noncompliance with the revised laws.

It is impossible to predict what changes, if any, the Congress will enact,
or when these changes will take effect. Bond issuers, however, cannot
write off the possibility that the new restrictions-whatever they are-will
apply retrO:lCtively to all bonds sold this year. Given this possibility, bond
counsels have been reluctant to issue opinions regarding whether certain
new bond issues will be tax-exempt, and investors appear to be more
cautious about investing in 1986-vintage bonds. This has caused the cancel
lation or postponement of many proposed bond sales, including some
previously planned by California.
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$360
740
740
808

Totul
Bond
Sales'·

Percentage of
Generul Fund
Erpellditures

1.4% .
1.5
1.6
1.7

21.6%
18.8
17.4
18.3

8318.7
378.6
444.5
525.7

Dcbt
Sen ice I>

1983-84 ............•.................................
1984-8.j .
1985-86 .
1986-87 ; .

Given these circumstances, iUs doubtful that the level of bond sales
currently scheduled for both the current and budget years will be
achieved. To the extent that bond sales are postponed, the levels of debt
service payments and bond fund expenditures will be lower than the
amounts reflected in the budget.

General Fund Costs for Paying Off Bonds. The state's General
Fund bears a significant portion of the costs resulting from debt service
payments, both principal and interest, made on general obligation bonds.
The debt service payments on bonds fully paid by the General Fund are
shown for 1983-84 through 1986--87 in Table 39.

Table 39
General Fund Debt Service·

1983-84 through 1986-87
(dollars in millions)

Percent Change
from

Prel"ious Year

" Includes paylllent of interest and principal on bonds currcnt~I' authorized by the electorate mId fully
supported by the General Fund.

I> Intetest rates of 8.0 percent and 8.5 percent are assullled for anticipatcd bond sales in 1985-86 and
1986-87. respectiyely.

,. Source: :\ctual bond sales for 1983-84 and 1984-85, Goyernor's Budget for 1985-86 and 1986-87.

Debt service for the budget year is estimated to total $526 million. Of
this amount, approximately $264 million is for payment of interest and
$262 million is for repayment of principal. The total payments represent
an increase of $81 million, or 18 percent, over estimated expenditures in
the current year. While debt service represents a small percentage of total
General Fund expenditures, our analysis indicates that the repayment of
state general obligation bonds continues to be one of the most rapidly
growing General Fund "programs" in the state budget.

The amount of debt service actually paid by the General Fund in 1985
86 and 1986--87 could differ from the amounts shown in the budget, for two
reasons:

• Project Revenues May Offset Debt Service Costs. The authoriza
tions for some bond programs, such as the programs to assist first-time
homebuyers and to provide loans to water agencies for water supply
improvements, call for project revenues to pay at least part of the
costs of debt service. The budget, however, assumes that the General
Fund will pay all of the debt service costs, even though some reim
bursements are anticipated in the budget year. This assumption re
flects uncertainties over the level and timing of these receipts.
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• Changes ill Bond Sale Schedule and Interest Rates will Affect Debt
Service Requirements. The debt service estimates in the budget
are based on specific assumptions regarding future bond sales and
interest rates. If the actual sales volume is greater (less) than the
estimated volume, or if interest rates on new bond sales are higher
(lower) than projected, the amounts needed from the General Fund
to service the debt will increase (decrease) accordingly. For example,
in January 1985, debt service for 1985-86 was projected at $486.4 mil
lion. As a result of changes in bond sales and the reductions in interest
rates that have occurred since then, however, the actual level of debt
service now is estimated to be $444.5 million, or $41.9 million lower
than projected.

If no further bond sales occur between now and June 30, 1987, General
Fund expenditures for debt service in 1986-87 would be $98 million less
than the amount indicated in the budget ($526 million).

How tlle Bond Proceeds will be Spent. Once the state's bonds are
sold, the proceeds are allocated for expenditure on specific projects. Table
40 identifies these expenditures for the prior, current, and budget years,
according to the source of the bond funding.

Table 40
Selected Bond Fund Expenditures

1984-85 through 1986-87
(dollars in millions) a

PrograIIJ

Clean water .
County jails .
Fish & wildlife enhancement ,..
Health sciences facilities .
Lake Tahoe land acquisition .
\e\\' prisons .
Safe drinking water .
School building lease-purchase .
State construction .
State parks and recreational facilities , .

Total ..

1984-85

852
175

4
h

82
26

190

59

8588

1985-86 1986-87

883 $73
309 84
25 26

25 20
618 5

71 53
250 200

h

200 63--
81,581 8525

" Dctails may not add to totals duc to rounding.
h Lcss than 81 million.
" Includcs cxpcnditurcs for parklands acquisition, parks and rccrcational facilitics, coastal conscrnlllCY

programs, and urban and coastal parks.

Past Year. In 1984-85, expenditures from selected bond funds to
taled about $588 million. Last year, the midyear estimate of bond fund
expenditures was $1.1 billion, or approximately $542 million more than the
amount actually spent. Nearly all of the shortfall was associated with the
state's new prison construction program. Actual expenditures for this pro
gram were $538 mil1ion less than what had been estimated, due to delays
in construction and the selection of prison sites.
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Current Year. In 1985-86, the budget indicates that bond fund ex
penditures will reach a record level of $1.6 billion. Table 40 shows that
two-thirds of the $993 million increase over the 1984-85 expenditure level
can be attributed to two programs: new prison construction ($536 million
increase) and county jail construction ($134 million).

However, the actual level of bond fund expenditures during the current
year is certain to fall well short of the amount shown in the budget. Part
of the reason for this is all of the uncertainty surrounding federal tax
reform, which could delay the sales of state bonds, and, therefore, the
expenditure of bond proceeds.

Even if sales are not delayed, however, bond fund expenditures will be
less-probably significantly less-than what the budget assumes. The
spending level shown in the budget assumes that $618 million of the $795
million in bond sales authorized for the new prison construction program
will be expended in the current year. Since the budget indicates that the
bonds needed to fund $245 million of this spending will not be sold until
the budget yeur, it is clear thatthe level of expenditures projected for this
program is fallacious. Moreover, the midyear budget estimate of bond
fund expenditures has proven to be the most unreliable number in the
budget document, year in and year out. As we noted above, the midyear
estimate contained in last year's budget exceeded the amount actually
spent by more thun $0.5 billion. For 1983-84, the midyear estimate exceed
ed the actual level of expenditures by $424 million. As a result, the Legisla
ture should not expect bond fund expenditures during the current year
to come anywhere near the $1.6 billion estimated by the budget.

Budget Year. The level of bond fund expenditures projected for
1986-87-'-$525 million-is much more realistic than the estimate for 1985
86. Two programs account for about half of these expenditures: school
building lease-purchase ($200 million) and county jails ($84 million).

State Revenue Bonds

Various agencies of the state issue revenue bonds. These bonds are
fundamentally different from general obligation bonds, in that only the
revenue generated from the project is pledged as security and used to
service the debt.

Revenue bonds traditionally have been used to finance the construction
of such projects as state-operated bridges, fair facilities, and higher educa
tion dormitories. However, beginning in the 1970s, the state expanded the
scope of revenue bond programs to include financing for home purchases,
pollution control, and health and educational facilities. In 1984, ~he Legis
lature created a new program which authorizes the California Industrial
Development Financing Advisory Commission to issue revenue bonds in
order to provide financial assistance for small business development. Most
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of the newer programs provide financing for projects (such as housing and
alternative energy faciliti~s) that actually are owned or operated by a
private el1tity, rather than by a state or local agency.

Table 41 identifies the 18 different types of state revenue bond pro
grams and shows the current authorization for each. As of December 31,
1985, a total of $11.5 billion in state revenue bonds was outstanding. Three
housing bond programs account for over $3.6 billion, or 31 percent, of the
t()tal outstanding amOunt: the California Housing Finance Authority ($2.7
billion), the Veterans Revenue Debenture ($861 million), and the Califor
nia National Guard ($38 million). Bonds issued by the California Pollution
Control Financing Authority ($2.3 billion) and the California Health
Facilities Financing Authority ($2.7 billion) also account for significant
portions of the outstanding revenue bonds. The table also shows that 10
of the 18 programs have statutory authorization limits, which together
total $11.1 billion. Of this amount, approximately $3.9 billion (35 percent)
was unused at the end of 1985.

Table 41
State ~gency Revenue Bonds

As of December 31. 1$85
(inmil!iol)s)

300

650

500

100
1,250

895
47

693
257

650

500

62
1,250

190

139

83,883

Remaining
Authorizution

38

2.345
110
106

SI05
703

2.681
2,693

1,200
7

290
211

197
861

811,547

Out
standing

8200
750

3.374
2.950

1,000

811,074

Authorization
Issuing AgencT Limit, IfAn}'
California Alternatin' Energy Source Financing Au-

thoritv .
California'Educational Facilities Authority ..
California Health Facilities Authority .
California Housing Fillllllce Authority ..
California Industrial De\"elopment Financing Ad\'i-

sory Commission (Small business finanf:ing) ..
California :'\ational Guard .. ; ..
California Passengcr Rail Financing Commission .
California Pollution Control Financing Authority ..
California Student Loan Authority .
California Transportation Commission .
California Urban Waterfront Area Restoration Fi-

nancing Authority .
Department of Water Resources ..
Hastings College of La\\' ..
Regents. University of California ..
Shlte Public Works BOllrd ..
State Public Works Board (Energy Conservation and

Cogeneration) ..
Trustees, California State Unh·ersity ..
Veterans Re\'enlJ{' Debenture .

Totals .

Revel1ue BOl1d Sales. Revenue bond sales have increased draIllati
cally in the last five years. State financing authorities issued approximately
$800 million in revenue bonds in 1980-81 and $1 billion in 1981-82. In both
1982-83 and 1983-84, revenue bond sales approached $~ billion. In 1984-85,
$2.4 billion in' revenue bonds were sold-a new record.
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Three authorities accounted for over 68 percent of the 1984-85 sales: the
California Housing Finance Authority ($727 million), the California Pollu
tion Control Financing Authority ($255 million), and the California
Health Facilities Financing Authority ($652 million).

As of October 1985, a total of $905 million in revenue bonds had been
sold so far in 1985-86. As is the case for general obligation bonds, the
volumes of state revenue bond sales during the rest of the current year and
the budget year are impossible to predict, given the uncertainty surround
ing federal tax reform proposals pending before the U.S. Congress.

Use of Genera.1 Obligation Versus Revenue Bonds

Chart 17 compares the sales and outstanding volumes of state general
obligation and revenue bonds since 1980-81. It shows that revenue bond
sales have significantly exceeded general obligation bond sales in each of
the past five years. As a result, the volume of revenue bonds outstanding
has increased dramatically-over 200 percent-in contrast to only a slight
increase in the volume of outstanding general obligation bonds.

General Obligation BondsRevenue Bonds

O Total Outstanding
(entire bar)

• Annual Sales

Chart 17
State General Obligation and Revenue Bonds
Annual Sales and Total Outstanding Volumes
198<HJ1 through 1984-85 (in billions) a

2

8CHl1 81-82 82-83 83-84 84-85 8G-81 81-82 82-83 83-84 84-85

a Source: California State Treasurer. Data as of June,3D of each fiscal year.
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The increase in revenue bond sales, relative to general obligation bond
sales reflects several factors. First, revenue bonds generally are not subject
to statutory interest rate ceilings. Under existing state law, the interest
rate on general obligation bonds cannot exceedll percent. High interest
rates, particularly during 1982 and 1983, have sometimes made it difficult
to sell general obligation bonds at interest rates below this ceiling. Second,
general obligation bonds are subject to specific authorization limits, which
must be approved by the voters. As shown in Table 38, the limits for eight
of these programs already have been reached. In contrast, there are no
restrictions on sales under eight of the state's 18 revenue bond programs.
Finally, the large increase in the volume of revenue. bonds reflects the
growing trend towards using this method of financing for "non-tradi
tional" purposes. In fact, nearly 50 percent of the $5.9 billion increase in
outstanding revenue bonds between 1980-81 and 1984-85 is due to two
programs created within the past five years: those used to finance pollu
tion control facilities ($1.4 billion) and private health facilities ($1.4. bil
lion) .

Additional Long-Term Borrowing

In addition to issuing general obligation and revenue bonds, the state
also engages in other forms of long-term borrowing. These forms involve
the issuance of certificates of participation (CPs), and lease revenue
bonds. For example, in 1983 the state issued $42 million in CPs to fund the
construction of the new headquarters facility for the Franchise Tax Board.
In the following year, it issued $27 million to finance a telecommunications
system for the University of California, Los Angeles. In addition, the Legis
lature has authorized the State Public Works Board to issue up to $300
million in lease revenue bonds for state prison construction projects, and
to provide financing for the construction of "high technology" educational
facilities.

The funding needed to payoff the debt resulting from these types of
long-term borrowing is provided by the General Fund. Repayment ex
penditures, however, are not included in the administration's estimate of
debt service requirements. For CPs and lease revenue bonds, the funding
shows up in the individual agencies' budgets as the cost of "facilities
operations...

Short;.Term Borrowing by the State

The state's General Fund often borrows money on a short-term basis to
compensate for the differences in timing when revenues are actually
received and when the state must pay its bills. This type of borrowing for
"cash-management" purposes is a routine and integral part of managing
the state's fiscal affairs.

In the past, most of the General Fund's short-term cash needs was
funded from internal sources, usually from the Reserve for Economic
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Uncertainties, from special funds, and from the Pooled Money Investment
Account (PMIA). In recent years, the state has borrowed more from
external· sources. This type of borrowing was needed during 1982-83 and
1983-84 because sufficient funds were not available internally to meet the
General Fund's cash needs.

In 1984, the Legislature authorized the use of external borrowing, even
whe11 sufficient internal funds are available. It did so in order to take
advantage of the fact that the state can borrow from external sources at
a cost that is lower than the cost of borrowing from internal sources. This
is because the state can obtain funds from external sources at tax-exempt
interest rates, while internal sources must be paid interest at rates compa
rable to the yield on taxable securities in which the funds normally are
invested. Since the state can invest its externally borrowed funds at taxa
ble interest tates when they are not being used to finance cash-flow short
ages, the state can sometimes make a profit by botrowing!

the state's ability to borrow from external sources was further enhanced
by the enactment of Ch 139/85 (SB1465). This measure reclassified the
Reserve for EconomiC Uncertainties from a special account in the General
Fund to a separate special fund (the Special Fund for Economic Uncer
tainties). This change was necessary because monies in the General Fund
must be fully utilized to meet cash-flow needs before external sources of
funds can be tapped. By moving the reserve out of the General Fund and
making it a special fund, the General Fund balance is reduced according
ly, theteby increasing the amount of external borrowing that may be
conducted by the state.

For the current year, the state borrowed $2.3 billion through the sale of
reVenue anticipation notes in August 1985. These notes will be repaid by
June 1986. For 1986-87, the budget shows that $2.5 billion in short-term
notes will be sold in August 1986.

LOCAL BORROWING

The State of California does not directly regulate most types of borrow
ing by local governments. However, state law does govern such factors as
the permissible types of borrowing that local entities can undertake and
the maximum interest rates which can be paid on certain debt. In addi
tiort, the state has been required to implement recently enacted federal
limits on certain types of borrowing for private purposes, including indus
trial development and housing.

Regardless of the scope of its specific responsibilities for regulating local
borrowing, thestate has an important interest in the amount of debt issued
by local governments. This is because the marketability of state debt can
be affected by the total volume of tax-exempt local debt offered to inves
tors.
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Long-Term Local Borrowing-Sales Double

Long-term bond sales by local governments increased dramatically in
1984-85. According to information from the California Debt Advisory
Commission, the volume of local bond sales exceeded $11.9 billion in
1984-85, which is over twice the amount ($5.8 billion) of sales reported for
1983-84.

Nearly all of the sales increase can be attributed to bonds for housing
and capital improvement projects. Between 1983-84 and 1984-85, local
housing bond sales increased by 150 percent (from $1.8 billion to $4.5
billion), while sales of capital improvement bonds increased by about 125
percent (from $2.5 billion to $5.6 billion). The increase in overall bond
sales is due, in part, to declining interest rates, which has made more
projects economically viable. The increase in housing bond sales also is due
to a dramatic rise in the volume of mortgage revenue bonds sold for
multifamily rental housing. This reflects the increases in the authorization
limits passed by the Legislature for multifamily mortgage revenue bonds,
as well as the wider use of the program by cities and counties.

Short-Term Local Borrowing

Local governments engage in short-term local borrowing for cash-man
agement purposes by issuing a variety of secured and unsecured debt
instruments. Most of the borrowing is accomplished through the issuance
of tax and revenue anticipation notes. In 1984-85, local governments is
sued approximately $2.9 billion in short-term debt, which is approximately
$100 million less than the volume issued in 1983-84. These amounts,
though significant, are considerably smaller than the $5.3 billion of debt
issued in 1982-83, when the economic recession caused local governments
to borrow heavily from outside sources to meet their cash-flow require
ments.

POLICY ISSUES INSTATE AND LOCAL BORROWING

The state and local governments traditionally have relied on bonds and
other forms of borrowing to raise funds for the construction of public
facilities, such as roads, schools, water systems, prisons, and recreational
facilities. In recent years, however, a number of trends and policy changes
have affected the purposes, methods, and level of borrowing. We discuss
some of these issues below.

Federal Tax Reform Could Affect Bond Programs

As noted earlier, the U.S. Congress and the Reagan Administration are
considering proposals that would make major changes in the federal in
come tax system.The options under consideration generally call for "base
broadening" and lower tax rates, in order to simplify the tax system. Such
changes generally would increase the amount of an individual's taxable
income by eliminating many current exemptions, deductions, and tax
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credits. At the same time, a lower tax rate would be applied to the broad
ened tax base in order to keep individual tax liabilities essentially the same.

These two general features of federal tax reform could have a number
of significant effects on the use of and market for tax-exempt debt.

First, the reform proposals would eliminate the federal tax exemption
for the interest income on certain bonds issued by state and local agencies.
(Th~tt is, the proposals would make the interest earned on these bonds
taxable.) This would be accomplished by reducing the ceilings on the
aggregate £Imollnt of tax-exempt bonds that may be issued in a state, or
by limiting the types of nongovernmental projects or activities which may
be funded with such bonds. These changes would have the greatest effect
on state and local bond programs which provide financing for housing,
commercial and industrial development, and other private projects.

Second, if federal tax rates are reduced significantly, tax-exempt bonds
would become less attractive to investors, because the value of the tax
exemption would be diminished. For example, to an investor in the 50
percent federal tax bracket, a taxable security which earns 10 percent is
equal in value to a tax-exempt security which earns 5 percent. If, however,
the investor's tax bracket is reduced to 35 percent (as proposed by the
Reagan Administration), the yield on the tax-exempt security would have
to rise to 6.5 percent in order to. remain competitive with the taxable
security. Thus, the proposed reductions in federal tax rates may cause the
"spread" between the interest rates on taxable and tax-exempt bonds to
narrow. As a result, issuers of tax-exempt securities, such as the state, may
be required to pay higher interest rates-and thereby pay more in debt
servicing costs-if their issues are to be marketable.

State Industrial Development Bond Law Expires in 1986-87

Industrial development bonds (IDBs) are bonds issued by local authori
ties on behalf of private businesses which use the proceeds to construct or
purchase qualified industrial and commercial facilities. Current state and
federal regulations provide a tax exemption for the interest on IDBs. This
allows businesses to obtain financing for eligible projects at rates below
conventional financing. The maximum amount of IDBs which may be
issued in California is limited to $250 million each year. Before the bonds
may be issued, they must be reviewed and approved by the California
Industrial Development Financing Advisory Commission (CIDFAC).
Between 1982 and 1985, $650 million in IDBs were approved by the
CIDFAC and issued by local agencies.

Under e~isting law, Title 10 of the Government Code, which authorizes
the issuance of IDBs, is repealed on January 1,1987. Consequently, the
Legislature will have to review the effectiveness and administratibn of this
method of government-subsidized financing in order to determine if this
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program should continue. In its review, the Legislature should examine a
number of issues, including the kinds of projects that qualify for IDB
financing, the volume of bonds that may be issued, and the types of review
activities that are needed at the state level. The Legislature also must be
mindful ofpending federal actions which would place further limits on the
use of IDBs. Clearly, these limitations would significantly alter the envi
ronment in which decisions concerning the continuation of the state's IDB
program must be made.

ACA 55 Would Increase Local Ability to Finance Infrastructure

A significant amount of debt is issued each year by state and local
agencies to provide funds for "infrastructure." This debt generally in
cludes bonds issued for public works and capital improvements, such as
streets, sewers, public buildings, and power generation facilities. Infra
structure bonds accounted for $2.4 billion, or 30 percent, of the total
amount of debt issued by state and local governments between January
and June of 1985.

The level of debt issued to finance infrastructure projects could increase
if the voters approve ACA 55 in June 1986. This constitutional amendment
would restore the ability of local governments to issue general obligation
bonds, because it would permit temporary increases in local property tax
rates in order to generate the additional revenues needed to secure the
bonds. The ability of local governments to issue general obligation bonds
was effectively removed by Proposition 13 in 1978. Under ACA 55, local
agencies would be able to issue general obligation bonds for capital im
provements needed locally, contingent upon the approval of two-thirds of
the jurisdiction's voters.
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The SIale's Work Force
The. Governor's Budget proposes a state government work force of

233,098 personnel-years (pys) for 1986-87. Four functional areas account
for 79 percent of the total: higher education (39 percent); health and
welfare (16 percent); business, traIlsportation, and housing (14 percent);
and youth and adult corrections (10 percent).

THE PROPOSED WORK FORCE FOR 1986-87
The budget proposes to increase the size of the state's work force by

2,019 personnel-years, or 0.9 percent, in 1986-87. The largest increases
would occur in three program areas-youth and adult corrections (+2,150
pys); higher education (+562 pys), and resources (+301 pys). These
increases would be partially offset by a decrease in health and welfare
programs (-1,478pys), as shown in Table 42.

Table. 42
The State Work Force. by Function

(in personnel-years)
1984-85 through 1981HJ7 Q

Chimge Chullge
1985-86 1984-85

Estimuted Proposed to 1986-87 to 1986-87
1984-85 1985-86 1986-87 Amoullt Percellt Amoullt Percellt

Legislative, Judicial;
Executh'e ............................................ 9,686 10,104 10,275 171 1.7% 589 6.1%

State and Consumer Services ............ 1i,790 11,841 11,994 153 1.3 204 1.7
Blisine~s, Transportation

and Housing ...................................... 34,254 33,394 33,296 -99 -0.3 -959 -2.8
Resources ................................................ 13,590 13,868 14,169 301 2.2 579 4.3
Health and Welfare .............................. 37,647 38,234 36,756 -1,478 -3.9 -891 -2.4
Youth and Adult Corrections ............ 17,332 20,466 22,616 2,150 10.5 5,284 30.5
K-12 Education ...................................... 2,476 2,732 2,721 -11 -0.4 245 9.8
Higher Education ................................ 93,524 90,605 91,167 562 0.6 -2,357 -2.5
General Governmelit .......................... 9,546 9,834 10,106 272 2.8 560 5.9-- - -- -

Totals ................................................ 229,845 231,079 233,098 2,019 0.9% 3,253 1.4%

" Detaiis may not udd to totals due to rounding

Table 42 indicates that, when the budget proposal is compared to the
actual number of personnel-years worked in 1984-85, the proposed state
workforce for 1986-87 is 3,253 personnel-years higher. Over the two-year
period cover~a by the table, youth and adult corrections programs will
increase by 5,284 personnel-years, or :31 percent, while health and welfare;
higher educatioIl; and business, transportation and housing; collectively,
will decrease by 4,207 pys, or 2.5 percent.

Proposed Budget:-Year Changes by Function

Health and Weifare. The largest bUdget-year staffing reduction in
absolute terms, 1,478 personnel-years, is proposed for health and welfare
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programs. Nearly one-half of these reductions are proposed for the Em
ployment Development Department, where a total of725 personnel-years
would be deleted. This reduction can be attributed to a variety of factors,

. including automation of the unemployment insurance (UI) and tax ac
counting programs, program transfers' to other departments, workload
changes in the VI program, program tenninations, and various administra
tive efficiencies. Staffing cuts proposed for the state hospitals operated by
the Departments of Mental Health and Developmental Services also ac
count for much of the reduction.' These decreases reflect population de
clines, contracting out janitorial and laundry services, the introduction of
labor-saving food preparation equipment, and reductions in nontreatment
personnel.

These reductions are partially offset by staffing increases associated with
the third phase of the Governor's mental health initiative and a new
medically disordered offender program in the Department of Mental
Health. This new program makes mental health treatment a condition of
parole for specified inmates. The Department of Social Services also would
receive staff increases for its disability evaluation program, as well as for
employment services and community care licensing.

Business, Transportation, and Housing. The budget proposes' to
reduce staffing for this area by 99 pys, or 0.3 percent. This is primarily the
result of reductions in the number of management personnel at. the De
partment of Transportation, coupled with a slight declin~ in the Oepart
ment of Motor Vehicles (45 personnel-years). After the 1985 Budget Act
went into effect, the Department ofMotor Vehicles added 635 personnel
years in order to reduce its processing backlog and waiting times, as well
as to respond to chaptered legislation and delays in automation. Most, but
not all, of these personnel are proposed for continuation in the budget
year. Thus, while the dep~rtmentisshowing a slight decline in 1986-87,
it has added significant numbers of staff in the current year.

State and Consumer Services. Three departments principally ac
count for the proposed increase (153 pys) in staffing for this area during
the budget year. The Franchise Tax Board is adding 152 personnel-years,
in order to increase its auditing and collecting functions as well as to keep
pace with increased workload. The DepartmEmt of General Services is
increasing personnel for activities carried out by the Office of State Ar
chitect (84 pys) , which are offsetslightly by decreases in the state printing
plant. These increases are partially offset by a decrease of 51 personnel"
years in the State Personnel Board, which is continuing to decentralize the
employee selection program to individual state departments.

Higher Education. The budget shows the University of California
(UC) and the California State University (CSU)experiencinghet in
creases in ,staffing during the budget year. In both instances, the main
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factor pushing up staffing is increased enrollments. The increase at UC
could have been larger were it not for the proposed reduction of 200 pys
in the teaching hospitals. Unlike UC, the CSU is offsetting a portion of its
enrollment-related increases with an unallocated reduction of 144 pys. As
was the case in each of the last two years, the funding associated with the
unallocated reduction has not been reduced.

Youth and Adult Corrections. The state's correctional program ac- .
counts for the most significant staffing increases in the budget year, as it
has in the preceding three years. Since 1984-85, the last year for which
actual data are available, staffing for this function has increased by 5,284
pys, or 31 percent. The budget proposes to increase the Department of
Corrections' staffing by 2,049 pys, or 13 percent, in 1986-87. This increase
is primarily due to significant increases in the adult inmate population and
the opening of new facilities to accommodate the additional inmates.
Similarly, the Department of the Youth Authority is experiencing an in
crease of92 pys in the pudget year, largely because ofincreased w.orkload
demands resulting from a major increase in the ward population.

Resources. The growth in resources programs is primarily account
ed for by personnel increases in three constituent departments. The De
partment of Forestry is increasing by 128 pys as a result of three factors:
(1) the 1985-86 collective bargaining agreement which reduced the work
week for many departmental employees and thus required more person
nel to be hired, (2) expansion of existing fire protection contracts, and (3)
lower salary savings. The Department of Parks and Recreation, mean
while, is growing by 69 pys asa result of new park acquisitions and in
creased visitors' services at Hearst Castle. The State Water Resources
Control Board will increase by 59 pys, primarily as the result of increases
requested for the toxic pit regulatory program as well as new activities to
protect groundwater quality.

PERSONNEL·YEARS IN HISTORICAL PERSPECTIVE
In sharp contrast to the two preceding budgets, the Governor's Budget

for 1986-87 does not place a great deal of emphasis on the size of the state's
work force.

Since the Legislature enacted the 1985 Budget Act, the size of the work
force has grown by 2,913 pys in the current year and would grow by an
additional 2,019 pys in the budget year if the Governor's requests are
approved. This amounts to a two-year increase of 4,932 personnel-years,
or 2.2 percent. Increasesin just one department, the Department of Cor
rections, account for 3,310 pys or 67 percent of the total change.Table 43
summarizes the trends in state staffing since 1980-81. It shows that, despite
a sizable drop in staffing in 1983-84 (1,794 pys), the subsequent trend has
been upward-increases totaling 6,403 pys in three years.

5-80961
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Table 43
State Personnel·Years
1980-81 through 1986-87

1980-81 .
1981-82 .
1982-83 ..
1983-84 ..
1984-85 .
198i>-86 .
1986--87 ..

" Estimated.
h Proposed.

Proposed
III Budget

221,118
226,743
231,375
232,371
229,540
227,888
233,098

Subsequent
Ch<l1Ige

4,449
2,070

-2,886
-5,676

305
3,191 ,~

ActLWJ

225,567
228,813
228,489
226,695
g29,845
231,079 "

ChllIlge
From

Prior Yeur
5,374
3,246
-324

-1,794
3,150
1,234 "
2,019 h

Table 43 also reveals that:

~ The revised estimate of the state's work force in the current year is
1,234 personnel-years larger than what the work force actually was in
1984-85.

• The staffing level proposed by the Governor for 1986-87-233,098
personnel-years-represents the largest request for staffing during
the past seven years, and, in fact, is the largest in the state's history.

Personnel-Year Estimates

Chart 18 illustrates that three patterns we identified last year with
regard to state employment continue to hold: (1) midyear estimates of
staffing levels typically are higher than the original budget estimates, (2)
midyear estimates of personnel-years in recent years tend to overstate the
actual number of pys that will be worked, and (3) inflated midyear esti
mates make the number of personnel-years proposed in the budget year
look smaller. .

Proposed Versus Midyear Estimates. Chart 18 shows that, in each of
the last six years, the midyear estimate of the total state work force has
been markedly higher than wh~t the original budget for that year
proposed. This is usually the case, for two reasons: (1) the administration
and the Legislature typically increase staffing levels during the course of
deliberation on the budget and (2) the administration typically creates
new positions administratively after the budget is enacted.

Midyear Estimate Versus Actual Staffing. A more recent phenome
non is also illustrated in Chart 18. From 1982-83 through 1984-85 (the last
year for which actual data ~re available), the state's actual staffing turned
out to be below-in two of the three years, significantly below-the mid
year estimate. As we predicted last year, the midyear estimate for 1985-86
exceeds the actual staffing level for 1984-85. Given the continuing delays
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Chart 18
Trends inState Employment Estimates.
1980-81 through 1986-87 (in thousands)
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in the prison construction program, the continuing workload and organi
zational changes in the Employment Development Department, and the
need for some departments to intentionally hold positions vacant in order
to free-up the funds needed to pay merit salary adjustments, we believe
it is probable that the actual staffing level shown for 1985-86 in next year's
budget will be below the midyear estimate.

Inflated Midyear Estimates Make Budget Proposals Look Smaller.
The chart also shows that, from 1982-83 through 1984-85, midyear esti
mates for the budget just enacted have been higher than the personnel
year level proposed for the following year. This had the effect of making
it look as though the state.work force was being pared back,when, in fact,
the number of pys proposed for the budget exceeded actual pys in the
prior year. The proposed budget may mark a return to the trend in
1980-81 and 1981-82 when the midyear estimate was less than the person
nellevel proposed for the budget year. In either case, however, the inflat
ed midyear estimates make the budget proposal look smaller than it really
is.

What Personnel-Year Changes Have Occurred Since 1982-83 and How Do
These Factors Affect the Estimates for 1986-87?

Table 44 shows the change in personnel-years, by budget category, since
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1982-83. It shows that the same four functional areas account for most of
the state's work force today,just as they did in 1982-83-highet education;
health and welfare; business, transportation and housing; and youth and
adult corrections. Over the four-year period, however, youth and adult
corrections has grown by 54 percent, while health and welfare and higher
education have decreased by 10 percent and 3.2 percent, respectively.
Business, transportation and housing has remained relatively level. If one
looks only at the last three years, the trends are roughly the same, though
the total work force has grown by a somewhat larger amount-6,403 per
sonnel-years. The main reason for the larger increase over a shorter period
is the decrease in the statewide totals that occurred between 1982-83 and
1983-84.

Table 44
Historical Changes in the State's Work Force, by Function

(in personnel-years)
1982-13 through 1986-87 a

Chllnge
1982-83

Proposed to 1986-87
1982-83 1983-84 1986-87 Amount Percent

Chllnge
1983-84

to 1986-87
Amount Percent

Legislative, Judicial,
Executive ...................................... 9,290 9,486 10,275 985 10.6% 789 8.3%

State and Consumer Services ...... 11,378 11,256 11,994 616 5.4 738 6.6
Business, Tmnsportation

and Housing .................................. 32,182 33,092 33,296 1,114 3.5 203 0.6
Resources .......................................... 14,141 13,519 14,169 28 0.2 651 4.8
Health and Welfare ........................ 40,931 39,288 36,756 -4,175 -10.2 -2,532 -6.4
Youth and Adult Corrections........ 14,674 15,336 22,616 7,942 54.1 7,280 47.5
K-12 Education ................................ 2,666 2,548 2,721 55 2.1 173 6.8
Higher Education ............................ 94,188 93,092 91,167 -3,021 -3.2 -1,925 -2.1
Geneml Government...................... 9,040 9,079 10,106 1,066 11.8 1,026 11.3--

Totals ...................................... 228,489 226,695 233,098 4,609 2.0% 6,403 2.8%

". Details may not add to totals due to rounding

Chart 19 illustrates the percentage change in total personnel-years and
the three most fluid functional areas since 1982-83. It shows that, despite
significant percentage increases in youth and adult corrections, state totals
have not changed much during the last four years. During the same time
period, higher education staffing has declined slightly, while health and
welfare generally has been on the decline, except during 1985-86 when it
increased slightly.

As we have indicated the last two years, however, "a change in the
numbers" may not be a reliable guide to the direction in which state policy
is actually heading, and may not give any indication as to the implications
that changes in personnel-years have for state programs and expenditures.

Since the 1984-85 budget was proposed in January 1984, there have been
several changes which have occurred in the way that the state measures
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Chart 19

Annual Percentage Change in State Personnel-Years
1982-83 through 1986-87
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its work force. These changes have made it increasingly difficult to evalu
ate what the "numbers" mean. It is to an analysis of the numbers that we
now turn.

Personnel Continue to Perform the Same Work But No Longer Appear
in State Totals. As we have pointed out in past volumes of the Per
spectives and Issues, the state no longer counts certain state employees in
its statewide totals, even though they continue to perform the same work
that they did in previous years. For example, last year the Department of
Finance changed the way in which California State University (CSU)
faculty members who teach in both daytime academic programs and
extension classes are counted for budget purposes. Instead of converting
instructional time in extension programs to a personnel-y~ar equivalent,
the budget now counts it as overtime. This lowers the reported size of the
state work force by 495 pys, beginning in 1983-84, even though there may
have been no change in the number of faculty members or hours worked.

Similarly, the Governor's Budget for 1985-86 required CSU to reduce
250 additional positions without specifying how it should be done. In April
1985, the system determined that it would make this "reduction" by
removing two categories of staff-resident assistants who work for the
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campuses in housing units and auxiliary organizations-from the state
wide totals. Here again, the same staff will continue to perform the same
duties for the university.

Legislative changes can have a similar effect. For example, in enacting
Ch 956/83, the Legislature removed the Prison Industry Authority from
the state budget and established it as an independent authority. In so
doing, the state work force was "reduced" by 327 personnel-years, begin
ning in 1984-85.

We estimate, in the last two years alone, that approximately 1,350 per
sonnel-years have been removed from statewide budget totals in this
manner. Thus, it is not easy to draw meaningful conclusions from changes
in statewide personnel-year totals over time. Fewer personnel-years does
not necessarily translate into a reduction of services, a reduction in the
number of employees, or even a reduction in the number of hours worked.
One has to look behind the numbers to determine how program services
are affected by staffing changes reported in the budget.

Contract Proposals Reduce Statewide Personnel Totals. Beginning
last year, the administration substantially increased the state's efforts to
contract with the private sector for staff services. What was unique about
the Governor's proposal was not the emphasis on contracting but, rather,
the types ofwork for which personal services contracts would be let. Much
of this work was being performed, or traditionally was performed, by state
employees. In February 1985, we identified funding in the Governor's
1985-86 Budget for more than 100 new personal services contracts in lieu
of hiring state personnel. At that time, we also identified approximately
1,300 state personnel-years that were either replaced or avoided as a result
of these proposals.

Personal services contracting does not have the same emphasis in this
year's budget. In a report dated January 27, 1986, prepared pursuant to
Control Section 29.5 of the 1985 Budget Act, the Department of Finance
indicates that 616 pys were reduced or avoided in the Governor's Budget
for 1986-87 as a result of contracting proposals. The largest proposals
involve contracting for housekeeping services in the state hospitals (158
pys reduced) , maintenance of increased highway inventory (70 pys avoid
ed), expansion of California's birth defects and cancer registry programs
(70 pys avoided) and verification of victims of crime claims by local cen
ters (48 pys avoided) .

Each ofthese proposed contracts will have to be evaluated on its own
merits. Generally, contracting makes sense if it is the more cost-effective
alternative for providing a given level of service, or if there are special
circumstances that warrant it, such as a lack of needed expertise.

Personnel Changes Where There Are No Position Controls. As we
indicated earlier, declines in higher education staffing amount to 3,021 pys
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in the last four years. The Vniv~rsityof California (VC) accounts for over
half of that amount-l,7Q4 personIlel-years. As we have pointed out in past
years, however, it is by no means clear just what the VC numbers mean
particularly estimates of these numbers,..-because the univ~rsitydoes not
haye' a pos,tion control srstem like the rest of state government. In the
case of DC, it is funding, rather than authorized positions, that really
determines st~ffing levels a~ the t'Iniversity. Because the university ac
counts for such a significant portion of the state's work force (25 percent
ill the bu4get year), however, a modest percentage change in the univer
sity's staffing level can have a significant effect on the statewide totals.

In last year's Persp~ctivesand Issues we called the Legislature's atten
t;on to the tendency for the original budget to underestimate the Vniver
sityof California's actual staffing levels. This has happen~d in eight of th~
last 10 years-197/}"'79 and 1979-80 being the only exceptions. Thus, while
VC personnel totals would appear to have declined over the period, when
the final numbers are in for the current and budget years, th~ trend may
be otherwise.

Program' Changes AfFect Statewide Totals. One of the main varia
bles affecting statewide personnel totals is changes in programs and serv
ices delivered to California's citizens. These changes usually take one of
four forms: new programs initiated by the administration and the Legisla
ture, caseload-driven programs that expand and contract as caseload var
ies, program terminations, and program modifications that enable services
to be delivered in a more efficient and effective manner.

A good example of the effect that a caseload-driven program can have
on the state's work force is provided by the unemployment insurance (VI)
program. In 1982-83, the state was experiencing the effects of the nation
wide recession and had a 10.6 percent unemployment rate. In order to
process checks and run. the VI program in that year, the Employment
Development Department had a VI work force of 6,739 pys. In 1986--87,
a much smaller staff of 4,508 pys will manage the VI program-primarily
because the state's pnemployment rate is expected to be only 6.6 percent.
The reduction of 2,231 pys did not result from any administrative actions
to reduce the work force; it occurred automatically, in response to the
reduced caseload attributable to the VI program.

Similarly, much of the reduction at the Vniversity of California can be
attributed to a decline of 1,513 staff at the teaching hospitals sinc~ 1982-83.
A large share of this recluction was anticipated four years ago when the
Legislature enacted Medi~Cal reform legislation.

Finally, in recent years we have seen the decline of 118 pys in the
California Highway. Patrol, due to the termination of the AB 202 training
program, and 618 personnel-years in the Department of Motor Vehicles
as a result ofanticipated automation savings. In the latter instance, howev-



128

er, our analysis indicates that automation-related personnel may have
been eliminated too quickly, thus contributing to the need to add 635 pys
in the current year to perform many of these same duties.

From the Legislature's perspective, the size of the state work force is
not the real issue. Instead, the issue is: What effect does theproposed level
of staffing for individual programs have on the quality and cost of services
provided by the state? This necessitates a function-by-function review to
ascertain whether an adequate staffing complement is available to carry
out the program priorities of the legislative branch.

Unallocated Reductions Inflate Savings and Limit Legislative Control.
The Governor's Budget for 1986-87 also proposes unallocated. personnel
year reductions. For example, the budget shows that 144 unspecified posi
tions at CSU will be eliminated. The funding associatedwith the person
nel, however, remains in the budget. The administration advises, as it did
last year, that a plan detailing these position reductions will be submitted
during budget hearings.

Unallocated reductions take another form as well: an unreasonable in
crease in the salary savings rate (which reflects the period of time during
which authorized positions are vacant). An artificially high salary savings
rate will require the affected departments to purposely hold vacant posi
tions open. Our analysis indicates that forced saving of this type will be
necessary in the budget year because of the administration's decision not
to fund merit salary adjustments (MSAs). This marks the third timeinfour
years that General Fund-supported agencies have not received funds for
these increases. As a result, many departments are proposing to fund the
adjustments by increased salary savings. Our analysis indicates, for exam
ple, that the statewide salary savings rate has increased from 2.7 percent,
or 6,480 vacant positions, proposed for 1982-83 to 3.7 percent, or 8,989
vacant positions, proposed for 1986-87. In dollar terms, the salary savings
increase is even greater, growing from a $174 million savings in 1982-83
to a $285 million savings in 1986-87.

A number of departments plan to meet their merit salary ~djustment

costs in this manner. The Department of Parks and Recreation, for exam
ple, will fund $1.1 million ofMSAs from forced salary savings. Similarly, the
Board of Equalization will fund $1.9 million of MSAs by leaving 49 pys
intentionally vacant. The Department of Industrial Relations is proposing
to increase its salary savings requirement by $1.9 million. Of this amount,
approximately $1 million is necessary to offset the costs ofunfunded MSAs;
the balance reflects an arbitrary increase in the salary savings require
ment.

Excessively high salary savings requirements such as these mean that
individual departments, rather than the Legislature, will decide which
positions to leave open, and thus, which program activities will be cut
back.
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Conclusion
In summary, our review of historical trends in the state's work force has

found that:

• The total work force has remained quite stable during the last five
years.

• The recent growth in youth and adult corrections has been offset by
declines in health and welfare and higher education, which, to a
significant degree, arc due to caseload changes, Medi-Cal reform, and
accounting changes at CSU.

• Recent accounting changes and expanded contracting of functions
traditionally performed by state employees make it increasingly dif
ficult to evaluate the historical trends in the state's work force.
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This part discusses some of the broader issues facing the Legislature in
1986. Many of these issues are closely linked to funding requests contained
in the Governor's Budget for 1986-87. Others are more long-range in
nature and will, in all probability, persist for many years beyond 1986.
Even in these cases, however, legislative action during 1986 is warranted
since the Legislature generally will have a wider range of options for
addressing these issues in 1986 than it will have in subsequent years.

We have grouped the issues discussed in this part into two major sec
tions.

State Revenue Issues. The first section identifies issues related to
state revenues. Specifically, we discuss California's income tax system and
whether it is in need of major reform. We also discuss the shortfall in the
Motor.. Vehicle Account and the options available to the Legislature for
ensuring that adequate resources are available from the account to sup
port the state's vehicle regulation and law enforcement programs.

State Expenditure Issues. The second section identifies issues relat
ed to sta,te expenditures. Here, we discuss the effect of the state's appro
priations imit on the state's ability to provide services in 1986-87, the
options available to the Legislature for accommodating or reducing the
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ward population committed to the Department of the Youth Authority,
the rising cost of operating the state's correctional system, and an alterna
tive process for authorizing new prison construction which would facili
tate completion of projects on a more timely basis and provide for a
reasonable level of legislative control. In this section, we also identify a
new method for financing the construction of local school Facilities, ways
in which the state could provide community-based long-term care serv
ices in a more efficient and effective manner, a hazadous waste site clean
up strategy which would maximize public health protection, ways that the
Legislature could make the State Transportation Improvement Program
more effective, the factors contributing to the increasing costs of tort

.liability and possible alternatives for addressing this problem, and ways to
make the state's management of its telecommunications system more
effective.

In addition to the issues discussed in this part, a number of major policy
and funding issues are discussed in the Analysis.
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Revenue Issues
C:;:ALlFORNIA'S INCOME TAX SYSTEM

Is the State's Personal Income Tax in Need of Major Reform?

California's personal income tax (PIT) is the state's largest single source
of revenue. In 1986-87, the amount of state income taxes paid by almost
13 million taxpayers will total $12.5 billion, or 40 percent of total General
Fund revenues.

The state income tax is based on the same principles as the federal
income tax. Gi~en this, it is not surprising that the recent attention paid
to federal tax reform-including the discussion of changes needed to im
prove the system's fairness, efficiency, and effectiveness--has led many to
raise similar questions about the state's income tax. Several major tax
teform proposals have been introduced in the Legislature during the
1985-86 session. Assembly Bill 540, for example, proposes to broaden the
tax base and reduce tax rates. Similarly, the Governor's Tax Reform Advi
sory Commission has recommended that the state conform to the federal
definition of adjusted gross income aIid levy a flat rate tax, with a special
"surcharge" to be paid by high-income taxpayers.

This section examines whether or not the state's personal income tax is
in need of major reform. We begin this analysis by evaluating the factors
that ought to be considered in judging the effectiveness and fairness of the
current system. Based on this review, we then consider the potential costs
and benefits of major tax reform.

The Current System: Is Reform Needed?

Proponents of tax reform in California say that it would reduce the
complexity of the tax, produce a more equitable distribution of the tax
burden, and enable the state to adopt a more efficient and less costly
administrative structure. These are widely accepted goals for any tax
system. Unfortunately, they are not always compatible with one another.
Indeed, the system we have today is the product of many past decisions
involving complex tradeoffs which the Legislature has made over the
years.

Is the state personal income tax in need of major reform? In order to
answer this question, four basic issues regarding the current system first
needto be resolved:

• Tax equity: Is the present system unfair? If so, in what ways is it
unfair?

• Compliance burdens and enforcement: Does it take too much time,
money, and energy for taxpayers to understand and comply with state
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income tax laws, and for the state to enforce them?
• Administrative costs: Does the state spend an unreasonable amount

to collect the income tax?
• Tax policy and efficiency: Are state policy objectives addressed effi

ciently and effectively through the income tax?

The answers to these four questions may provide some assistance to the
Legislature in determining whether tax reform is needed, and if so, the
form it should take and what tradeoffs should be made to achieve it. These
tradeoffs involve having to accept less of one thing as the price of obtain
ing more of something else. For example, if the Legislature chooses to
make the tax system simpler, does it have to give up some deductions or
exclusions that also have a high priority? Or, is simplicity less important
than a tax system which encourages taxpayers to engage in certain activi
ties that are desirable from. the state's perspective?

Tax· Equity-How Fair is the Current System? The answer to this
question depends on how "fairness" is defined. In terms of the income tax,
fairness can be viewed in two separate ways. The first view of fairness
involves "vertical equity," which focuses on the distribution of the tax
burden amongst income classes. The second view involves "horizontal
equity," which represents the extent to which taxpayers in similar situa
tions end up paying the same amount of taxes.

The current system's definition of vertical equity holds that the more
income a taxpayer has, the more he or she should be taxed in order to
finance the public services that society as a whole needs. This is accom
plished through the use of progressive tax rates, which require taxpayers
with higher incomes to pay not only a larger dollar amount but also a
larger proportion of their income in state taxes than those with lower
incomes have to pay.

Evidence from the Franchise Tax Board (FTB), which administers the
state income tax, suggests that the current system is fairly progressive,
when the tax burdens are measured in both absolute dollar and percent-of
income terms. For example:

• Taxpayers with lower levels of adjusted gross income (AGI) pay a
significantly lower dollar amount of taxes than others with higher
levels of AGI. This is shown in Chart 20, for both single and joint
return taxpayers. For example, the average tax for a single taxpayer
with between $20,000 and $30,000 of AGI ($925) is only about one
third the amount paid by a single taxpayer with $40,000· to $50,000 of
AGI ($2,600). The chart also shows that the average tax for taxpayers
withless than $10,000 of AGI is negative-in other words, no taxes are
due from these taxpayers. This is largely because of the state exemp
tion credits ($42 for a single return, $84 for a jointreturn, plus $13 for
each dependent), which completely offset the relatively small
amount of tax assessed on low-income taxpayers.
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• State income taxes also become a larger percentage of a taxpayer's
income as his or her level of income increases. For example, Chart 21
shows that for taxpayers with estimated total incomes of between
$10,000 and $20,000, the average tax rate is slightly less than 1 percent.
In contrast, the rate is nearly 3 percent for taxpayers with incomes of
$30,000 to $40,000, and 4.5 percent for taxpayers with incomes of
$50,000to $100,000. (The true progressivity of the present state in
come tax is less, however, than it appears in Chart 21 because of the
federal tax deduction for state taxes paid. For example, while Chart
21 shows that taxpayers with incomes of over $100,000 pay an average
tax of 7 percent, the federal deduction reduces the rate they actually
pay to approximately 4.5 percent, assuming that the taxpayer is in the
45 percent fedenlltax bracket.)

The extent to whic:h taxpayers in the same general economic situation
pay a similar amount of tax is referred to as horizontal equity. Using this
criterion, it is possible to reach a different conclusion about the fairness
of the current system. This is because various tax exemptions, deductions,
and credits often result in sharply different tax liabilities for taxpayers with
the same income. Certain provisions even have enabled some high-in
come taxpayers to avoid paying any taxes at all.
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Chart 21
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Consider, for example, the inequities which could arise because differ
ent types of income are treated differently for tax purposes. As Chart 22
shows, over three-quarters of the income tax base is accounted for by the
salaries and wages that taxpayers earn. Earnings from savings and invest
ments (interest and capital gains) account for most of the remaining
sources of income subject to tax. What the chart does not show, however,
are the types of income whiCh are not taxable. Among these, the most
significant ire employee fringe benefits, such as employer contributions
to pension programs and health plans. Taxpayers whose employers do not
provide retirement and health benefits are required to pay for them out
of their wage and salary income, which is taxed before they can begin to
spend it. In contrast, taxpayers whose employers provide these benefits
are not required to report the dollar value of the benefits as taxable
income, even though they represent an important part of the employees'
total compensation. Thus, these employees have some of their "income"
spent on their behalf, but do not pay taxes on it.
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Chart 22
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The current system also treats different~y those taxpayers who have
similar monetary incomes from the same sources, but whose incomes may
differ in real terms when the effects of inflation are taken into account.
This is illustrated by the tax treatment of income from capital gains. Con
sider, for example, the case of two taxpayers who have the same amount
of capital gains from the sale of common stock. Suppose that taxpayer
"A's" gain is only enough to offset the effects of inflation during the period
in which he owned the stock. In contrast, suppose that taxpayer "B"
owned the stock for a shorter period, and that the appreciation in its value
is several times more than what is necessary to offset inflation.

Clearly, "B's" ability to pay has increased, while "A's" has not changed,
The state's tax system, however, makes no allowance for this and taxes
both taxpayers the same.

Inequities amongst taxpayers also arise from the various deductions and
credits allowed by the taxlaw for certain types of expenditures. Consider
the case of two taxpayers who both earn the same amount of income and
are identical in every other respect except one: taxpayer "A" owns his
home while taxpayer"B" occupies an identical dwelling that he rents
from another person. Because mortgage interest payments and property
taxes are deductible expenses for income tax purposes, taxpayer "A's"
liability is likely to be significantly lower than taxpayer "B's."
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In fact, the mortgage interest deduction, which is the single largest
itemized deduction ($18 billion, or 40 percent of total itemized deductions
in California), provides a useful illustration of how a tax provision can
result in serious inequities among taxpayers. The deduction usually is
justified on the grounds that it encourages home ownership by reducing
the costs of housing. Whatever the merits of this argument, the deduction
introduces inequities into the tax system. This is because the deduction
provides significant tax savings only to those taxpayers who can afford to
own, as opposed to rent, a home.

Even among homeowners, the deduction only pays off if the total dollar
amount of annual mortgage interest payments and other deductions is
larger than the amount of the standard deduction. (In fact, only about 30
percent of all taxpayers claim the deduction for mortgage interest.) Large
disparities also can exist among those who claim the deduction, because
taxpayers who bought expensive homes are likely to receive a larger tax
subsidy than those who chose to buy lower-cost housing. Moreover, those
with higher levels of income also benefit more than those with lower levels
of income from this deduction.

Finally, certain tax preferences often enable high-income taxpayers to
pay little or no state tax. According to FTB, in 1983 there were 84 taxpayers
with incomes of $200,000 or more who did not pay any personal income
tax. In 65 of these cases, the taxpayer was able to avoid paying taxes by
in.vesting in windmills, which qualify for the state solar credit.

Clearly, the overall equity of the tax system cannot be judged on the
basis of these 65 taxpayers, or even the many more who pay less because
they own their homes. Nonetheless, these examples show how the provi
sions of existi~g law which "narrow" the tax base end up introducing
important disparities into the distribution of the tax burden, even if it is
considered to be reasonably fair in the aggregate.

Compliance and Enforcement-How Difficult Is It to Comply With
and Enforce theState's Tax Laws? The present tax system imposes costs
and burdens on taxpayers because they must complete and file their tax
returns (or pay someone else to do it). It also requires that the state
engage in enforcement activities to ensure that taxpayers' self-assessments
comply with the law.

From the viewpoint of many taxpayers, the state personal income tax
law probably appears lengthy and complicated. California's income tax
provides for 11 tax brackets, and it allows over 15 specific exemptions from
gross income, over 30 separate tax deductions, and 14 tax credits. A taxpay
er who itemizes must fill out a minimum of three pages of tax information,
and most likely will also have to submit separate forms for such items as
capital gains, employee business expenses, and various tax credits.
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However, despite the law's complexity, the compliance burden proba
bly is a lot less than first appears to be the case. In 1983, 6.6 million
taxpayers (60 percent of the total) claimed the standard deduction, and
of these, about one-half (3.5 million) were able to use the short form
(540A). Further, many of the items that require lengthy calculations-for
example, adding up wages, interest income and expenses, and charitable
contributi.on.s.-ar.e alre;dy ye<luired of the taxpayer, because the identical
information is needed fgytederal tax purposes. In fact, the overwhelming
majority of taxpayers-fill out their federal return first, and then just copy
most of the same figures onto their state return. Thus, the amount of time
and effort expended to file a state return is probably a lot less than the
amount needed to file a federal return.

From the state's perspective, the Legislature also must be concerned
about how effectively the tax laws are enforced. The FTB's proposed
budget includes nearly $60 million for audit, filing enforcement, and col
lections activities, which eventually will produce over $700 million in
revenue. Nonetheless, certain types of taxpayers may be successful in
avoiding income taxes. For instance, a contractor may be able to avoid
reporting income by accepting cash payments for work done on some
one's home. In addition, a large number of individuals have claimed a false
number of exemptions for withholding purposes and then deliberately
failed to file a tax return, thereby avoiding the payment of any taxes.

The state and the federal Internal Revenue Service (IRS) have taken
steps to prevent such abuses. Most recently, the Legislature enacted
stronger enforcement tools as part of the 1984 tax amnesty legislation (Ch
1490/84, AB 3230). It also has sought to provide the tax agencies with more
resources through the budget process to deal with the enforcement prob
lem.

Costs-Does the State Spend an Unreasonable Amount to Administer
the Income Tax? This question can be addressed by comparing PIT
collection costs with the cost of collecting other state tax~s and the federal
income tax.

Currently, it costs the state a total of $106 million to collect the tax. This
includes $85 million spent by the FTB for return processing, taxpayer
assistance, collections, and audits, plus $21 million spent by the Employ
ment Development Department to administer the withholding program.
Stated another way, these costs amount to approximately $9.40 for every
$1,000 in PIT revenue collected.

There is no obvious basis for concluding whether this amount is "too
much," but it is within the same range as the collection costs for other
taxes. For example, the cost to collect the bank and corporation tax is
about $9.10 per $1,000 collected, and the cost to collect the sales and use
tax is about $7.30 per $1,000 in collections.

The state's PIT collection costs also compare favorably to the costs of
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collecting the federal income tax. While data from federal sources suggest
that it costs about the same to collect $1,000 in income taxes at the state
and federal levels, a more meaningful comparison involves the cost per
return processed. This is because the higher federal tax rates generate
more income per return. The state's cost per return is about $8.40, which
appears to be about one-half of what it costs the IRS to process each federal
return.

Tax Policy-Does the Tax Mechanism Offer an Effective and Efficient
Means to Promote State Policy Objectives? Clearly, the fundamental
purpose of the income tax is to raise revenue for funding state programs.
However, the tax system also is often used as a mechanism for implement
ing government policies. Many special provisions, which are commonly
known as "tax expenditures," have been added to the state tax code in
order to provide financial relief to certain individuals or to encourage
certain forms of social or economic behavior.

In evaluating the "tax policy" provisions of the current system, an im
portant distinction needs to be drawn between two different types of
policy objectives'-those involving the distribution of the tax burden, and
those which provide incentives for certain types of behavior.

With respect to the distribution of the tax burden, policy choices can be
implemented in a relatively straightforward manner. For example, by
allowing a special credit or deduction for certain types of income or ex
penditures, the state acnieves some control over who will bear more-or
less-of the income tax burden. The present state tax code is filled with
many provisions which reflect the effects of legislative policy choices of
this type. For example, under the tax code:

• Low-income persons are required to pay little or no tax, due to the
combination of low tax rates and the low income and personal exemp
tion tax credits;

• Homeowners receive preferential tax treatment compared to renters,
because home mortgage interest and property taxes are deductible
from income;

• In contrast to federal law, only taxpayers whose employers do not
provide for a retirement plan are allowed to deduct contributions to
an individual retirement arrangement (IRA) account; and

• Families who have to obtain child care assistance in order to work may
qualify for tax relief through the child care credit.

The second set of objectives that tax policy may seek to achieve involves
using the income tax system to encourage a particular type of behavior.
The Legislature, for example, has enacted special tax credits and deduc
tions to encourage investments in energy conservation, ridesharing, and
political contributions.

There is 'widespread disagreement, however, over the desirability and
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eff(~ctivel1ess of many tax expenditure provisions. It often isarguecl that
state tax incentives are inefficient. This is because many taxpa.yers whose
behavior is unaffected by the provisions qualify for the benefit anyway,
and therefore receive a "windfall". His also argued that state tax incen
tives are ineffective. This is because (1) taxes are only one factor in eco
nomic decisionmaking, and (2) because of federal deductibility, the value
of state tax incentives is automatically diluted. On the other hand, it is
reasonably clear that the solar and energy credits have had a significant
effect on the level of investment in these types of equipment, largely
because the credits are so large (a state credit of up to 25 percent of the
cost of qualifying investments).

What Does Tax Reform Have to Offer?

Our analysis indicates that tax reform does offer some potential benefits
to California in terms of making the system more equitable, more simple,
and less costly to comply with and administer. To obtain these benefits,
however, the state may be required to give up some control over tax
policy.

Fairness and Equity. Proponents claim that tax reform would bring
about a more equitable distribution of the income tax burden. The validity
of this claim depends upon the types of reform being promoted.

One of the most important aspects of any reform prqposal is the extent
to which it would broaden the tax base-that is, expand the portion of the
total income base which is subject to taxation. Base-broadening would
promote greater fairness among taxpayers in the same economic situation
("horizontal equity"). This is because, with fewer tax preferences avail
able, there would be less disparities among similar taxpayers based on such
factors as whether they owned or rented their home or received employ
er-paid health insurance.

An important feature ofbase-broadening is that it does not preclude the
use of a progressive rate structure, which is a useful tool for making sure
that the tax system achieves vertical equity. Clearly, a progressive rate
structure could be applied to abroad as well as to a narrow taxable income
base.

Tax Simplification. Tax simplification always has been one of the ar
guments in favor of tax reform. The degree of simplification depends on
the specific features of arefotm option. For example, a measure could be
enacted that simply required taxpayers to pay, as their state tax, a set
portion of their federal tax. This change could reduce the state tax form
to just a couple of lines. The state could also "piggyback'; onto the federal
tax, and have the IRS collect the tax for the state, for a potentially signifi
cant savings.
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Administrative Cost Savings. Tax reform does offer the potential for
reduced administrative costs. Savings could be realized in taxpayer assist
ance, return processing, and the printing of forms and instructions. For
example, given a higher standard deduction, as proposed by AB 540. and
the .Governor's Tax Reform Advisory Commission, fewer returns would
need to be filed, and the returns probably would be shorter in length and
easier to process. Thus, the state would realize some savings from not
havingto print, distribute, and process as many tax returns as it does under
current law. .

The magnitude of these potential savings is unknown, but it is likely that
for every 10 percent fewer returns, the ongoing cost reduction would be
in the range of $4 million. One-time implementation costs, such as the
costs to revise the FTB's data processing systems and retrain personnel,
would offset some of these savings in the short run. However, we believe
that sizeable net savings could be realized on an ongoing basis.

The Tax System as a Tool for Implementing Public Policies. Tax re
form would tend to limit the use of the tax system as a policy tool-both
for distributing the tax burden and for encouraging certain types of social
and economic activities.

If the goal of tax reform is simplification, the Legislature would be
required to give up some of its ability to determine who bears the tax
burden. For example, if tax simplification is looked upon as full federal
conformity, the state would completely give up its control over tax policy
to the U.S. Congress and the IRS. Thus, the state would be required
implicitly to adopt federal positions on such key policy issues as the taxa
tion of social security benefits, capital gains, and contributions to IRA
accounts. The tax reform proposals that would make the state tax a given
percent of the federal tax also implicitly ask the Legislature to approve the
same degree of progressivity for California as tha.t provided for by the
current or future federal tax rates.

Proponents of tax reform also question the need for tax policies to
encourage certain behavior. In fact, it often is said that the incentives
provided in the tax code amount to nothing more than "loopholes" that
benefitmainly special interest groups. However, what appears to be a tax
loophole to one person may be viewed as a very legitimate incentive by
another. The issue which the Legislature must decide in considering how
far to go with tax reform is the extent to which there are means other than
the tax system, such as the budget process, for accomplishing specific state
policy objectives.

In moving towards tax simplification, the state would set a policy-at
least initially-that the income tax system not be used to reallocate re
sources or to provide special economic incentives. In theory, this would
make the system "neutral" with regard to personal and business decisions.
This would produce a more efficient allocation of society's resources.
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In practice, however, these gains from state tax reform may not be very
significant, given the lack of evidence that state tax incentives exert much
influence over economic decisionmaking. Also, given the reliance of the
present federal income tax on a multitude of incentive programs, signifi
cant distortions in the allocation of resources still would occur in the state's
economy, regardless of whether the state's incentives were retained or
removed. Thus, the major benefit from eliminating state tax expenditure
programs would be the savings made possible by eliminating "windfall
benefits" to certain taxpayers.

On the other hand, it must be remembered that the Legislature has
enacted many ofthe state's current tax provisions because it wants to use
the tax system as a policy tool. While we have been critical of many tax
expenditure programs in terms of their effectiveness, we recognize that
the mechanism can offer significant administrative advantages. Most im
portant, by adding one form-or sometimes even· one line-to the tax
return, the Legislature can implement through the tax system what it
would take many state employees to administerthrough a direct expendi
ture program.

Conclusions

Both state and federal income taxes are the focus ofsignificant pressures
for reform. Thisis evident from the amount of attention paid to the subject
of tax reform by legislative bodies, executive agencies, and special study
commissions. The key issues underlying any meaningful discussion of tax
reform-fairness, efficiency, and simplicity-are very similar at both the
state and federal levels. However, a careful analysis of these issues could
lead to conclusions regarding the need for reform of the state income tax
that differ from the conclusions that one reaches by analyzing the need
for reform of the federal income tax.

State Action Should A wait Federal Tax Reform. Given the possibil
ity that significant changes for the federal incometax maybe in the works,
we recommend that the Legislature defer action on state income tax
reforrn. We suggest that the Legislature await action on the pending
federal income tax reform proposals by the Congress, for the time being.
Should the state move closer to a system (the federal government's) that
is then changed dramatically, the resulting confusion could nullify the
simplification and compliance benefits that the state reforms originally
were intended to achieve.

Are State Reforms Needed Anyway? Absent significant actions on fedc
eral tax reform, we believe that the current state income tax is not in need
of wholesale change. This conclusion is based on the following considera
tions:

• Given the high degree of conformity between the state income tax
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and the current federal income tax, we find that the compliance
burden is not likely to be significant for most taxpayers;

• The state's administrative cost for collecting the personal income tax
is not unreasonable;

• The current system appears to be fair, from the standpoint of "vertical
equity"; and

• The current system gives the Legislature the option of implementing
state policy objectives through tax provisiol1S. '

Although the current structure is workable, the Legislature can still
make many improvel1lents to the state income tax. Most important, we
believe that the system could be improved through base-broadening,
thereby achieving more "horizontal equity" in the distribution of the tax
burden. Some other possible changes that the Legislature should consider
inGlude:

• Placillg limits on the deduction for mortgage and non-mortgage inter
est expenses;

• Allowing inflation-indexing of capital gains, so as to ensure that only
"real" gaip.s are taxed;

• Changingtax deductions to tax credits, so as to ensure that the actual
value of a tax deduction is not dependent upon a taxpayer's marginal
tax bracket; and

• ~eq~iring a certain amount of employee fringe benefits to be includ
edas taxable income.

In our view, changes to the tax system along these lines would help
ensure that individuals pay, an equitable share of the costs of providing

"state programs ~nd. services.

SHORTFALL IN THE MOTOR VEHICLE ACCOUNT.' ..... .... -

What Options Are Available to the Legislature for Ensuring That the
State'sVehicle Regulation and Law Enforcement Activities Are Adequate
lyFunded in the Years Ahead?

Motor Vehicle Account Fund~d by User Fees

,California finances the regulation and licensing of vehicles and drivers,
the enforcement of traffic and highway safety laws, and the implementa
tion ofvehicle exhaust emission standards, using funds derived from "user
fees" imposed upon the state's motorists. These fees include (1) the motor
vehicle registration fees (currently $23), (2) the drivers license fees (cur
rently $10), and (3) and a portion of the motor vehicle weight fees.

The user fees are deposited in the Motor Vehicle Account (MVA) in the
State Transportation Fund. The vast majority of these revenues-95 per
cent in 1~86-87--areused to support the activities of the Department of
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Motor Vehicles (DMV), the California Highway Patrol (CHP) and the Air
ResourcesBoard (ARB).

Motor Vehicle Account Is Slipping Into The Red
Last year, in The 1985-86Budget: Perspectives and Issues (Part Three),

we indicated that if additional revenues were not made available to the
Motor Vehicle Account, the account would soon slip into the red during
1987-88. We also indicated that with no increase in revenues, the account
was heading for a cumulative funding shortfall of $327 million during the
five-year period from 1985-86 to 1989-90.

The outlook for the account today is worse, not better. Our projections
of MVA revenues and expenditures now indicate that the account will run
a deficit of just under $50 million in 1986-87-one year earlier than we
anticipated a year ago. Within another four years, the cumulative revenue
shortfall in the account will be somewhere between $676 million and $1
billion (depending on the rate of growth in expenditures).

The reason for the more pessimistic outlook is clear: the budgets for the
DMV, CHP and ARB call for MVA expenditures in the current and budget
years that are nearly $100 million higher than what we projected one year
ago.

Table 45 details our projections of MVA revenues and expenditures
during the next five years. In making these projections, we have assumed
that revenues will grow at an average annual rate of4.6 percent. This rat~

is consistent with the actual growth rate since 1982-83 and the growth rate
expected for 1985-86 and 1986-87 as presented in the Governor's Budget.
On this basis, we project that MVA revenues will grow from $697 million
in 1986-87 to $834 million in 1990-91.

Table 45
Motor Vehicle Account

Fund Condition
1986-87 through 1990-91
(dollars in thousands) a

1986-87 1987-88 1988-89 1989-90 1990--91
Total re\'enue and transfers h ...... 8697,044 ,. 8729,108 8762,647 8797,729 8834,424
Fund surplus carried O\H ............ 44,559
Tollli resources .................................. 741,603 d 729,108 762,647 797,729 834,424
Total expenditures ,......................... 789,813 845,100 904,257 967,555 1,035,284

Annual operating deficit ................. -848,210 -8115,992 -8141,610 -8169,826 -8200,859

Tot,tls
83,820,952

44,559
3,865,511
4,542,008

-8676,497

" Details mav not add to totals due to rounding.
h Legislative' Analyst offiee's estimates based on straight line projeetions of actual revenues for 1982-83

through 1984-85 and Department of Finance estimates for 1985-86 and 1986--87. Average growth per
ycar-4.6 percent.

.. Includes $7 million in one-time revenues resulting from the Registration Amnesty Program, Ch 1126/85
(All 20()(}), as assumed by the Department of Finance. The deficit in the budget year may increase
to the extent that these revenues do not'materialize as expected.

d Excludes proposed $65.7 million transfer from the State Highway Account to the Motor Vehicle Account
assumed in the Governor's Budget.

,. Legislative Analyst office's estimates based on 1986--87 proposed expenditures and assuming an average
annual growth rate of 7 percent (5 percent inflation plus 2 percent program growth) thereafter.
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In projecting expenditures, we have assumed an average annual growth
rate of 7 percent beyond 1986-87. This would be sufficient to compensate
for a 5 percent rate of inflation and a 2 percent increase in workload
growth. In our judgment, this is the lowest rate of growth in expenditures
that can reasonably be expected in the years ahead. In effect, a 7 percent
growth rate assumes that (1) the DMV field office automation project
essentially will be completed early in 1987-88, (2) the CHP will not re
quire a significant increase in the number of traffic officers over the next
five years, and (3) MVA support for ARB programs will be reduced signifi
cantly in the budget year and replaced with support from the General
Fund. (In The Analysis ofthe 1986-87 Budget Bill (Item 3400), we recom
mend that the source of funding for $20 million in ARB activities be shifted
from the MVA to the General Fund because under the Constitution, the
MVA cannot be used to fund activities which are unrelated to motor
vehicles or their environmental effects.)

Chart 23 graphically displays the huge gap that will open up between
MVA expenditures and revenues over the next five years if our projection
of expenditures holds. If expenditures continue to grow at the current
rate, the cumulative gap in 1990-91 would widen from $676 million to $1
billion.

Chart 23

Motor Vehicle Account Fund Conditiona

1985-86 through 1990-91 (in millions)
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a Source: Legislative Analyst's office. Assumes that revenues grow at an average annual rate of 4.6 percent
and expenditures increase at an annual rate of 7 percent.
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Causes of the Shortfall

Our analysis indicates that several factors are causing the growing reve
nue shortfall in the MVA. The most important of these are· as follows:

1. Program Expenditures Are Increasing Rapidly. For the five-year
period ending with 1986-87, the average annual rate of growth in MVA
financed expenditures was about 10 percent. (In contrast, General Fund
expenditures during this period have risen at an average annual rate of7.2
percent.) All three agencies supported by the account have contributed
to the upsurge in expenditures. By 1986-87, the CHP's annual expendi
tures will have increased by $166 million, or 54 percent, while DMV ex
penditures will have increased by $81 million, or 52 percent. Th~ ARB's
MVA-funded expenditures will have grown even more rapidly-by $22
million, or 94 percent.

The primary reasons for the significant increases in expenditures from
the MVA are: (1) the significant increase in the number of CHP traffic
officers; (2) the increased costs of DMV's field office automation project;
and (3) the increased costs of ARB's acid rain and toxic air contaminant
research programs.

Our analysis indicates that the rate of growth in expenditures by the
CHP, DMV and ARB probably will decline beyond 1986-87. Still, our
conservative projections show total MVA program expenditures increas
ing by 31 percent during the four years following the budget year-from
$790 million in 1986-87 to over $1 billion in 1990-91.

2. The Current Fee Structure Does Not Produce Sufficient Revenues to
Match the Growth in Program Expenditures. The registration and li
cense fees, which are the MVA's primary revenue sources, are fixed in
dollar terms. As a result, inflation tends to reduce the purchasing power
of these fee rates over time. In contrast, ad valorem taxes, such as the sales
tax, generally permit revenues to keep pace with increases in the price
level, thereby maintaining the purchasing power of the tax. Because they
are not ad valorem, the registration and license fees generate more reve
nue only to the extent there is growth in the numbers of vehicles and
drivers. As a rule, this is not sufficient to cover the growing costs of vehicle
regulatory activities and safety management services.

Based on the projected growth in the number of vehicles and drivers,
we estimate that the resources available to the MVA will grow by only 13
percent during the next four years-from $742 million to $834 million.
When this increase is compared to a projected growth of 31 percent in
expenditures over the same period, it becomes evident that the .current
fee structure will not be able to support current state programs that
depend on the MVA.
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3. More Vehicle Owners Refusing to Comply with Registration Laws.
Another major cause of the revenue shortfall is that drivers, in increasing
numbers, are failing to register their cars. Since 1982-83, the rate of vehicle
registration renewals has dropped from 95 percent to 91 percent-a 4
percent drop in just two years. The Department of Motor Vehicles attrib
utes this decline to a number of factors, including the high costs associated
with registration fees, in-lieu property taxes, use taxes, smog certifications
and mandatory liability insurance. These costs are making drivers increas
ingly resistant to registering their vehicles.

Table 46 compares the costs to register and insure a typical three-year
old car in a metropolitan area with therelated costs of purchasing a similar
model used car. It shows that reregistration alone costs a driver $742
annually, largely due to the cost of mandatory liability insurance. Total
costs, however, are even higher for the driver who buys a similar model
used car. These costs average $1,182 per year-59 percent more than the
reregistration costs of $742.

Table 46
Registration and Mandatory Liability Insurance Costs

for a Three-Year-Old Car
1986

Reregistration
State use ttlX .

Change of ownership .
Registration fee $23
In-lieu property tax :.................................................. 94
Smog inspection and related repairs 70
~tandatory liability insurance (annual premium) 555

Totals :................................................................................. $742

" Six perccnt tax, purchase price $6,725.
h If rcgistration ('xpires within 60 days of purchase, reregistration is required.
,. Sourcc: South('rn California Automobile Association (for San Jose area).

Purchilse
of Used Gilr

$437 "
3

23 h

94
70

555 ,.

$1,182

According to DMV, this resistance on the part of drivers to paying the
increased costs of car ownership has resulted in about 2.1 million vehicles
-about 10 percent of the state's vehicles-being driven on California's
roads and highways without a valid registration. Because of this, the MVA
will lose about $48 million in registration fees in the current year.

The DMV is unable to estimate the revenue loss to the General Fund
and local governments resulting from the failure of drivers to pay the state
use tax and in-lieu property tax. We believe, however, the General Fund
and local governments are being deprived of more than $100 million in
revenues during the current year.

Recognizing the seriousness of this problem, the Legislature recently
enacted Ch 1126/85 (AB 2000) establishing the Registration Amnesty Pro-
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gram. This program allows motorists to register or reregister their vehicles
without penalties during a three-month period starting January 1, 1986.
The Department of Finance estimates that as a result of the AB 2000
program, $8 million of registration fees, or 15 percent of the amount
outstanding, will be collected during the three-month period, and that an
additional $7 million will be collected in 198&-87 as a result of drivers
reregistering their vehicles.

The AB 2000 program may indeed reduce the number of vehicles with
out valid registrations. Unless, however, there is increased emphasis on
enforcement of state vehicle registration laws, there is no reason to believe
that many drivers will change their ways.

Insufficient Enforcement of Vehicle Registration Laws. Given the
increase in the number of oars being driven without a valid registration,
it is evident that the combined efforts of DMV, CHP and local police
departments have not been very effective in enforcing the state's vehicle
registratioI1 laws. This has come about despite the fact that the Legislature
has substantially increased the number of CHP patrol officers on the roads
and highways, and has provided DMV with one of the state's largest
computer networ~s.

Governor Fails to Addres~ the Cause of the Deficit

The Governor's Budget for 198&-87 does not contain any proposal to
address the cause of the deficit in the Motor Vehicle Account-the grow
ing imbalance between account revenues and account expenditures. The
budget proposes no increase in revenues to the account. Nor does it pro
pose any slowdown in the growth of expenditures. In fact, the budget
proposes increases in MVA support of (1) 14 percent for the CHP, (2) 10
percent for the DMV, and (3) 15 percent for the ARB: If these rates were
to continue in· succeeding years, we estimate that the deficit in the MVA
would exceed $1 billion by 1990-91.

In summary, the Governor's Budget pretends that the structural imbal
ance between revenues and expenditures in the Motor Vehicle Account
doesn't exist.

Budget Proposes Transfer ofFunds from the State Highway Account to
Temporarily Close Deficit in the Budget Y~ar. The G~vernor's

Budget attempts to gloss over the $48 million revenue shortfall in the
Motor Vehicle Account during 198&-87 by proposing a $65.7 million trans
fer from the 'State Highway Account (SHA) to the MVA. This transfer, if
approved by theLegislature, would provide a cOlltingency reserve of$17,5
million in the Motor Vehicle Account and a one-year stopgap solution to
the growing funding crisis in the MVA.
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Rather than request that the. Legislature approve the transfer in the
Budget Bill, the Department of Finance indicates that it will authorize the
transfer administratively under· Section 42275 of the Vehicle Code. This
provision allows a transfer of highway funds to the MVA to cover program
costs.

Our analysis indicates thattherearetwo flaws with the proposed trans
fer. First, it leaves untouched the cause of the deficit-a serious imbalance
between MVA expenditures and MVA revenues. Second, the transfer
could result in or enlarge a potential revenue shortfall in the State High
way Account during 1986-87. We estimate that the shortfall.in the SHA
could be as high as $104 million if the transfer takes place. Accordingly,
in our Analysis ofthe 1986-87Budget Bm (Item 2740) , we recommend the
Legislature adopt budget bill language to prohibit the transfer.

Op!ions for Eliminating the Imbalance of Revenues and Expenditures

Given the funding shortfall projected for the MVA during the next five
years, the Legislature has two distinct options available for avoiding a
deficit in the account: (1) it can reduce expenditures----:.and therefore
services-below current levels, or (2) it can increase revenues above the
projected levels.

Reduce Growth in MVA Expenditures. To eliminate the shortfall
without increasing revenues, the Legislature would have to. reduce ex
penditures below the "current service level" by $48 million in 1986-87. In
addition, further incremental reductions of $68 million in 1987-88, $25
million in 1988-89,$29 million in 1989-90, and $31 million in 1990--91 would
have to be made. This would certainly mean (1) sharp cuts in the number
of CHP traffic officers assigned to the field, (2) major reductions of DMV
field offices and computer systems, resulting in longer customer waiting
lines, and (3) sizablereductions in ARB's air pollution research. and con
trol programs. The construction of new CHP and DMV field offices also
would have to be discontinued or drastically cut back.

Such major programcutbacks would not be consistent with the Legisla
ture's long-term goals of (1) providing for effective regulation of the
state's vehicles and drivers, (2) providing for effective management and
enforcernent of the state's traffic laws and driving safety programs, and
(3) improving serviCes to the rnotoring public.

Increase MVA Revenues. To eliminate the shortfall without cutting
current program levels would require the Legislature to increase the
registration fee by about $7, or 30 percent, if the growth in expenditures
is held to 7 percent per year. If, however, expenditures continue to grow
at the current rate of 10 percent per year, an increase of $10, or 44 percent,
would be needed to eliminate the shortfall. Alternatively, the $10 drivers
license fee, which drivers pay every two-to-four years, could be increased
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in order to hold down the size of the increase in registration fees.

Do Both. Obviously, these are not mutually exclusive options. The
Legislature could eliminate the MVA shortfall by (1) holding the growth
in program expenditures to less than 7 percent per year and (2) increasing
user fee revenues.

Funding Imbalance Must Be Addressed

We recommend that the Legislature (1) direct the California Highway
Patrol to establish a task force with the Department ofMotor Vehicles and
local law enforcement agencies to increase compliance with the states
vehicle registration laws and (2) transfer $20 mi1lion in costs for the Air
Resources Board from the MVA to the General Fund. We further recom
mend that the Legislature enact legislation to increase the vehicle registra
tion fee by $6 (to '$29) and the drivers license fee by $4 (to $14), effective
January 1,1987.

Our analysis indicates that the Legislature should take a three-step
approach to eliminating the imbalance between MVA expenditures and
revenues. First, it needs to increase compliance with the state's vehicle
registration laws. Second, it should shift the source of funds for the ARB's
stationary source pollution activities from the MVA to the General Fund.
Third (and unavoidably), it must increase user fees so as to balance ac
count revenues with expenditures.

1. Increase Compliance With the State's Vehicle Registration Laws.
Given the increase in the number of cars being driven on California's
roads and highways without a valid registration, we believe that the CHP
must be more aggressive in its enforcement of vehicle registration laws.
With this in mind, we recommend in The Analysis of the 1986-87 Budget
Bill (Item 2720), that the Legislature direct the California Highway Patrol
to form a task force which includes representatives of the Department of
Motor Vehicles and local enforcement agencies for the purpose of devel
oping and implementing a plan for increased enforcement of the state's
vehicle registration laws.

2. Shift the Source of Funds for Air Resources Board Programs. As
discussed earlier, a significant amount of Air Resources Board activities
which are unrelated to motor vehicles or their environmental effects are
funded from the MVA. Consequently, in The Analysis of the 1986-87
Budget Bill (Item 3400), we recommend that the source of funding for $20
million in ARB activities be shifted from the MVA to the General Fund.
These activities do not appear to qualify for MVA support under the State
Constitution.

3. Increase MVA Revenues. We believe the Legislature must in
crease MVA user fee revenues if it is to maintain current levels of service
to motorists. Specifically, we recommend the Legislature enact legislation

6-80961
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to increase the vehicle registration fee by $6 and the drivers license fee
by $4, effective January 1, 1987. A $6 increase in the vehicle registration
fee (from $23 to $29) would raise about $120 million each year, or $575
million during the five-year period. A $4 increase in the drivers license fee
(from $10 to $14), would. raise about $20 million each year, or $100 million
over the five-year period. Together, these increases would generate the
$675 million needed to eliminate the shortfall· and restore a balance
between expenditures and revenues during the next five years.

Conclusion

This three-step approach we recommend will keep revenues and ex
penditures in balance during the next five years, assuming the growth in
expenditures from the MVA is held to a conservative 7J;,percent annually.
This, however, would leave no funds available for legislative initiatives to
expahd DMV, CHP, or ARB program activities. If the Legislature and the
Governor wish to increase the current level of services provided by these
agencies, further increases in MVA user fees beyond those we recommend
would be necessary.
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Expendnure Issues
THE STATE'S APPROPRIATIONS LIMIT

How WiIJ the Constitutional Limit on State Appropriations Affect the
States Ability to Provide Services?

As discussed in Part Two of this document, the Governor's Budget
proposes that the state's constitutional appropriations limit for the 1986-87
fiscal year be established at $24.2 billion. According to the Department of
Finance, the proposed limit is only $100 million more than the level of
appropriations subject to limitation proposed by the Governor.

We estimate that the level of appropriations proposed in the budget
actually exceeds the state's appropriations limit.

Regardless of whose conclusion is correct, the implications are the same:
the limitation on appropriations which the voters approved seven years
ago has suddenly become an important factor which the Legislature must
take into account in putting together a budget for California.

This section provides some background on the appropriations limit im
posed by Article XIII B of the California Constitution. It also reviews the
legislation which implemented this provision of the Constitution, and
discusses the reasons why the state has not encountered the limit in previ
ous years. In addition, this section analyzes where the state stands in
relation to the limit, given the spending plan presented in the Governor's
Budget and the requirements of current law. Finally, this section presents
our conclusions regarding the likely effects of the limit during the two
years beyond the budget year.

Background

Article XIII B was added to the State Constitution when the voters
approved Proposition 4 on the November 1979 Special Election ballot. The
article does three things:

• It limits the level of tax-funded appropriations which can be made by
the state and individual local governments in any given year. The
limit for each year is equal to the limit for the prior year, adjusted for
changes in the cost-of-living and population, with certain exceptions
as discussed below.

• It requires that state and local governments return to the taxpayers
any moneys collected or on hand that exceed the amount which can
be appropriated in a given fiscal year.

• It requires that the state reimburse local governments and school
districts for the cost of complying with state mandates.

This section will consider only the appropriations limit and refunding
requirements of the measure.
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As noted above, the limit applies only to appropriations financed from
the "proceeds of taxes." The article defines this term to include:

• All tax revenues to the General Fund and special funds,including
those carried over from a prior year;

• Any proceeds from the investment of tax revenues, such as interest
earnings; and

• Any revenues from a regulatory license fee or user charge that exceed
the amount needed to cover the reasonable cost of providing the
regulation, product or service.

Appropriations financed by other sources of revenue, such as tidelands
oil and gas revenues, federal funds, bond funds, traffic fines and user fees
based on reasonable costs, are not subject to the appropriations limit.

Nor does the appropriations limit for the state government apply to
certain specific categories of appropriations, even though these appropria
tions may be financed by tax proceeds. These exempt categories include:

• "State subventions" to local governments and school districts (the
appropriation of these funds is subject to limitation at the local level) ;

• Payments to beneficiaries from retirement, disability insurance and
unemployment insurance funds;

• Payments for interest and redemption charges on state debt existing
as of January 1, 1979, or payments on bonded indebtedness approved
by the voters after that date; and

• Appropriations needed to pay the state's cost of complying with man
dates imposed by federal laws and regulations or court orders.

Article XIII B established the 1978-79 fiscal year as the "base year" for
purposes of computing the initial appropriations limit, and specified that
the initial appropriations limit first apply to appropriations made in the
1980-81 fiscal year.

The initial appropriations limit was computed by calculating the total
amount of "appropriations subject to limitation" in the base year, and then
adjusting this amount to reflect cost-of-living and population changes, as
well as transfers offinancial responsibility, in order to arriveatthe appro
priations limit for 1980--8l.

"Transfers of financial responsibility" occur when one level of govern
ment assumes the burden of financing a service from another level of
government, or when the source of program financing is shifted from tax
proceeds to fees or other nontax proceeds. The appropriations limit of
each entity which is a party to a service transfer must be adjusted by a
corresponding amount, so that in the aggregate, the total amount of their
appropriations limits is no larger after the transfer than it was before. In
the case of a transfer involving the source of financing, the appropriations
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limit must be reduced by the amount of nontax revenue used to finance
the service.

In years after 1980-81, the appropriations limit is equal to the limit for
the prior year, regardless ofhow much was actually appropriated, adjusted
to reflect cost-of-living changes, population changes, and any transfers of
financial responsibility.

Implementing Legislation. Because several of Article XIII B's provi
sions are ambiguous, and appear to work at cross-purposes, it is not a
simple matter to determine the state's initial appropriations limit. In order
to develop a workable set of definitions and procedures that can be used
to calculate the initial limit, one must interpret a large number of the
measure's provisions-a task that requires the use of assumptions regard
ing what the proponents of the measure intended and how the courts
would interpret the various provisions. (Once the initial limit is deter
mined, the task of adjusting it for subsequent years is considerably easier.)

Using opinions supplied by the Legislative Counsel, staff in the Legisla
tiye Analyst's office and in the Department of Finance developed the
methodology needed to establish the appropriations limit for 1980-81.

Before this methodology could be used, however, it was necessary for
the Legislature to give meaning to some of the terms in Article XIII B. For

.example, the term "average daily attendance" (ADA), as it applies to
school districts, could refer to one of several numbers that stand for
"ADA" in the course of the year. (ADA ultimately was defined as average
daily attendance computed for the second annual apportionment of state
school funds.) Accordingly, the Legislature enacted SB 1352 (Ch 1205/80)
to clarify the meaning of the terms used in the measure.

Senate Bill 1352 defines state subventions to local governments as mean
ing only that money received by a local agency from the state which is
unrestricted as to the purposes for which it can be used. As a result, only
about $1.9 billion of the $l1-plus billion which the state will turn over to
cities, counties, and special districts in 1986--87 is considered to be "state
subventions." This $1.9 billion consists primarily of the Motor Vehicle
License Fee subvention and the reimbursement from the state for the
revenue loss associated with the Homeowner's Property Tax Exemption.

With respect to K-12 school districts, SB 1352 defines state subventions
as that portion of a district's revenue limit apportionments necessary to
fund the "foundation program," after taking into account local tax reve
nues. The "foundation program" represents a computed value which gen
erally is less than the revenue limit amount. The balance of the regular
apportionment, as well as apportionments for categorical programs, are
not considered to be subventions. State subventions for Community Col
lege districts and County Superintendents are determined using a similar
formula.
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As a result, approximately $7.4 billion of the $12.7 billion that the state
will turn over to local school districts in 1986--87 is considered to be "state
subventions" and therefore exempt from the appropriations limit. Table
47 illustrates how state aid for local school districts is allocated between the
state and local appropriations limits.

Table 47
Amount of State Aid for Education Included

in State and Local Appropriations Limits
1986-87

(dollars in millions)

Program State Limit
K-12 Education:

Revenue Limits $2,045
Categorical Aids 3,282

County Offices of Education .
Com~unity Colleges 71

The Initial Appropriations Limit. The Legislature officially acted to
set the state's initial appropriations limit when it passed the 1981 Budget
Bill. Control Section i2.2 of the bill set the limits for both 1980-81 and
1981-82.

In establishing these limits, the Legislature included in the computation
of the 1978-79 "appropriations subject to limitation" certain appropria
tions financed by revenue sources which technically were not tax pro
ceeds. Article XIII B states that "proceeds of taxes shall include, but not
be restricted to..." specified items. Given the apparent flexibility accorded
by this language, the Legislature opted to count toward the appropriations
limit appropriations financed by revenues from the sale of state property,
moneys received under the unclaimed property law, and certain other
miscellaneous revenues. The inclusion of these appropriations in the base
was expected to add to the Legislature's flexibility in later years, since
these revenue sources were expected to grow more slowly than the appro
priations limit itself. Appropriations from other, larger sources of nontax
revenues, such as tidelands oil revenues, were excluded in calculating the
initial limit because these revenue sources were expected to show higher
rates of growth.

In summary, the operation of the state's appropriations limit is actually
controlled by three factors: the State Constitution (Article XIII B), the
implementing legislation (Ch 1205/80), and the past practices of the
Legislature in establishing the state's limit.

Limit Not Relevant in Past Years

Chart 24 graphically illustrates the estimated change in the state's ap
propriations limit and in the amount of appropriations subject to limita
tion for each year since the limit became effective in 1980-81. Chart 25
displays the amount of unused appropriations limit for the same period.
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As the data indicate, the "room" between the limit and the amount of
appropriations subject to the limit increased significantly during the first
three years in which the limit was in effect. These increases, in part,
reflected the restraining influence on state revenues of the economic
recessioIl that occurred during this period. Because tax revenues grew
slowly, the state did not have enough money to support appropriations
that could fully utilize the room within the limit. Probably more important
in explaining the trend during the first three years of the limit's existence
was the high rate of inflation that characterized this period. Because the
limit is adjusted for the increase in population and the lower of either the
increase in the U.S. Consumer Price Index or per capita personal income,
the limit increased by almost 21 percent between 1980-81 and 1982-83.

Chart 24

Annual Changes in the State Appropriations Limit and
Appropriations Subject to Limitation a

1980-81 through 1986-87 (in billions)

2

Change in Appropriations Subject to Limitation

Change in Appropriations Limit

- o·5J.-8--o--a":""1""7b--a-1--a--2---"-:-----a-3=----a-4--a-4--":""as---a--5-8---6---a6---a-7-1
a Source: Governor's BUdget. Data for 1986-87 fiscal year represent Legislative Analyst office's estimates, based

on Governor's Budget as proposed.
b Represents change for two-year period between 1978-79-and 1980-81.

In 1983-84, the gap between the limit and appropriations subject to the
limit began to narrow, as the state's economy recovered from the reces
sion and began to generate tax revenues that could be used to increase
appropriations. These tax revenues, in turn, were used· to expand pro
grams, particularly in the area of education. This is evidenced by the fact
that appropriations subject to the limit grew by over 9 percent in 1983-84.
At the same time, the rate of growth in inflation and per capita personal
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income sank to record lows, causing the limit to grow by only 4.4 percent.

In 1984-85, the amount of unused "room" within the limit fell dramati
cally, as appropriations subject to the limit climbed by more than $3
billion. This increase reflected the dramatic improvement in the condition
of the General Fund brought about by a healthy economy. Fiscal year
1984-85 also marked the second straight year that the inflation rate re
mained below 5 percent, causing the state's limit to grow at a rate less than
one-half the rate of growth in appropriations subject to the limit.

Chart 25

Amount of Unused Appropriations Limit"
1980-81 through 1986-87 (in billions)

$3.

2.

1.

o.

-O.5--I--------- --__----..,..----------i
80-81 81-82 82-83 83-84 84-85 85-86 86-87

a Source: Governor's Budget. Data for .1986-87 represent Legislative Anaiyst Office's estimates, based on Governor's
Budget as proposed.

The Governor's Budget estimates that in the current year, the amount
of unused "room" within the limit will remain at about what it was in
1984-85. That is, the rate of growth in both appropriations and the limit
will largely parallel each other.

This estimate, however, gives a false signal as to the underlying trends.
This is because over $500 million in 1985-86 spending is not included in the
amount of "appropriations subject to limitation" because it is being fi
nanced from the Special Fund for Economic Uncertainties. Article XIIIB
specifies that appropriations into this reserve account are subject to the
limit, but appropriations from .the account are not. If current revenues had
been available to finance this spending, "appropriations subject to limita-
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tion" in 1985-86 would have been $500 million higher than what is shown
in the budget document.

The 1986-87 Predicament

As noted earlier, the budget indicates that the amount of "appropria
tions subject to limitation" proposed by the Governor will be $100 million
less than the "appropriations limit" for 1986-87. Our analysis leads us to
a different conclusion-that the appropriations proposed in the Gover
nor's Budget actually exceed the allowable amount by $238 million. Two
factors account for this conclusion.

The' Appropriations Limit Reflected in the Budget is Too High.
The Gover~or'sBudget for 1986-87 estimates that the limit for 1986-87 will
be $24.2 billion. We emphasize the word "estimates" because the data
needed to determine the limit for 1986-87 will not become available until
May. Furthermore, the limit will have to be "administratively adjusted"
during the course of the year in order to reflect any transfers of financial
responsibility that take place after the budget is adopted.

Nevertheless, given the information that is now available, we find that
the Governor's Budget overstates the limit by approximately $70 million.
This is because the Department of Finance has chosen to raise the limit
by more than what inflation and population changes would warrant. The
department has done so citing several "transfers of financial responsibili
ty" that occurred in 1985.

The events which the department refers to do not appear to involve any
such transfers. For example, the department has raised the state's limit by
$50 million to reflect the additional state funding provided in the 1985
Budget Act for the Medically Indigent Services program. This augmenta
tion, however, reflects no underlying change in either the counties' or
state's responsibility toward program beneficiaries. The increase was pro
vided merely to ensure that the state's reimbursement for the costs man
dated on counties by this program did not continue to lag behind the
growth in program costs. More importantly, since the state already is 100
percent responsible for financing the costs of this state-mantlated local
program, there is no way to justify an increase in the limit by claiming that
the state "increased" its share of responsibility for the program's cost.

The other adjustments to the limit proposed by the department present
similar problems.

The Appropriations Called for in the Budget are Understated. In
order to compute the total amount of "appropriations subject to limita
tion," it is necessary to first count all appropriations from those state funds
which derive their revenue in whole or in part from the "proceeds of
taxes." The total of these appropriations is then reduced by the amount
of appropriations financed by fee revenues, revenues from state-imposed
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penalties, tidelands oil revenues, and certain other non-tax revenues. Fi
nally, the amount of unrestricted state subventions to local governments
and school districts, and the cost of voter-approved debt service, are sub
tracted. Here again, it is important to recognize that many of the figures
used in making this computation are only estimates of the amount to be
expended, and are subject to significant revision.

Our review of the Department of Finance's calculations uncovered
several discrepancies which, when corrected, raise the total amount of
"appropriations subject to limitation" by approximately $267 million. One
item accounts for most of the increase. In computing the total amount of
appropriations proposed for 1986-87, the department omitted a $200 mil
lion "reserve for additional expenditures" in the State Highway Account
(State Transportation Fund). Although the Budget Bill does not propose
the appropriation of these funds, the department intends to seek legisla
tion appropriating the funds for new projects. Even if it chose not to seek
such an appropriation, however, under the provisions of existing law the
funds would be appropriated automatically on June 30, 1987. Most of the
remaining difference relates to the exclusion of $50 million in statutory
appropriations financed by the Universal Telephone Service tax.

To summarize, our analysis indicates that the budget proposed by the
Governor calls for appropriations that exceed by approximately $238 mil
lion the limit imposed by Article XIII B of the State Constitution. Assum
ing no changes in either the revenues or the expenditures reflected in the
budget (a most unrealistic assumption to be sure) , this amount would have
to be eliminated from the proposed spending plan and returned to taxpay
ers before June 30, 1989. In the next section we discuss some of the ways
in which these estimates may change, and the options that are available
to the Legislature for producing a different outcome.

Is a Violation of Article XIII B Inevitable in 1986-87? As noted ear
lier, all of the calclliations regarding Article XIII B are based on estimates.
Some of these involve the amount that will be spent in 1986-87 under
various "open-ended" programs, so that it will not be possible to ascerta~n

the exact degree of compliance with the article's requirements until well
after· the 1986-87 fiscal year is completed.

The state's position relative to the appropriations limit can change
markedly if some of the more important assumptions underlying the ini
tial calculation change. For example, if the actual CPI adjustment differs
from the projected adjustment by one percentage point, the appropria
tions limit for 1986-87 will be $230 million higher or lower. Similarly,
changes in General Fund revenue from what is projected in the budget
for 1986-87 will increase or decrease "appropriations subject to limitation"
on a dollar-for-dollar basis. This is because these changes will raise or lower
the amount available for appropriation to the Special Fund for Economic
Uncertainties.
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In what direction are these changes likely to go? At this point, there is
no reason to believe that the estimates of revenues and CPI adjustment
are either too high or too low. There is one factor in the equation, howev
er, that is likely to put the state even further above its limit. This factor
involves voter-approved debt service. .

The budget's estimate of expenditures for voter-approved debt service
in 1986-87 obviously is too high. As we explain in Part Two of this volume,
moreover, the uncertainty surrounding federal tax reform and its effects
on tax-exempt debt is likely to keep debt-service payments well below the
budget estimate. Under existing law, the amount saved as a result of the
shortfall is automatically appropriated to the Special Fund for Economic
Uncertainties unless it is appropriated for some other purpose. This would
increase "appropriations subject to limitation" because appropriations for
voter-approved debt service are exempt from the limit, while appropria
tions to the special fund or for program expansions are not.

If the CPI adjustment is lower than estimated, it will pose a special
problem for the Legislature because of the way "state subventions" is
defined. To the extent that the CPI adjustment is lower than 3.4 percent
(the adjustment assumed in the budget), the amount of state aid included
within local school districts' limits is automatically lower as well. This
means more state school aid will be subject to the appropriations limit at
the state level, even if the total amount of state aid is unchanged. This
"additional" state aid, moreover, would have to be accommodated within
a state appropriations limit that is lower because of the smaller CPI in
creaSe-a double whammy. If the CPI adjustment is higher than estimat
ed, on the other hand, the amount of state aid subject to the local limit
increases, as does the local limit, and less state aid remains to be accom
modated within a higher state limit.

The Legislature also will have an opportunity to change the relationship
between appropriations subject to the limit and the limit itself. It can
bring about such a change:

• By increasing expenditures for "state subventions" to local govern
ment;

• By enacting new "tax expenditure" or tax refund programs;
• By increasing appropriations for General Fund debt service (provid

ed that the voters approve additional bond authorizations at the June
1986 election); or

• By appropriating more funds to comply with court orders (assuming
the amounts necessary to comply with such orders can be identified).

Each of these actions would reduce appropriations subject to limitation by
the Constitution. If not accompanied by actions to reduce spending for
other categories of expenditure, however, the additional room within the
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appropriations limit wouldcome at the expense of the state's contingency
reserve.

Thus, it is clear that the state's accommodation to the constraints im
posed by Article XIII B in 1986-87 is but one part of a complex budgetary
equation that must be solved by the Legislature and the Governor.

Article XIII B also provides two methods by which the appropriations
limit may be exceeded. First, the limit may be exceeded in the event of
an emergency, provided that the appropriations limit for the succeeding
three years is reduced to prevent an aggregate increase in appropriations
over the four-year period. Second, the limit may be changed bya majority
popular vote, but any such change could only remain in effect for a four
year period.

The Long-Range Outlook

Given that the state has used up the breathing room it once had within
its appropriations limit, the limit can be expected to constrain state spend
ing so long as the economy remains strong and inflation remains moder
ate.

In the event there is a significant slowdown in the state's economy, state
revenues might not grow fast enough to keep pace with the limit. This,
in fact, is what occurred in 1981-82 and 1982-83, thereby opening up the
large gap between the limit and the amount appropriated in those years.
The consensus of business economists indicates that a recession will begin
sometime before 1988.

As we discuss in Part One of this volume, the long-range forecast offered
by the administration includes no provision· for an economic slow-down.
If this forecast proves correct, the economy will produce revenues well in
excess of the amount needed to maintain expenditures at a constant "real"
per capita level, making it necessary for the state to refund the excess tax
in the future.

POPULATION GROWTH IN THE YOUTH AUTHORITY

What Options Does the Legislature Have to Alleviate Overcrowding in
Youth Authority Facilities?

The institutional population of the Department of the Youth Authority
is increasing rapidly. The department's current-year support budget is
based on a low-growth assumption that the ward population will increase
from 6,440 on June 30, 1985, to 6,575 on June 30, 1986. By January 1, 1986,
however, the number of wards in the department's institutions and camps
already had reached 7,I00-a higher level than had been predicted for the
end of the year. Moreover, the department's revised population projec-
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tions now indicate the need to house 7,300 wards by the end of the current
year and 7,700 wards by the end of the budget year.

Given the design capacity of the department's existing institutions and
camps (5,915), the Youth Authority will be overcrowded by 1,785 wards
at the end of the budget year. Thus, it will be operating at about 130
percent of capacity.

Chart 26 depicts the historical and projected growth in ward population
from 1981-82 through 1990-91.

Chart 26
Department of the Youth Authority
Institutional Population

Number 1981-82 through 1990-91 (in thousands)
of Wards

1

Corrections inmates
housed under Youth Authority
supervision.

Youth Authority wards

81-82 82-83 83-84 84-85 85-86 86-87 87-88 88-89 89-90 90-91
(proj.)

Nature of the Youth Authority Population Problem

The increase in ward population is not primarily the result of an increase
in juvenile and criminal court commitments to the Youth Authority. Since
1981-82, first commitments from juvenile court have remained relatively
stable and criminal court first commitments have declined by 74 percent.

In part, the rapid increase in population in the current and budget years
is due to a heavy intake of correctional inmates committed under the
provisions ofCh 701/83 (SB 821). This measure specifies that in sentencing
a person under the age of 21 to serve time in state prison, the court may
order that person transferred to the custody of the Youth Authority to
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serve all or a portion of his or her confinement time. At the beginning of
1984-85, a total of 206 SB 821 inmates were housed in the Youth Authority.
One year later, a total of 973 such inmates were housed in its facilities.
Chart 26 also shows how these inmates will affect the growth in Youth
Authority population in future years.

Although SB 821 transfers have increased dramatically, the depart
ment's population projections do not anticipate an increase in the rate of
such transfers during the next five years. Similarly, the department
projects that minors committed by both juvenile and criminal courts will
remain stable. The primary reason why the Youth Authority ward popula
tion is projected to continue increasing is because of a dramatic rise in the
length of time that wards are expected to stay in Youth Authority institu
tions. Chart 27 depicts the actual increase in average ward length-of-stay
since 1981-82, as well as what the department projects through 1990-91.

Chart 27

Department of the Youth Authority
Ward Average Length of Stay
1981-82 through 1990-91

81-82 82-83 83-84 84-85 85-86 86-87 87-88 88-89 89-90 90-91
(proj.)

As Chart 27 indicates, ward length-of-stay has increased 3.7 months since
J981-82, and the department expects it to increase by an additional 4.2
months by 1990-91. Simply explained, an increase in a ward's length-of
stay contributes to institutional overcrowding by delaying his or her de
parture from Youth Authority facilities. Even if the number of first admis-
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sions remains unchanged, the institutions become more crowded as each
ward stays in the institutions longer.

For example, in 1981-82, total first admissions to the Youth Authority
(including both juvenile and criminal court commitments as well as per
sons returned to the institutions due to parole violations) totaled 4,643. In
the same year, about the same number of wards-4,646-were paroled or
transferred out of departmental facilities. This resulted in a net decrease
of three wards in the institutional population by the end of the year.

By 1984-85, however, the number of wards committed to the Youth
Authority in that year exceeded by 597, or about 14 percent, the number
of wards released from department institutions. Clearly, as Youth Author
ity wards spend more time within institutions, overcrowding problems
will continue.

Reasons for Increasing Length-of-Stay.

There are various explanations for why the average length-of-stay has
increased. For the most part, however, length-of-stay is affected by two
major factors: (1) the parole consideration date established for each ward
and (2) the "time cuts" granted for good behavior and "time adds" im
posed for poor progress within the institution.

Parole Consideration Dates. When a ward is first committed to the
Youth Authority, the Youthful Offender Parole Board (YOPB) must estab
lish a parole consideration date (PCD) for the ward. The PCD represents
the interval of time which the board believes the ward should stay in a
Youth Authority institution before he or she is ready for parole. The YOPB
employs a classification system for determining a ward's parole considera
tion date that is based on the seriousness of the commitment offense and
the degree of danger which the ward poses to the public.

Table 48
Historical Changes in Parole Consideration Dates (PCDs)

for Selected Commitment Offenses

PCDs
Prior to

Commitment Offense lIme 1, 1978"
Murder, 1st and 2nd degree 3 years
Voluntary manslaughter 3 years
Assault with deadly weapon or force 1 year
Robbery 1 year
Burglary, 1st degree 1 year
Sale of narcotics 1 year
Grand theft-person 1 ye<\r
Attempted murder...................................................................... 1 year
Forcible rape 1 year
Battery with injury.................................................................... 1 year

Current
PCDs

1985-/36
6 years
3 years

1.3 years
1 year
1 year

1.3 years
1 year

2 years
2 years

1.3 years

PCDs
Proposed by

Youthful Offender
Pi/role BOi/rd h

7 years
4 years

1.5 years
1.5 years
1.5 years

2 years
1.5 years

4 years
3 years

1.5 years

"The Youthful Offender Parole Board (YOPBj adopted a new ward classification system in 1978.
h Proposed policy changes to parole consideration dates approved by the YOPB in November 1985. These

changes have not yet been approved by the Office of Administrative Law.
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In recent years, parole consideration dates have risen steadily, as shown
in Table 48. For instance, a ward committed to the Youth Authority for
murder before 1978 received a parole consideration date of three years
from the date of commitment. Under current board policies, the parole
consideration date for this offense has increased to six years. Under the
proposed parole consideration date changes recently approved by the
board, the PCD for murder would increase to seven years. Such increases
have cqntributed to the rise in the average length-of-stay and, thus, to
overcrowding in department institutions. We discuss these proposed
changes in more detail later in this analysis. . .

"Time Adds and Time Cuts." The second factor which determines
how long a ward spends within the Youth Authority institutional system
is the "time adds" and "time cuts" granted by the YOPB. These actions
extend or reduce a ward's parole consideration date, respectively. De
pending upon a ward's progress within the institution, the YOPB has the
ability to grant reductions in commitment time to reward positive behav
ior, and to increase commitment time for negative actions.

Over the past several years, there has been a change in the pattern of
time adds and time cuts granted by the board. For example, during the
last nine months of fiscal year 1981-82, time adds arid time cuts occurred
at a rate which, in total, reduced approximately two weeks from the
averagelength-of-stay. The department's most recent projections, howev
er, indicate that time adds and time cuts will occur at a rate which will add
more than four and one-half months to the average ward's length-of-stay.
This change clearly adds to the department's overcrowding problem.

According to the Youth Authority, two principal factors have contribut
ed to the increase in time additions. First, incidents resulting in time adds
are more common in many overcrowded institutions, as wards become
more difficult to manage. Second, the board is making a greater number
of decisions at the time of a ward's first parole release hearing which
increase the amount of time that the ward must remain committed to the
Youth Authority. The department suggests that many of these decisions
are based on a ward's failure to complete a substance abuse treatment
program.

Alternatives to Alleviate Institutional Overcrowding

Developing solutions to the Department of the Youth Authority's over
crowding problem will pose a major challenge for the state in 1986. In the
discussion which follows, we present some of the alternatives the Legisla
ture may wish to consider for alleviating overcrowding in Youth Authority
facilities.
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1. Early Release of Juvenile Offenders. One alternative would be
to establish an early release system for juvenile offenders. The State of
Washington has adopted this approach. Its early release system specifies
that when the population of the state's juvenile institutions exceeds 105
percent of the rated bed capacity, the secretary of the state Department
~f Social and Health Services may recommend population reductions to
the Governor. The secretary then has the authority to release a sufficient
number of juvenile offenders to reduce the ward population to 100 per
cent of rated bed capacity.

Under the Washington law, the secretary must first release those juve
niles who have served the greatest proportion of their sentence, and must
notify each member of the Legislature and the committing court when a
juvenile has been released. In no event, may juveniles who have commit
ted serious crimes participate in the early release program. Moreover, all
juvenile offenders who are released must be assigned to the department's
parole program. In a recent study, the Washington State Department of
Juvenile Rehabilitation determined that in order to bring the population
of its juvenile facilities to their rated bed capacity, the commitment time
for all wards would have to be reduced by an average of 18 days.

Establishing an early release policy would provide a swift mechanism
for reducing overcrowding in the short term. In addition, such a policy
would produce savings to the General Fund because the average per
capita cost of housing a ward within an institution or camp ($30,800 in
1986-87) is over six times greater than the average per capita cost of
providing parole services for the same ward ($4,700 in 1986-87). Any early
release program, however, must be based on decisions regarding the abili
ty of individual wards to function successfully in the community once
released, as well as on public safety considerations.

2. Special Programs to Reduce Ward Length-of-Stay. A second al
ternative would be to expand the number of special programs designed
to reduce ward length-of-stay. The Youth Authority currently operates
two "Planned Reentry" or "PREP" programs which provide intensive
rehabilitative services within a shorter treatment period, with the goal of
reducing the length-of-stay. A third program is targeted at parolees who
are returned to the department's institutions for technical violations of
their parole conditions. The purpose of this program is to make these
violators ready for return to their community in a shorter period of time
by focusing on the reasons why the individual ward failed on parole, as
well as on the basic life skills which are needed for success on parole.

Another type ofspecial program is designed to address specialized treat
ment recommendations made by the YOPB. According to the Youth Au
thority, an increasing number of time additions are imposed by the board
because wards have failed to complete a recommended specialized treat-
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ment program, such as for substance abuse. Although the Youth Authority
currently operates several substance abuse treatment programs, there is
a significant backlog of wards waiting for placement and some treatment
programs have not been recognized formally by the YOPB.

Special programs generally require higher staffing levels or other re
sources which cause them to be more costly. To the extent that such
programs are successful, however, the programs may generate long-range
savings by reducing a ward's institutional stay or the probability that he
or she will be recommitted. The Legislature maY,therefore, wish to con
sider directing the department to establish additional programs of this
type in order to help alleviate institutional overcrowding.

3. Modify Parole Consideration Dates. A third option would in
volve legislative intervention in the determination of parole consideration
dates for juvenile offenders. Currently, the YOPB has sole authority for
establishing parole consideration dates.

As noted above, these dates have increased substantially over the past
eight years. In addition, the YOPB has proposed amendments to Title 15
of the California Administrative Code which, if approved by the Office of
Administrative Law, would further increase parole consideration dates for
many commitment offenses. If these changes are adopted, the YOPB
indicates that the average ward length-of-stay will increase by approxi
mately two months. The board also estimates that if the proposed amend
ments are adopted, they will increase the Youth Authority's institutional
population by 531 wards, once the full effect of the change has occurred
(1990-91). The board states that such an increase will require additional
institutional bed space, at an estimated General Fund cost of$58.8million.

Clearly, the question of how long a juvenile offender should be institu
tionalized is a major policy issue. Answers to· this question must rest on
judgments regarding the effect that length-of-stay has on the ability of a
ward to function successfully in the community 'once released, as well as
on public safety considerations. The Legislature has largely delegated the
responsibility for making these decisions to the YOPB. Given the current
overcrowding problem in Youth Authority institutions, the Legislature
may wish to reduce or prevent further increases in, ward length-of~stayat
this time. (Please see our discussion of the YOPB budget in the Analysis
-Item 5450.)

4. Expand Bed Capacity. Another option for alleviating Youth Au
thority institutional overcrowding involves the construction of additional
institutional bed space.

The Youth Authority's population management plan relies heavily on
continued overcrowding of institutions and camps until additional bed
space can be provided through the capital outlay process. This plan will
result in major short-term capital outlay andlong-term operating costs. In
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fact, the department estimates that its five-year capital outlay plan (which
proposes the construction of five new 600-bed institutions) would require
one-time expenditures of about $400 million for capital outlay and equip
ment, and additional expenditures for operations of $92 million per year.
A discussion of this option appears in the capital outlay portion of the
Analysis (Item 5460-301).

Alternatives to Building New Institutions Warrant Consideration

We recommend that the Department ofthe Youth Authority prepare a
report which evaluates options for alleviating overcrowding in Youth Au
thority facilities, and submit its findings to the Legislature by November
1,1986.

The department's population management plan places minimal empha
sis on alternatives to building new institutions. This is in sharp contrast to
the Youth Authority's position as recently as 1981-82, when it proposed to
limit the institutional ward population by reducing length-of-stay through
(1) early referral of wards for parole and (2) asking the YOPB not to add
time for minor disciplinary infractions. The 1986-87 budget, however,
reflects no such proposals.

In order for the Legislature to assess the adequacy of the department's
population management plan, we recommend that the Department of the
Youth Authority prepare and submit to the Legislature a report which
evaluates the potential for alleviating institutional overcrowding through
the use of options such as those discussed above. At a minimum, the
department's report should address in a comprehensive fashion:

• The impact of each option on ward rehabilitation and public safety.
• The potential costs and benefits of each option.
• The effect each option co!.lId have on the need to provide additional

bed space through the capital outlay process.

We further recommend that the department submit this report to the
Legislature by November 1, 1986.

PRISON SUPPORT COSTS

How Can the Legislature Control Expenditures for the State's Correction
al System?

During recent years, expenditures for the state's prison system have
increased dramatically. In fact, the cost to the General Fund of the state's
correctional system is likely to grow at a faster rate than state revenues.
As Table 49 shows, the rate of growth in these expenditures has been
nearly twice the growth rate for General Fund revenues during thepast
10 years.
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Table 49
Prison Costs Grow Faster than General Fund Revenues

1977-78 through 1986-87
(dollars in millions)

DepllrtmeIlt of
GeIlemJ Fund Corrections'
Rel'enues lind GenerllJ Fund

Yellr Tmnsfers Bildget
1977-78............................................................ $13.732.4 $253.8
1978--79............................................................ 15,217.4 256.3
1979-80............................................................ 18,042.8 302.1
1980-81............................................................ 19,047.5 370.7
1981-82............................................................ 20,920.6 426.5
1982-83............................................................ 21,231.1 486.8
1983-84............................................................ 23,822.1 594.3
1984-85 26,605.9 766.6
1985-86" 28,186.6 983.5
1986-87 h 31,023.6 1,184.5
Average annual change over the 10-year period .

" Estimated
h Proposed

PerceIlt ChllIlge
From

Prel'ious Yellr
GenemJ DeplirtmeIlt of

FUIld Corrections
20.4% 13.7%
10.8 1.0
18.6 17.9
5.6 22.7
9.8 15.1
1.5 14.1

12.2 22.1
11.9 29.0
6.2 28.3

10.1 20.4
9.5% 18.7%

The upward trend in correctional expenditures will continue for many
years. The costs associated with the rapid rise in the prison population,
coupled with the major costs imposed by numerous court orders and the
activation of new prisons that are more costly to operate than existing
facilities, will continue to place a heavy burden on the General Fund
demanding a larger and larger share of the available resources. As the cost
of operating the correctional system outpaces the growth in General Fund
revenues, the Legislature will face a series of difficult policy choices re
garding how the burgeoning prison system should be financed. Unless the
Legislature takes action to raise taxes or limit the growth in prison support
costs, funds will have to be diverted from other General Fund programs.
Those programs that are most vulnerable are those that receive the largest
amounts of General Fund support-education, health, or welfare.

Growth in Corrections' Costs

In the past, the Legislature has funded more than 97 percent of the
Department of Corrections' ,(CDC) support budget from the General
Fund. The Governor's Budget for 1986-87 requests a General Fund appro
priation of approximately $1.2 billion for CDC support-20 percent above
estimated expenditures in the current year.

Since 1977-78, General Fund support for CDC has increased by 431
percent. During the same period, total General Fund expenditures have
increased 223 percent. As a re1>ult, CDC's share of the General Fund
budget for state operations has nearly doubled in eight years, from 8.3
percent in 1978-79 to 15 percent in 1986-87. We estimate that by 1990, the
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cost to the General Fund of operating the prisons will exceed $1.7 billion,
or more than 17 percent of projected GEmeral Fund costs for state opera
tions. Chart 28 shows the growth in CDC's share of General Fund state
operations costs, which we have projected through 1989-1990.

Chart 28

Prison System Takes Increasing Share of
General Fund Budget for State Operations·
1978-79 through 1989-90
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• Estimated by Legislative Analyst's Office based on Governor's Budget and Department of
Corrections' projections.

Comparisons with Other States

California is not unique among the states in having to devote a larger
share of available funds to maintaining its correctional system. The Na
tional Conference of State Legislatures (NCSL) recently reported that
from 1979 to 1983, spending for corrections among states increased by an
average of 79 percent, while aggregate state spending rose 48 percent. In
fact, NCSL indicates that spending for corrections was the fastest growing
expenditure category in state government during the four-year period,
exceeding the growth in spending for education, health, welfare, and
transportation.

Growth in Inmate Population

Obviously, the major reason for the increased costs of the prison system
is that the inmate population has increased sharply. Tougher laws, coupled
with a stronger law enforcement climate and a larger state population,
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have brought about the growth in the inmate population. Table 50 shows
the inmate population over the past 10 years and what CDC expects it to
be for the remainder of the decade.

Table 50
State Prison Population Growth

1976 through 1990 0

Year
(As ofJune 30) Inmate PopulMion
1976...................................................................................................................................................... 20,345
1977 21,525
1978...................................................................................................................................................... 20,629
1979 22,534
1980...................................................................................................................................................... 23,511
1981...................................................................................................................................................... 26,768
1982...................................................................................................................................................... 32,127
1983...................................................................................................................................................... 37,228
1984...................................................................................................................................................... 42,130
1985...................................................................................................................................................... 47,075
1986 (projected) 52,525
1987 (projected) 58,060
1988 (projected) ,............................. 62,095
1989 (projected) 65,555
1990 (projected) 68,370

" Source: Department of Corrections

Increases in the prison admission rate and length of prison sentences
have been the primary factors causing the inmate population to swell. The
prison admission rate has doubled in less than 10 years. In 1977-78, approxi
mately 72 persons were admitted to prison per 100,000 population; by
1984-85, the number had increased to almost 136. The CDC projects that
the admission rate will reach approximately 157 per 100,000 in 1986-87.

During the 1970s and early 1980s, the Legislature enacted a number of
statutes and the public approved several ballot initiatives that, together,
have resulted in longer prison sentences. In 1981, the average sentence for
males and females in CDC institutions was approximately 3.7 years and 2.7
years, respectively. By 1985, the average sentence had increased to 4.1
years for males and 3.1 years for females.

Impact of the New Prison Construction Program on Prison Operating Costs

Although growth in the state's inmate population is the major reason for
the increase in state correctional costs, the department's new prison con
struction program is a contributing factor as well. The CDC is in the midst
of what is the largest new prison construction program in the nation.
During 1986-87, the department plans to open five new prisons and acti
vate more than 8,500 new beds. The department is authorized to construct
another four prisons that will provide an additional 7,400 beds beyond the
budget year.
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The new prison construction program will incr~ase prison costs for
several reasons: First, as new prisons are activated, the level of prison
overcrowding will decline significantly. Because crowded prisons general
ly are less expensive to operate on a per capita basis, transferring inmates
from crowded to new prisons will increase per capita costs.

Second, the new prison facilities generally will have smaller housing
units that are more staff-intensive than existing facilities. For example, two
recently activated prisons, the California Medical Facility-South at Vaca
ville and the Southern Maximum Security Complex at Tehachapi, have
the lowest inmate-to-staff ratios of any California institutions other than
San Quentin State Prison (which houses the state's most dangerous felons
and is under restrictive court orders). The lower inmate-to-~taffratio
greatly increases per capita costs.

Third, the current prison system does not provide work or educational
program activities for all inmates, although it is the department's goal to
provide greater programming at the new institutions. As the department
provides more of these program activities, per capita costs will increase.
This is because more personnel are needed to supervise inmates in small
work crews or classrooms than to supervise them in large groups (for
example, in a prison recreation yard). These additional costs would be
offset to some degree, however, because impates can reduce their time
served in prison by participating in a work or educational program.

.Costs priven by Courts
For the most part, prison support costs are linked to legislative policies,

such as sentence length and programming requirements. Some costs,
however, are outside the Legislature's control-those imposed by courts.
In recent years, a npmber of court decisions have increased prison op~rat

ing costs. One decision, Toussaint v. McCarthy, has forced the department
to (1) reduce its inmate population at maximum security institutions, (2)
add large numbers of additional staff, and (3) make major modifications
to the facilities. In 1985, the department added 191 positions, at a cost of
$5.2 million, to meet staffing requirements specified by the court monitpr
in the Toussaint case. The department's projections suggest that full-year
funding for these positions will cost the state approximately $9 million
annually, beginning in 1986-87. This amount does not include the multi
million dollar costs of either capital improvements or attorney fees.

Many lawsuits that are still being litigated have increased prison operat
ing costs as well. The department indicates that Durggan v. McCarthy was
a major factor in its request for $4.5 million in 1985-86 to upgrade prison
hospitals for licensure by the state Department of Health Services. That
proposal will result in ongoing costs of more than $10 million annually.

Court deci~ions such as these not only reduce the Legislature's control
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over state spending but constrain its ability to achieve its priorities
through the budget process.

Options for Controlling Rising Prison Support Costs

In order to reduce the pressure to cut back other state programs or raise
taxes in order to finance the rising costs of the prison system, the Legisla
ture may wish to consider a number of options for controlling these costs.
These options, which we discuss below, fall into one of two basic catego
ries: (1) options that reduce the inmate population and (2) options that
reduce the cost of inmate care once an inmate is in the prison system.

Options to Reduce the Inmate Population

The first three options would reduce General Fund costs by reducing
the number of inmates in prison.

1. Selectively Reduce Prison Terms. The simplest way to reduce
the ongoing cost of the state prison system is to reduce prison terms for
selected offenses, thus incarcerating inmates for shorter· periods of time.
Although this option probably would yield greater savings and more relief
to prison overcrowding than any other option, it goes counter to the trend
of recent legislation.

Under current law, all persons convicted of crimes other than murder
are sentenced to fixed or "determinate" prison terms. The actual length
of an inmate's stay in prison, however, typically is not equal to the length
of his or her sentence, since the amount of time an inmate serves can be
reduced through a system of credits. Inmates can earn a sentence reduc
tion of up to one-half by participating in prison work programs and other
approved assignments. Consequently, although full-year per capita sup
port costs for one inmate currently are $16,932, each statute that adds one
year to an inmate's sentence results in additional incarceration costs of
between $8,466 per year (all sentence reduction credits) and $16,932 (no
sentence reduction credits). Inmates also earn "preconfinement credits"
for time served in county jail prior to when they are admitted to prison.

Table 51 shows the average length of determinate prison sentences
received by inmates admitted to state prison in 1984-85, along with the
estimated average incarceration cost for each~ These figures reflect es
timated preconfinement and work/ training credits. As the table shows,
the average sentence is approximately four years, while the estimated cost
of incarcerating an inmate over the length of his or her stay in prison is,
on average, slightly greater than $40,000 (in 1986-87 dollars).
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Estimated
Prison
Costs

Per Inmute
1986-87(

$51,082
42,338
35,787
21,807

115,996
85,01l
26,744
71,865

120,042
40,206

$40,216

AI'eruge
Sentence
(Years)

5.07
4.20
3.55
2.16

11.51
8.44
2.65
7.13

11.92
3.99

3.99

Table 51
Average Sentence Length and Prison Costs for

Inmates with Determinate Sentences

Estimilted
Time to
Serve in
Prison"
(Yeurs)

3.02
2.50
2.11
1.29
6.85
5.02
1.58
4.24
7.09
2.37

2.38

Totul
Offense .4dmissiollS "
Robbery 2,823
Assault 1,625
Burglary 5,283
ForgeryITheft 4,562
Rape ,..... 484
Other Sex Offenses 1,295
;'\arcotics 3,601

~~~l~~~!~~;i:::::::::::::::::::::::::::::::::::::::::::::::::::::::::: ~~
Other Offenses 2,607

Totals 22,858

"l\;ew prison admissions and parole violators with new terms, 19~ (most recent data available).
"Includcs estimated work/training and preconfinemcnt credits.
(' Bascd on 1986-87 per capita costs ($16,932/year).
d Includes attempted murder, attempted kidnapping, attempted train wrecking, and attempted aggravat

ed assault by a life prisoner.

Only the crimes of first and second degree murder are punishable by
indeterminate prison sentences. Table 52 shows the number of persons
receiving indeterminate sentences in 1984-85 (so-called "lifers"). Al
though the number of "lifers" admitted to prison on an annual basis is
much lower than the number of persons sentenced to determinate terms,
the potential cost of these inmates obviously is much greater. An inmate
who spends 12.5 years in prison for first degree murder, for example, will
cost the state at least $211,650 (in 1986-87 dollars) ; if the same inmate were
to serve 25 years in prison for the same crime, the state's costs for incarcer
ation would be at least $423,300 (in 1986-87 dollars).

Table 52
Prison Costs for Inmates with

Indeterminate Sentences

Total
Offense Admissions"

Murder, First Degree.................................................................... 291
Death Penalty (20)
Life Without Parole (54)
25 Years to Life (217)

Murder, Second Degree
15 Years to Life 313

Total , 604

Minimum
Time to Sen'e

(Yeurs) "

12.5

7.5

Minimum
Prison Costs
Per Inmute

1986-87('

$211,650

$126,990

"Preliminary data for 19~ (most recent data available).
" Data on preconfinement credits not available.
(' Based on 1986-87 per capita costs ($I6,932/year).
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2. Early Release. One option that has been used effectively in
other states to reduce the number of inmates in the prisort system and
limit overcrowding is toreleasesoine inmates prior to the end of their
terms. Such a program could, for example, allow the Department of Cor
rections to release onparole certain nonviolent inmates 30, 60, or 90 days
in advance of their scheduled parole dates. Early release could be tied to
overcrowding levels and could be used under limited circumstances
such as when the prison system reaches a certain level of overcrowding,
or when the release is authorized by emergency proclamation of the
Governor or resolution by the Legislature.

If, for example, the Department of Corrections had released 1,500 of the
24,711 inmates released in 1984 60 days in advance of their parole dates,
the department could have saved approximately $4 million.

Prior to determinate sentencing, the Board of Prison Terms had the
ability to increase the number of parolees without specific statutory au
thorization because prisoners were not sentenced to legislatively fixed
terms. The Board of Prison Terms indicates that this was done routinely
to relieve prison overcrowding.

The major advantage of this option is that it provides a swift mechanism
for reducing costs and overcrowding at the same time. In addition, it can
be used selectively to address specific problems, such as court orders to
reduce crowding at a specific institution. On the dther hand, early release
is a departure from the Legislature's policy of determinate sentencing.
Early release also provides only a short-term solution to increasing costs
and overcrowding. In addition, any plan to release inmates on parole prior
to. their normal paroie date has to be weighed against questions of public
safety.

3. Modify Conditions for Parole Violators. The number of male
felort parole violators returning to prison has increased substantially, from
5,560 for the first half of fiscal year 1984-85, to 7,278 for the second half of
the year. Many of these parolees are arrested for a new offense artd re
turned to prison to complete their original sentence as well as to serve a
new term, thereby increasing the institution population. Many parolees,
however, are returned to custody for offenses that probably would not
subject them to prosecution or for violating parole conditions in some
other way-such as failing to report to a parole officer as required, or
failing urine tests for marijuana usage. The CDC's data indicate that of the
19,761 parolees taken into custody in 1984-85, more than 10,000 were for
technical violations of parole that were not necessarily related to a new
criminal offense.

Although the Board of Prison Terms is responsible for determining
which parole violators are returned to prison, the conditions of parole that
can lead to a violation generally are established by the Department of
Corrections. Consequently, modifying the conditions of parole can result
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in fewer parolees returning to custody, thereby reducing the prison popu
lation and saving incarceration costs. As with early release, however, any
program to modify conditions of parole has to take into account the inter
ests of public safety.

Options to Reduce Costs for Inmate Care While in Prison

We have identified four options that would reduce inmate support costs.

1. Increase the Number of Inmate Work Assignments. The Inmate
Work/Training Incentive Program established by Ch 1234/82, allows in
mates who work or participate in an educational program full-time to
reduce their sentences by one month for every month of such participa
tion. Consequently, the program can reduce incarceration costs dramati
cally by reducing the time each inmate serves in prison. In addition, it can
reduce unproductive idleness and provide valuable work and training
experience, perhaps cutting down recidivism later on.

Although the department has made significant advances in providing
work and education to inmates, a large number of inmates still are without
jobs or education assignments. As of September 30, 1985, about 67 percent
of all inmates were involved in a full-time work or training program.
Another 24 percent were temporarily unassigned because of their housing
or movement status, while less than 2 percent chose not to participate. The
remaining 7 percent were unassigned because the department lacked a
sufficient number ofjobs or education assignments. Because these inmates
are unassigned involuntarily, they generally earn sentence credits under
the credit system that was in place prior to Ch 1234/82, which automatical
ly reduces their sentences by one-third, rather than one-half.

If the department could provide a job or an educational assignment to
an inmate unassigned involuntarily, the department could save approxi
mately $2,822 per inmate, per year, since the inmate would spend less time
in prison. Although these savings would be partially offset by the increased
cost of supervising inmates during their work assignments, giving these
unassigned inmates jobs is one means by which the department could
realize major annual savings.

It is unlikely that the department will provide significant numbers of
new jobs in the near future, however, given the continued overcrowding
at existing prisons and the department's slow progress in bringing new
beds on-line. In fact, the department is modifying many institutions to
provide additional inmate housing at the expense of space previously used
as classrooms or work areas for work/training assignments. Ironically, this
effort to accommodate overcrowding only makes overcrowding worse in
the future, because the reduction injob and educational opportunities will
result in inmates earning fewer work credits and, thus, spending more
time in prison.

2. Revision of the Classification System. Another way to reduce the
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costs of inmate care once inmates are part of the prison system is to classify
them at the lowest possible security level. Currently, CDC assigns a score
to each inmate, based on points given for sentence length, personal char
acteristics, prior record, and prior behavior while incarcerated. Inmates
are then divided into four security groups according to their classification
scores, with level IV inmates presenting the greatest security risk, and
level I inmates offering the lowest security risk.

The department uses the classification scores when it assigns inmates to
particular institutions. For example, level IV inmates generally are as
signed to Folsom or San Quentin Prisons or the Southern Maximum Secu
rity Complex at Tehachapi, which are the state's three maximum security
institutions.

The security level of an institution is one of the major factors in deter
mining the cost of supporting the institution. The cost for caring for an
inmate at San Quentin, a level IV institution, is approximately $27,503 per
inmate per year, while at the California Conservation Center at Susan
ville, which houses mostly level I and level II inmates, the cost is $13,655
annually. The lower costs are due primarily to the lower staffing require
ments for supervising level I and level II inmates. Although the differ
ences between costs at other institutions are not this dramatic, it clearly
is much cheaper to house inmates at the lowest possible security level,
given safety constraints.

In the past, we have noted that the current classification system appears
to overclassify inmates-that is, place inmates in higher security groups
than they require. The department has recognized this problem and cur
rently is completing an exhaustive study of the classification system that
is likely to reduce the security classification of many inmates.

3. Increase Use of Community Beds. Another method for reducing
prison costs is to place more inmates in community correctional facilities.
These include work furlough programs in which inmates work in the
community but spend the rest of each day at a facility, and mother/infant
programs, which allow female inmates to live in a facility with their young
children. Currently, more than 1,000 of these beds are available through
contracts with private or nonprofit entities, while 140 beds are available
in state-operated facilities.

The Governor's Budget indicates that community correctional facilities
currently cost approximately $37 per inmate, per day. This is substantially
lower than the average cost of housing an inmate in prison-approximate
ly $46 per day. In addition, such facilities allow gradual re-entry of selected
inmates and parolees into the community, while reducing overcrowding
in the prison system (every person housed in a community facility frees
up a bed in prison).

The Legislature has expressed its intent that CDC make maximum use
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of community correctional facilities. The department, however, has been
unsuccessful in adding significant numbers of additional beds. The depart
ment has planned to place 2,000 inmates in community beds annually
since 1981, but has yet to reach that goal. CDC currently is using approxi
mately 1,400 community beds, and the budget indicates that approximate
ly 1,600 beds will be filled during the budget year. The department indi
cates that the major factor responsible for the delayin adding community
beds has been the objections of community residents to the placement of
facilities in their neighborhoods.

4. Privatization of Correctional Services. One option that might
reduce correctional costs is contracting with the private sector for correc
tional services. Contracting can allow the department to acquire certain
specialized services at less cost than if the services are provided with
additional departmental staff. In addition, contracting for inmate housing
can relieve prison overcrowding and possibly reduce costs. Several states
currently are exploring contracting for the management of entire prison
facilities.

The link between corrections and the private sector in California has
already been established. The private sector currently provides the De
partment of Corrections with a number of services. As indicated above,
many work furlough and community correctional facilities are operated
by private companies. In addition, CDC contracts with private companies
for a variety of inmate services, such as medical care. During 1986 the
department plans to contract with two private companies to provide hous
ing for 200 parole violators who are returned to custody for up to one year.
The private sector will provide the facilities, support services, and staff,
while the department maintains on-site representatives and some security
personnel. The department has not, however, made attempts to contract
with the private sector for management of a major correctional facility.

The idea of reducing correctional costs by contracting with the private
sector is appealing at first glance. There are, however, many concerns and
issues that must be considered in assessing this option. First among these
is the concept's feasibility. Although several correctional facilities in other
states currently are run by the private sector, most are specialized facili
ties, such as immigration or youth detention centers. Private companies
have no track record in running major prisons, although several states
currently are considering contracting out management of such institu
tions. In addition, the concept raises a number of difficult issues such as
the following:

e Use of Force. Is it proper for private employees to use deadly
force to maintain order in prisons?

eLiability, How can the state protect itself from liability when it is
not managing the facility?
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• Cancellation of the Contract. Once the state places reliance on a
private contractor to run a prison, how can it protect itself against the
possibility that the contract will be canceled or the private company
will declare bankruptcy?

• Accountability. Are facilities run by the private sector likely to be
less accountable to legislative concerns?

• Source of Savings. Are the cost advantages of privately run facili
ties attributable to reduced services. to inmates or reduced security?

We have not found any data which substantiates the claims that private
management of a major prison would be less costly than management by
the state. Still, the Legislature should monitor closely the experience of
other states with contracting out prison management and continue to
explore ways in which the skills and resources of the private sector can be
tapped.

Conclusion

The Legislature has a number of options for limiting the growth in the
costs of operating the state's correctional system. Several of the options
discussed above-selectively reducing prison terms, early release, or pri
vatization of an entire prison-would require major policy changes and
statutory authorization. The other options-modifying conditions for pa
role violators, increasing the number of inmate work assignments, revising
the classification system, and increasing the use of community beds
however, could be implemented through the annual budget process.

NEW PRISON CONSTRUCTION

How Can the Legislature Accelerate New Prison Construction and at the
Same Time Maintain Control of the Program?

Background

Since 1980, the Legislature has authorized construction of more than
24,000 new prison beds. Eleven major new prison complexes currently are
planned or being developed at various locations in the state. Nearly $1.2
billion has been provided for the planning and construction of these facili
ties.

The Legislature has recognized the need to accelerate construction of
new prison beds in order to accommodate a rapidly growing inmate popu
lation. As a result, it has exempted prison construction from various legal
requirements that apply to most other capital outlay projects. Recently,
the Legislature broadened these exemptions by waiving the requirements
of the California Environmental Quality Act for several projects and the
formal state selection process for appointment of professional consultants.
In giving the administration unprecedented authority and flexibility to
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carry out the prison construction program, the Legislature has given up
much of its ability to control the funding and policy decisions that are
being made under the program.

Despite the flexibility extended to the administration regarding how
more than $1 billion will be spent, most of the authorized projects have
not proceeded as planned. For this reason, we believe that the Legislature
needs to reassess its policies toward prison construction with a view to
ward improving· legislative input and overcoming obstacles that have
delayed completion of these needed projects.

It is not too late to conduct such a reassessment. The need for additional
prison beds will not end when the 11 complexes currently on the drawing
boards are completed. On the basis of the Department of Corrections'
latest population. projections, California will need an additional 15 new
500-bed prisons to accommodate the inmate population in 1990.

This section analyzes the shortcomings of the process now used to au
thorize and fund new prison construction and offers an alternative process
that we believe would accomplish two key objectives: (1) facilitate the
completion of new prison projects on a more timely basis, and (2) provide
for a reasonable level of legislative control over a rapidly expanding por
tion of the state's budget.

Current Legislative Oversight of Prison Construction

Under existing law, the Department of Corrections (CDC) is required
to submit staffing plans, inmate work programs and preliminary plans for
each proposed new prison to the J~int Legislative Prison Committee and
the two fiscal committees, before it takes the project to the State Public
Works Board for approval. The committees have 30 days to review the
information provided by the department. The department's plans are
deemed to be approved by the committees unless they take specific action
to revise or disapprove them.

This time-limited, automatic approval procedure has been substituted
for the normal capital outlay budget process which requires agencies to
submit specific proposals and justification to the Legislature for review,
approval, and funding. Thelatter process provides the Legislature with an
opportunity to influence, in a meaningful way, the major policy and fund
ing decisions related to capital outlay projects. The former process pro
vides no such opportunity. the following discussion identifies some of the
problems the Legislature faces in attempting to fulfill its control and
oversight responsibilities toward prison projects.

Inadequate Planning Information. Any major construction program
requires a master plan. The main objective of the master plan is to estab
lish the link between the program's policies and objectives and individual
capital projects. Thus, the master plan gives policymakers the opportunity
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to assess and establish overall policies and objectives for the program and
to determine how individual projects fit within the policy framework.

The current prison construction process does not allow the Legislature
to reap the benefits from the master plan. The department's plan, which
is issued annually, neither addresses policies and objectives nor provides
a comprehensive framework for meeting the state's prison needs. Instead,
the department's master plan is nothing more thana status report....:....one
that frequently is out-of-date.

Specifically, the Department of Corrections' master plan lacks:

• A framework of policies and objectives.
• Specific proposals for meeting anticipated requirements, given popu

lation projections.
• A description of how requirements, such as specialized facilities for

medical! psychiatric and reception center services, are to be met.
• A time frame for authorization, planning and construction of new

projects.
• An assessment ofwhat projects and!or actions would be needed in the

event the underlying assumptions, such as projected population,
change over time.

Without this information, the Legislature is unable to assess the policy
and cost implications of the individual projects or determine how these
projects relate to one another. As a result, the Legislature finds itself in the
position of having to approve the individual projects which the depart
ment submits, regardless of their policy and fiscal implications, or leave
itself open to charges that it is delaying expansion of the prison system and
therefore contributing to a critical overcrowding situation.

Piecemeal Submittal of Project InFormation. Generally, the depart~

ment submits only partial preliminary plans for individual prisons to the
legislative committees for approval. Consequently, the Legislature lacks
the information needed to determine:

• The implications of the partial plans on facility operating cost factors
such as inmate programs, staffing or security.

• The estimated cost of the total project relative to the amounts appro
priated for it.

Review Period AFForded the Legislature Is Not Adequate. Under
the provisions of the Penal Code,. the Department of Corrections must
submit specific information to the legislative committees at least 30 days
prior to when a project is brought before the Public Works Board. The
Legislature established this timetable in an a,ttempt to expedite the
projects while still maintaining a degree of legislative oversight.

In most instances, the 30-day period is inadequate for meaningful re
view. The period is too short and the issues involved with a new prison-
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staffing, academic/vocational programs, work progrl1I.l1S, security, hous
ing, etc.-are too complex for the process to he anything more than pro
forma.

No Schedules for Some Prisons. The Legislature has appropriated
funds for acquisition, planning and construction of new prison projects
hased on the department's contention that the funds were needed to
implement the projects on a timely hasis. The department, however, has
yet to implement an approved project on schedule. In fact, in the case of
the new prisons authorized for Los Angeles, Riverside and San Bernardino
Counties, the department has no schedule. When these prisons were au
thorized hy the Legislature, the department insisted that funds he appro
priated so that the San Bernardino prison could he completed hy May 1986
and the Los Angeles and Riverside prisons could he finished hy Decemher
1986.

The Legislature Can Expedite Prison Projects Without Foregoing Its Ability to
Oversee These Projects

We recommend that the Legislature enact legislation establishing a new
process for review ofnew prison capital outlay projects.

The Legislature can estahlish a framework in which new prisons can he
completed on an expedited hasis without having to give up its control and
oversight of prison construction. It can do so hy (1) directing the depart
ment to prepare and suhmit a meaningful master plan for legislative
approval, and (2) holding the department accountahle for the costs and
schedules of projects approved hy the Legislature.

Legislative oversight and control of individual projects can he achieved
most easily hy gearing decisions to three major milestones in the develop
ment and implementation of proposed projects. These milestones would
occur when the Legislature receives:

1. A new prison proposal.
2. A request to purchase a proposed site.
3. Completed preliminary plans and cost estimates for the entire com

plex.

Here is how the alternative process would work.

(1) Conceptual Approval of New Prison. As the department re~

fines its population projections, it must update the statewide facilities
master plan to identify the projects that are needed to accommodate the
projected numher of inmates. Once the plan has heen updated, the de
partment must develop conceptual plans for providing the needed facili
ties. This would take the form of proposals for construction of new facilities
in various areas of the state, consistent with programmatic and geographic
needs.
7-80961
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The department would send its conceptual plans to the Legislature in
support of its request for the authorization of one or more new prison
facilities. The department would specify the number of beds to be pro
vided, the security level or mission of the facility, and the general location
and estimated costs of the complex. Based on the master plan and the
specific proposal, the Legislature could then appropriate funds for op
tions-to-purchase up to three sites, environmental studies, a physical
master plan for each proposed site, and a pre-architectural program. By
funding options for three sites rather than one, both the Legislature and
the department would have alternative sites available ifthe preferred site
proved to be unacceptable.

After these funds are appropriated, the department would be responsi
ble, within a specific time frame, for securing purchase options for the
potential sites and preparing the environmental/planning documents for
the new prison.

(2) Approval of Site Acquisition. After the department completes
these tasks, it would present the Legislature with a preferred site together
with environmental documents, site master plans, a pre-architectural pro
gram and an analysis of the advantages/disadvantages of each site for
which the department has secured purchase options. Based on its review
of this information, the Legislature could appropriate funds for (a) acqui
sition of a specific site for the prison, (b) preliminary plans for the prison
complex, and (c) working drawings and construction of basic site deve
lopment and utilities for the cornplex.

The department would then be responsible, within a specified time
frame, for (a) site acquisition, (b) preparation of preliminary plans and
costs estimates for the entire project and (c) design and construction of
basic site development and utility work.

(3) Design/Cost Approval. The final milestone would be reached
when the department submitted preliminary plans/cost estimates for leg
islative approval. At this point, the Legislature would fund working draw
ings and construction for the entire complex, and establish a specific
completion date for the facility. No further legislative review of the
project would be required as long as the department implemented the
project consistent with legislatively approved plans and costs. Thus, con
struction could occur in phases, using "fast track" techniques or other
methods to expedite completion of the project.

Potential Time Line With New Procedures. If this procedure were
in place:

• the Legislature would be given sufficient time to review the plans
developed by the department at each milestone, and

• the department would be expected to implement the approved
phases on schedule and within approved costs.
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Our analysis indicates that no more than 18 months should elapse
between conceptual approval and approval of funds for working drawings
and construction. Assuming the department utilizes techniques that are
available to expedite construction, there is no reason why an entire com
plex could not be completed within 24 months after final approval by the
Legislature. Thus, the total time between authorization for a conceptual
plan and occupancy would be approximately 42 months. Table 53 shows
the various tasks to be accomplished in bringing a prison from the concep
tual stage to occupancy and the estimated time needed for each step in
the process.

Table 53
Planning for New Prison Construction Projects

Estimated Time Frames for Tasks

1. CDC Implements Legislative Authorization for New Prison (6 months)
A. Performs Site Search
B. Prepares Environmental Documents on Potential Sites
C. Secures Options-to-Purchase for Selected Sites
D. Submits to the Legislature:

1. Completed Pre-architectural Program
2. Request for Acquisition of Site Preferred by CDC
3. Site Master Plan
4. Site Costs
5. Environmental Documents on Sites

II. Legislative Review/Approval (3 months)
A. Legislature Reviews Site Information; If Approved, Appropriates Funds

for:
1. Site Acquisition
2. Preliminary Plans for Complex
3. Working Drawings and Construction of Site Development

III. CDC Implements (6 months)
A. Exercises Purchase Option for Selected Site
B. Begins Construction of Site Development
C. Prepares Preliminary Plans and Cost Estimate on Complex
D. Submits Completed Preliminary Plans and Estimates

IV. Legislative Review/Approval (3 months)
A. Legislature Reviews Design and Costs; If Approved, Appropriates:

1. Working Drawings and Construction for Complex
V. CDC Implements (24 months)

A. Completes Working Drawings and Construction
B. Occupies Facility

Time Line For Alternative Procedure Compared With Existing Proce
dure. Chart 29 compares the time required for prison development
using the alternative procedure with the time required to develop
projects which have already been authorized by the Legislature using the
existing procedure. Where previ.ously authorized projects have not been
completed, we have relied on the Department of Corrections' latest
project schedule for completion dates.

The chart indicates that except for the Vacavilleproject, all of the other
previously authorized projects have been or will be occupied between
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nine months and 26 months after they would have been if the alternative
procedure had been used. (It should be noted that the schedule for the
alternative procedure assumes that a site must be acquired. In the case of
the Tehachapi, Folsom, Northern California Women's Facility (NCWF)
and Vacaville projects, however, the state already owned the site.)

It may be argued that this comparison puts a hypothetical timeline
against a real-world timeline reflecting delays that are beyond the state's
control. Obviously, delays caused by property owners, local governments
and interested citizens will arise if the Legislature chooses to develop
prisons using the alternative procedure. The alternative procedure,
however, will be able to respond to the cause of these delays much more
effectively by providing the Legislature with an opportunity to assess the
problems and take corrective action at an earlier stage. As a consequence,
projects will be completed more quickly than they are being completed
using the existing process.

Chart 29

New Prison Construction Projects
Authorization to Occupancy
CDC Schedule and Alternative Schedule

Project

12 24 36
Months

48 60

68

66

72

Advantages of the Alternative Process

The alternative process for providing legislative review of new prison
construction projects offers several advantages. These advantages include
the following:
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• The process would place key policy and decisionmaking with the
elected officials of the state, rather than with department officials.

• The process would clearly establish legislative intent for each project
with respect to scope, cost and schedule for implementation.

• The Legislature would place the responsibility for project implemen
tation squarely on the administration.

• If the department could not meet the specific time frames for submis
sion of information, the Legislature would have the opportunity to
reassess its policies regarding prison size, location and security level
and, if necessary, modify these policies to shorten the delays in provid
ing needed prison beds.

• The process would allow projects to be completed sooner.

Conclusion

The Legislature's efforts to expedite construction ofnew prison capacity
by appropriating funds before plans are developed has been unsuccessful.
Meanwhile, the Legislature has given up meaningful control of the policy
direction for this massive program. Clearly, there is a need for new proce
dures that will allow the Legislature to participate in setting policy direc
tion and, at the same time, establish accountability for the department to
implement the legislatively approved projects in a timely manner.

Based on the Department of Corrections' December 1985 population
projections, the state will need approximately 9,000 additional prison beds
in 199O-enough to justify 15 new 500-bed prisons-in order to accommo
date the inmates that will be committed to the correctional system with
out excessive overcrowding. We believe the alternative process for au
thorizing and funding new prisons discussed above would reestablish the
Legislature's ability to influence the direction of the prison expansion
program as it moves into its next phase, while allowing for completion of
individual projects on a more timely basis.

FINANCING SCHOOL FACILITIES

What is the Best Method ofMeeting the Long-Tenn Financing Needs for
the Construction and Reconstruction of Local School Facilities?

Since the passage of Proposition 13 in 1978, the burden of providing
funding for local school facilities construction and reconstruction has shift
ed to the state. In the intervening years, the voters have approved two
statewide bond issues totaling $950 million and the Legislature has appro
priated a total of $450 million in tidelands oil revenues for school facilities.
Yet, despite these expenditures, the amount of state revenues available
falls at least $465 million short ofmeeting local demand for school facilities
financing.



190

Given the limitations on state spending imposed by Article XIII B of the
California Constitution (the state appropriations limit), it is not clear how
long the state can continue to be the primary source of funds for school
facilities financing. Moreover, we find that the current system for allocat
ing state school facilities aid to local school districts is ill-equipped either
to determine the extent of districts' needs for such funds or to assign
priorities among districts.

For these reasons, we believe that the best long-term solution to financ
ing the construction and reconstruction of local school facilities is to return
the primary responsibility for raising revenues to the local school districts
themselves. In this section, we discuss how this can be accomplished, while
conforming to the principles of equity in school finance enunciated by the
California Supreme Court in Serrano v. Priest.

Funding for School Construction

Pre-Proposition 13 Funding. Prior to the passage of Proposition 13,
local school districts financed the construction of elementary and second
ary school facilities either by issuing local school construction bonds, or by
obtaining a loan from the state under the State School Building Aid pro
gram. In either case, district voters first had to approve the borrowing by
a two-thirds vote.

Funds borrowed by the districts were repaid from property tax reve
nues. In order to provide adequate security for the bonds or loans, the
district-borrower had to levy an additional property tax.

Proposition 13 eliminated the ability of local school districts to levy
additional special property tax rates of the type previously used to payoff
indebtedness. Consequently, school districts can no longer issue construc
tion bonds or participate in the State School Building Aid program.

Post-Proposition 13 Funding. Because of this, the Legislature re
vised the State School Building Lease-Purchase Act so that districts could
continue to receive state aid for financing needed school facilities. Under
the revised act, the state no longer provides loans to school districts; in
stead, it provides "quasi-grants". Specifically, the state funds the construc
tion ofnew school facilities and rents them for a nominal fee to local school
districts under a long-term, lease-purchase agreement that calls for title
to the facility to be transferred to the district no later than 40 years after
the rental agreement is executed. In most cases, the rent paid to the state
consists of $1 per year, plus any interest earned on state funds deposited
in the county's school lease-purchase fund. Because this amount usually is
nominal in comparison to the amount of state aid provided, the state
essentially is providing school districts with a grant for school construction,
rather than a loan.
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Allocation of Grants. The State Allocation Board (SAB) is the
agency responsible for receiving applications for state funding from local
school districts. Review and processing of an application, which can take
up to five years, passes back and forth among four different state agencies
(the SAB, the Office of State Architect, the Office of Local Assistance in
the Department of General Services and the School Facilities Planning
Unit in the Department of Education), with no single agency having
overall responsibility. The SAB, however, is the agency which ultimately
allocates the funds on a project-by-project basis to the local school districts.

Funding Sources. Funding for the State School Building Lease-Pur
chase Fund is provided through three major statutory appropriations,
each of which is available for expenditure without regard to fiscal year.
These fund sources, which are displayed in Table 54, are composed of:

• School district "excess" repayments-that is, the amount by which
school district principal and interest payments on State School Building
Aid loans exceed debt service requirements for state school construction
bonds. These funds, estimated at $93.9 million in the current year, are used
principally to fund school district deferred maintenance projects. The
balance of funds, if any, is used to fund new construction.

• Tidelands oil revenues-current law appropriates $150 million of
these revenues annually through 1988-89. These funds are used principally
for new school construction. The Governor, however, is proposing to defer
the 1986-87 appropriation until 1989-90. This would require a change in
law.

• Proceeds From bond sales-the voters have authorized the state to
raise funds for school facilities by approving the State School Building
Lease-Purchase Bond Acts of 1982 (Proposition 1) and 1984 (Proposition
26). Proposition 1 of 1982 authorized the sale of $500 million in bonds
$350 million for the construction of new school facilities and $150 million
for reconstruction and rehabilitation of facilities constructed over 30 years
ago. These funds have been fully allocated.

Proposition 26 of 1984 authorized the sale of $450 million in additional
bonds, of which at least $250 million is available for construction of new
school facilitie.s. Of the total authorization, $165 million has been appor
tioned to date, leaving $285 million available for future apportionments.
The SAB estimates that this balance will be fully apportioned during the
current year.

Funding Authorized. The funding available from each of these
sources for allocation by the SAB in the past, current and budget years is
displayed in Table 54.
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Table 54
K-12 Education

Revenues Authorized for School Facilities Aid a

Under Current Law
1984-85 through 1986-87

(dollars in millions)

State School Building Lease-Purchase Program (Construction
and Reconstruction):

Tidelands Oil Revenues .
State School Building Lease-Purchase Bond Act of 1982

(Proposition 1) ..
State School Building Lease-Purchase Bond Act of 1984
(Proposition 26) ..
School Building Aid Bonds (Ch 764/84) ..
Lease-Purchase Rental Revenues ..
Federal Funds d .

Subtotals ..
Deferred Maintenance (excess repayments) , .
Emergency Classroom Program I ..

Asbestos Abatement Program ..
Portable/Relocatable Classrooms .
Federal Funds: d

Child Care Facilities ..
Child Care Capital Outlay ..
Air Conditioning ..

Totals .

Actll<lJ
1984-85

$190.0

3.8

$193.8
$89.2

7.5

5.2

$295.7

Est.
1985-86

$285.0 h

450.0"

3.8
28.5

$767.3
$93.9

7.5
19.9
2.8

36.5
7.3

13.5

$948.7

Est.
1986-87

$142.5

40.0
3.9

$186.4
$89.9

7.5

2.9

$286.7

a This table illustrates only the revenue sources provided by current statutes. This is not a fund condition
statement and, accordingly, does not include any beginning balances for. each school facilities pro
gram.

h Includes $142.5 million which was not spent in 19~ and was carried over to 1985-86,
,. Assumes that all funds from Proposition 26 bonds will be committed in 1985-86.
d Settlement funds to be received pursuant to Section 8(g} Outer Continental Shelf Lands Act.
,. School districts receive apportionments from the State School Deferred Maintenance Fund to match

district expenditures up to one-half of I percent of the district's General Fund budget. The fund
balance not used for deferred maintenance is transferred to the State School Building Lease-Purchase
Fund.

I' Up to 5 percent of tidelands oil revenues to the State School Building Lease-Purchase Fund during fiscal
years 1984-85 to 1988-89 may be used for the Emergency Classroom Program (pursuant to Section
6217f(2) of the Public Resources Code}.

The table shows that, during the three-year period 1984-85 to 1986-87,
approximately $1.5 billion is authorized for commitment under the school
facilities aid program. Of this amount, $680 million results from statewide
bond sales, $450 million comes from tidelands oil revenues, $273 million is
from excess repayments, $85 million is from the one-time expenditure of
federal funds and $42 million comes from other sources.

School Construction Need

There are no reliable estimates available of the need for school facilities
funding on a statewide basis. Recognizing this problem, the Legislature
enacted Ch 1680/84 (AB 2743), which directs the State Allocation Board
to develop and maintain an automated school facilities inventory that can
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(1) indicate the degree of facility utilization and (2) project school facili
ties needs five years in advance. Board staff indicate that a feasibility study
for the automated school facilities inventory is underway. The entire sys
tem is expected to be complete and fully operational by July 1987.

Although the data needed to estimate the need for school facilities
financing is not available, we can provide data on the volume of school
facilities funding requests that are pending before the SAB. It is important
to note, however, that statistics on funding requests are not necessarily
valid indicators of need per se.

As ofJanuary 23,1986,339 applications from school districts were on file
with the State Allocation Board, requesting $902 million for new construc
tion. Of this amount, $825.3 million is for projects that are still in the
planning stage, and the balance ($76.7 million) is for projects awaiting
final approval and construction. In addition, 901 applications were on file
with the board requesting approximately $798 million for reconstruction
of school facilities. Of this amount, approximately $274 million is for recon
struction projects that have been approved and are ready to be started.

Thus, districts with applications currently on file with the board are
requesting $1.7 billion for school facilities. In comparison, an estimated
$1.2 billion is authorized to be available in 1985-86 and 1986-87 to fund
these requests. Consequently, even if no additional applications are filed
and all available revenues are used, the SAB will not be able to fund
projects estimated to cost $465 million.

To the extent that (1) school districts file additional requests for aid with
the SAB between January 23, 1986 and the end of 1986-87 and/or (2) the
Legislature approves the Governor's proposal to defer the appropriation
of $150 million in tidelands oil revenues, the gap between available funds
and the demand on those funds will widen. On the other hand, authoriza
tion of additional bond sales, such as Senate Bill 1133 (Bergeson) seeks,
would narrow the gap.

Problems with the Current Process for Allocating Revenues

Our review identifies four major problems withthe existing system for
allocating state funds to local school districts.

The Process is Slow. First, it takes several years-and frequently as
long as five years-to review, process and allocate funds for a single school
construction project. Construction, which can take an additional one to
two years, generally does no~ begin until the funds have been allocated.
An allocation system with a lag period of up to seven years is neither an
effective nor efficient solution for a school district with an identified need
for a new or reconstructed facility.

No Priorities. Second, there are virtually no priorities 'for allocating
the state funds, once a district's basic eligibility for state aid has been
established. To qualify for new construction funds, districts are required
to meet a minimum threshold of 10 percent overcrowding. For districts
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meeting the threshold, however, funds are provided on a first-come first
served basis, without regard to need, ability to finance through other
alternatives, or severity of problem.

Old, Inflexible Standards Used. Third, there appears to be universal
dissatisfaction with the classroom utilization standards that, by regulation,
the SAB requires local school districts building facilities with state funds
to meet. These standards, which have not changed since 1955, do not
reflect changes in facilities usage patterns resulting from educational
changes (such as the proliferation of special-purpose, categorical pro
grams) that have occurred over the last 30 years. Further, by having a
single standard with which all schools must comply, local communities are
unable to build the type of facility that best meets local needs.

Fragmented Responsibility. Fourth, with four state agencies in
volved with processing the applications, no single agency is responsible for
shepherding an application through the entire system. Consequently,
school districts are unable to track or expedite the progress of an applica
tion.

Alternative Method for Financing School Construction

We recommend that the Legislature enact legislation, contingent upon
voter approval ofACA 55 on the June 1986 ballot, to establish a "guaran
teed yield schedule" under which every school district levying a given tax
rate to amortize school facilities bonds would be guaranteed the same
minimum revenue yield per pupil housed.

Because current methods of funding school construction (1) fail to pro
vide sufficient funds to meet district needs in a timely manner and (2) fail
to distribute equitably the burden of paying for new school facilities, we
recommended in both the Analysis of the 1983-84 Budget Bill and the
Analysis of the 1984-85 Budget Bill that the option of raising funds through
temporary property tax increases be reestablished for local school districts.
We continue to recommend that this be done.

ACA 55. The Legislature has taken the first step towards restoring
school districts' revenue-raising abilities by approving ACA 55. This meas
ure, which will appear on the June 1986 ballot, provides that local govern
ments may-with the approval of two-thirds of district voters-incur
bonded indebtedness for site acquisition and capital outlay, and payoff the
bonds by temporarily increasing the property tax rate.

One potential drawback of this proposal, however, is that it could violate
the principles on which the Supreme Court's decision in the Serrano v.
Priest case was based. This is a legitimate concern. School districts with
considerable property tax wealth could raise large amounts for school
facilities by imposing a very low tax rate, while school districts with less
property tax wealth would not be able to raise sufficient funds even with
a very high tax rate.
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Companion Legislation For ACA 55 Needed. For this reason, we
recommend that the Legislature take a second step in order to make the
mechanism authorized by ACA 55 more equitable. Specifically, we recom
mend that the Legislature enact legislation, contingent upon voter ap
proval of ACA 55, guaranteeing every school district a certain revenue
yield from a given tax rate. The funding source for this guarantee would
be the revenues from (1) school construction bonds issued by the state and
(2) tidelands oil and gas operations.

How the Guarantee Works. In broad outline, this new funding
mechanism would work as follows:

• A school district would submit information on its need for new school
facilities to the SAB, which, in turn, would certify the accuracy of the
district's estimates regarding the number of students to be housed in
the new facility.

• The district would then consult a schedule showing the amount of
revenue per pupil housed which it could raise from a given tax rate.
This basic schedule would be the same for all districts throughout the
state, even though the actual amount of revenue raised by each tax
rate would vary considerably from place to place. Such a schedule
could include "adjustment factors" to reflect local differences in the
costs of site acquisition and construction.

• Based upon the cost of the facility per pupil housed, the district would
choose a tax rate from the guarantee schedule and submit this rate to
the local voters for their approval.

• If the voters approved the measure, the district then would be author
ized to levy the new tax rate. If the revenues raised by the tax were
less than the amount guaranteed by the state schedule, the state
would make up the difference.

Advantages of Proposal. In short, the state school construction aid
program would be changed from one that allocates grant funds to districts
with no matching contribution required, to a program providing grants
based on a variable matching rate. Under the new program, districts with
a low property tax base would have a lower local matching requirement
than districts with a high property tax base.

Specifically, under a guaranteed yield program such as we recommend,
the ability of all school districts to raise a given amount of revenue for a
given level of tax effort would be equalized. At the same time, the pro
gram would allow local discretion in determining the exact amount of
revenue to be raised.

By carefully designing the guarantee schedule, the Legislature can pro
vide strong fiscal incentives for school districts to construct facilities at a
"standard" level of costs per pupil housed, while still allowing local com-
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munities to tax themselves at somewhat higher rates in order to provide
either more space per pupil or a higher quality of construction.

Sample Guaranteed Yield Schedule. Table 55 shows a sample guar
anteed yield tax schedule that incorporates these features.

Table 55
Sample Guaranteed Yield Schedule

Tux Rute Guurullteed Yield per
(Per $100 ofAssessed ~'ulue) Pup11 Housed

$0.00 ..
0.01 ..
0.02 .
0.03 ..
0.04 ..
0.05 ..
0.06........................................................................................................................ $200
0.07 400
0.08........................................................................................................................ 600
0.09........................................................................................................................ 800
0.10 1,000
0.11........................................................................................................................ 1,050
0.12 1,100
0.13 1,150
0.14 and above.................................................................................................... 1,200

Under the sample schedule shown in the table, the voters in a school
district would be required to levy an additional tax rate of at least $0.06
per $100 of assessed value in order to receive any state school facilities aid.
If they did so, they would be guaranteed a total yield of at least $200 per
pupil housed. That is, the district would receive from the state the differ
ence (if any) between (a) $200 per pupil housed and (b) the amount of
revenue actually raised by the $0.06 rate. For every $0.01 increase in the
tax rate, the district's guaranteed yield would increase by $200 per pupil
housed-up to a level of $1,000 per pupil housed (reached ata tax rate of
$0.10).

For tax rates above $0.10, the marginal increase in guaranteed yield
would be less-for every increase in the tax rate of $0.01, the district's
guaranteed yield would increase py only $50 per pupil housed (up to a
maximum of $1,200 per pupil housed). At tax rates beyond $0.14, the
guaranteed yield would remain unchanged at $1,200 per pupil housed.

Thus, school districts would have a strong fiscal incentive to construct
their facilities at a cost of $1,000 per pupil housed (where the overall state
matching rate is greatest). At the same time, districts which chose to do
so could construct facilities at a higher cost per pupil housed, but with a
lower marginal state contribution. No school district, however, would
receive state aid to construct a facility costing in excess of $1,200 per pupil
housed.
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Examples Using Three Hypothetical Districts

Table 56 shows how the sample guaranteed yield schedule would work
for three hypothetical school districts-a "poor" district, an "average"
district, and a "wealthy" district-each needing to house 1,000 students.
(In our proposal, school district wealth is measured by the district's as
sessed value per pupil needing to be housed.) As the table shows, each
district would be guaranteed the same total amount of revenues for a
given tax rate. For any given tax rate, however, the "poor" district would
have a larger share of its guarantee paid for by the state than would the
"wealthy" district.

The following discussion illustrates the choices that these districts might
face, and shows how their decisions could be influenced by the guaranteed
yield schedule.

Table 56
Revenues Raised by Three Hypothetical School

Districts Needing to House 1.000 Students
Under a Sample Guaranteed Yield Schedule

$125,000
250,000
225,000
200,000
175,000
150,000
75,000

"Poor" District "A venlge" District "We,lithv" District
Locul St<lte Loml Stute Locul Stute

Contribution Contribution ContributkmContribution Contribution Contribution
$10,000 $25,000 $75,000
20,000 50,000 150,000
30,000 75,000 225,000
40,000 100,000 300,000
50,000 125,000 375,QOO
60,000 $140,000 150,000 $50,000 450,000
70,000 330,000 175,000 225,000 525,000
80,000 520,000 200,000 400,000 600,000
90,000 710,000 225,000 575,000 675,000

100,000 900,000 250,000 750,000 750,000
110,000 940,000 275,000 775,000 825,000
120,000 980,000 300,000 800,000 900,000
130,000 1,020,000 325,000 825,000 975,000
140,000 1,060,000 350,000 850,000 1,050,000
150,000 1,050,000 375,000 825,000 1,125,000
160,000 1,040,000 400,000 800,000 1,200,000
170,000 1,030,000 425,000 775,000 1,275,000
180,000 1,020,000 450,000 750,000 1,350,000
190,000 1,010,000 475,000 725,000 1,425,000
200,000 1,000,000 500,000 700,000 1,500,000

$0.01 .
0.02 .
0.03 .
0.04 .
0.05 .
0.06 .
0.Q7 .
0.08 .
0.09 .
0.10 .
0.11 .
0.12 .
0.13 .
0.14 .
0.15 .
0.16 .
0.17 .
0.18 .
0.19 .
0.20 .

" Per $100 of assessed value.

"Poor" School District. This district is considering two alternatives
for housing its 1,000 students. First, it could construct an "adequate" facil
ity at a cost of $1 million. Second, it could construct a more spacious facility
at a cost of $1.2 million.

Consulting the state guaranteed yield schedule (see Table 56), the dis
trict's school board finds that:
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• A tax rate of $0.10 per $100 assessed value would be needed in order
to raise $1 million. If the voters approved this rate, the district would
raise $100,000locally and would receive $900,000 in state aid (a match
ing rate of 9 to 1).

• A tax rate of $0.14 per $100 of assessed value would be needed in order
to raise $1.2 million. If the voters approved this rate, the district would
raise $140,000 locally, and would receive $1,060,000 in state aid (a state
matching rate of roughly 7.6 to 1).

Knowing that the local community has strongly supported education in
the past, the school board decides to try for the higher tax rate of $0;14.
The board believes the voters can be persuaded that the quality of the
more expensive facility, plus the generous state matching rate,justifies the
higher tax effort.

"A verage" School District. This district is considering three alterna
tives. The first alternative, providing an"adequate" amount ofspace per
student and standard quality of construction, costs $800,000. The second
alternative, providing more generous amounts of space per student, costs
$1 million. The third alternative, providing the greatest amount of space
and the best quality of construction, costs $1.2 million.

Consulting the state guaranteed yield schedule, this school board finds
that:

• A tax rate of $0.09 per $100 assessed value would be needed in order
to raise $800,000. If the voters approved this rate, the district would
raise $225,000 locally, and would receive $575,000 in state aid (a state
matching rate of roughly 2.6 to 1).

• A tax rate of$O.1O per $100 of assessed value would be needed in order
to raise $1 million. If the voters approved this rate, the district would
raise $250,000 locally, and would receive $750,000 in state aid (a state
matching rate of 3 to 1).

• A tax rate of $0.14 per $100 of assessed value would be needed in order
to rais-e $1.2 million.If the voters approved this rate, the district would
raise$35Q,000 locally, and would receive $850,000 in state aid (a state
matching rate of roughly 2.4 to 1).

Based on these alternatives, the school board decides to go for the most
generous matching rate and proposes a tax increase of $0.10 per $100 of
assessed value.

"Wealthy" School District. This district is considering only two al
ternatives. First,.it could build a new facility at a cost of $1 million. Second,
it could reconstruct an existing facility at a cost of $300,000.

Consulting the state guaranteed yield schedule, this school board finds
that:

• A tax rate of $0.10 per $100 of assessed value would be needed in order
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to raise $1 million. If the voters approved this rate, the district would
raise $750,000 locally, and would receive $250,000 in state aid (a state
matching rate of roughly 0.3 to 1).

• A tax rate of $0.04 per $100 of assessed value would be needed in order
to raise $300,000. If the voters approved this rate, the district would
raise the full $300,000 locally, receiving no state aid.

Based on these alternatives, the school board believes that the state
matching rate is not sufficiently generous to persuade local voters to tax
themselves at the higher rate of $0.10. Accordingly, the board proposes the
lower rate of $0.04 in order to reconstruct the existing facility.

Conclusion

In sum, the method we recommend for financing the construction and
reconstruction of local school facilities offers the following advantages
over the current system:

• It would increase incentives for each school district to choose the most
cost-effective solutions for its school facilities needs, because the
beneficiaries of school construction projects would be required to pay
at least a portion of project costs.

• It would enhance local control by enabling local school districts to
develop their projects based on local, rather than state, priorities.

• It would provide local school districts with an opportunity to raise
substantial amounts of money for new construction within a shorter
period of time, because the role of the state in reviewing and approv
ing applications would be substantially reduced.

• It would provide districts with greater flexibility and the opportunity
to conduct long-range planning, by allowing them either to construct
new facilities or rehabilitate existing facilities, depending. upon the
costs and benefits of each alternative.

• It would make local school districts more accountable to those they
serve, because voter approval would be necessary before bonds could
be sold.

CALIFORNIA'S COMMUNITY-BASED LONG-TERM CARE SYSTEM

Can the State Provide Community-Based Long-Term Care Services in a
More Effective and Efficient Manner?

During the last couple of years, the Legislature has shown increased
interest in shaping California's long-term care system. This interest
springs primarily from three concerns:

• Demographic Changes. The number of Californians who are 65
years of age or older is growing rapidly, thus expanding the need for
health and social services.
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• Increasing Health Costs. The cost of long-term care-mostly
Medicare and Medicaid expenditures-is rising rapidly, due in part to
increased utilization by the elderly of acute care hospitals and nursing
homes.

• Limited Long-Term Care Alternatives. The most widely available
long-term care alternative is nursing home care. Many people per
ceive this alternative as less desirable when compared to receiving
sefvices at home.

I/order to address these concerns, the Legislature recently enacted
measures which provide for the incremental development of a long-term
care delivery system which includes expanding existing long-term care
programs and developing new programs.

In general, long-term care consists of two components: (1) institutional
care (for example, nursing home care) and (2) community-based services
which assist individuals to remain in their home instead of being placed
in a nursing home.

This analysis addresses the following two questions concerning long
term care programs in California:

• What long-term care services are available for older Californians?
• Has the state organized and managed its community-based long-term

care system in the most efficient and effective way?

What Long-Term Care Services Are Available in California?

In general, California law defines long-term care as a coordinated con
tinuum of care that:

• Addresses the individual's health, social, and personal needs, and
• Maximizes the individual's ability to function independently, espe

cially outside of an institution.

California's definition of long-term care is so broad as to include any
service that is needed to maximize an individual's independence. For
example, this definition would include a service such as housing assistance,
that normally might not be associated with long-term care.

In theory, the range of services available to elders in California follows
a continuum based on how well the person functions and the extent of his
or her informal support system. Chart 30 generally illustrates this continu
um of care.

At one end of the continuum are the most frail elders who need institu
tional services because they have little family support at home and are
physically or mentally unable to care for themselves. At the other end of
the continuum are the least frail elders who simply need some direct:
services, such as In-Home Supportive Services (IHSS). Between these two
ends of the continuum are various case management programs which help
put together a package of services which assists the elderly person to
remain at home.
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Chart 30
California's Continuum of Care for the Elderly
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In reality, the long-term care options available to most older Californi
ans are not as neatly organized as shown in Chart 30.

Table 57 summarizes the major long-term care services provided in
California. These services are discussed in more detail in the Analysis
(Item 4170). The table does not provide a complete picture of all available
services because it excludes programs which do not receive funding from
governmental sources.

Table 57 demonstrates several important points regarding California's
current system of long-term care:

• Nursing Home Care Accounts for the Bulk of Long-Term Care Ex
penditures. California will spend approximately $1.7 billion (all
funds) for long-term care services in 1985-86. Of this amount, about
62 percent will be spent for skilled nursing care and intermediate care
services and the remaining 38 percent will be spent for community
based care services.

• Sources of Funding Influence the Use of Residential Care Services.
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The Medi-Cal program is the single largest funding source for long
term care programs, accounting for over $1.0 billion in nursing home
funds. Because the Medi-Cal program does not reimburse most of the
costs of community-based care, it tends to encourage the use of insti
tutional care over community-based care.

• The IHSS Program and Home Health Care Services are the Largest
Community-Based Services. Of the community-based services, the
IHSS program serves the largest number of people residing in the
community (116,000) and has the largest amount of state and federal
funding ($413 million in 1985-86). Home health care providers serve
more people than IHSS (140,000). Table 57 significantly understates
the costs of the home health services, because it does not include the
share of costs which are paid by clients.

• The State's New Long-Term Care Programs are Relatively Small.
The new long-term care programs which provide case management
and direct services-Multipurpose Senior Services Program (MSSP),
Linkages, Adult Day Health Care (ADHC) , and Alzheimers-serve
relatively few people and receive relatively little funding compared
to residential care services and the IHSS program. These four new
programs together receive $32 million and serve 10,000 clients, while
residential care and IHSS receive $1.4 billion and serve approximately
320,000 clients.

• Long-Term Care Administrah've Agencies are Fragmented. Long
term care services, both residential and community-based, are
managed by a number of different public and private entities. This
may make it difficult to direct a person to the most appropriate type
of care.

• Area Agencies on Aging (AAAs) Serve the Frail Elderly. The
AAAs generally are viewed as serving the relatively well-functioning
elderly. Among the services for which AAAs contract, however, are
four that frail elders utilize extensively-case management, in-home
services, home-delivered meals, and transportation.

What Do We Know About the Effectiveness and Efficiency of Providing
Community-Based Long-Term Care Services?

Nationwide Research Projects. During the last 10 to 15 years, the
federal government has sponsored a number of different long-term care
demonstration projects across the country. In general, the purpose of
these projects was to determine the impact of community-based long
term care services on the cost and quality of care provided to the elderly.
Because many of these demonstration projects are still in process, research
findings published to date are either incomplete or preliminary. Even
where projects have been completed, the research findings regarding cost
and quality of care are inconclusive.
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Long·Term Care Services in California

1985-86
(dollars in thousands)

.4dministruti,·e .\"umber of' Number of' Funding
AffencT" Prol"iders People Sen'ed Gcnerul Federul Lac"l" "-----To~'

Private 1,200 135,600 8517,435 8510,003 - SI,027,438
Prinlte 3,400 71,300 d Unknown Unknown Unknown Unknown

CDA 22 5,400 9,790 9,551 - 19,341
CDA 13 1,800 3,808 - - 3,808
AAAs 65 H,BOO 86 1,303 8647 2,036

County Welfare 96,850 r 116,000 90,034 303,221 19,947 413,202
Departments
AAAs 124 38,300 81 2,743 1,511 4,335
Private 479 140,000 3,233 149,109 Unknown 152,342
CDA 60 2,550 4,356 3,522 Unknown 7,878
Private 90 4,590 Unknown Unknown Unknown Unknown
CDA 8 185 467 - 75 542
AAAs 168 45,400 6,014 9,378 3,937 19,329
AAAs 203 55,300 530 4,855 3,218 8,603
Counties Unknown Unknown Unknown - Unknown Unknown
AAAs, HCD - 9,733 550 5,580 Unknown 6,130

-- --
8118,949 S489,262 $29,335 $637,546
8636,384 8999,265 829,335 81,664,984

• Title lIlB '·-in·home sen'ices .
• Home health care" .
• Adult day health care (.-\DHC) .
• Adult social da,' care" ..
• Alzhcimer's da~' car(' resource centers .
• Home-deJil-ewd mcals , ..
• Transportation , .
• Adult protecth'e s('n"ices ..
• Ilousing ' .

Subtotals-comlllunitv-based care .
Totals-r('sidential a,;d community-based care .

T.lpe of'Serrice
R('sid('ntial Car('
• Skil\('d nursing car(' and int('rmcdiate care , .
• Board and car(' .
Community-Based Car('

Cas(' \Ianag('mcnt
• \Iultipurpos(' Senior S('rl"ices Program ..

• Linkages .
• Titlt' II1ll-case management , .

Direct S('n'ices
• In-Home Supporti"e Sen·ic('s .

"C))A=California ))eparlrnl'nt of Aging; A:\As=Arl'a Agl'ncil's on Aging; IICD=Dcparlml'nl of !lousing and Conlll1unily DC'·l'lopnwnt.
hThc.'", lolals do nol ineludl' clic.'nl-sharl' of cosl ",Iwrl' rl'quirl'cI.
,. :\on~,nI>N 191\5 \1c.'di-Cal pstimall' only, inclucll's somp facilitil's for dl"'l'lopnll'ntally disabll'd.
d :\uml>l'r of bed,' licensed as rl'sidl'ntial facHitil's fe)r thp l'lcll'rh-.
" 1!J1l4-K5 California ))l'partn1<.'nl of Aging \lanagl'n1<.'nt lnform:'tion Sysll'm and cosl rl'porl clala.
I Estimated 191\3.
" 191>1 \!<'clicarp l"iscal clala: 19H5-Ilfj \kdi-Cal fiscal pstimatl'. ~

" !':sti'Jla!<'d nnmb"r of <,I<INh' pro\'idNs and slots among those Iieensed for a<lult <Ial' care. 0
'Th,'s<' an' "stimal<'s of Sl'nior~Sl'n·"d and associaled expenditures under c.'ight dilTl'n';ll programs prodded through :\:\As and IICD. It does nol encompass all housing ""

progralns.



204

The Multipurpose Senior Services Program (MSSP). One of the ma
jor research projects on community-based long-term care services for the
elderly-MSSP-was conducted in California. The purpose of the MSSP
research was to test the effectiveness of delivering services to the elderly
using case managers. Case managers operate in teams made up of health
and social workers, in ~rder to assess and coordinate the delivery of serv
ices to individuals.

It is important to understand the findings from this research project
because it has become the model in California for the delivery of com
munity-based services to individuals who are most at-risk of institutionali
zation. The findings of the research project are summarized below:

• Cost of Services. The demonstration project found that, contrary
to conventional wisdom, it is more expensive to maintain an elderly
person in the community with MSSP services than it is to provide
services to that person in an institution. In 1983-84, for example, it cost
$106 more a month to keep an elderly person in the community with
MSSP services ($1,669) than to provide institutional care to that indi
vidual ($1,563). One reason for the higher cost is the case manage
ment and research cost of the MSSP. In 1983-84, these costs accounted
for approximately $277 per month, per person, or about 23 percent of
an MSSP client's average monthly cost of care. The research costs
alone account for about $110 per month, or 11 percent of the cost of
care. Another explanation for the higher cost is that MSSP does not
directly control the utilization of services by its clients. For example,
Medicare accounts for almost 50 percent of an MSSP client's average
monthly costs. These are largely acute care hospital costs, over which
MSSP has no direct utilization control.

• Effectiveness of Services. The results from MSSP regarding pro~

gram effectiveness are mixed. On the positive side, MSSP clients
spend less time in hospitals and skilled nursing homes and live slightly
longer than would have been the case had they not received the
service. On the other hand, MSSP had no significant effect on the
physical or mental functioning level of the typical client.

• Targeting of Services. The MSSP research suggests that it is im
portant to target services to those individuals who will benefit from
these services the most. Specifically, the research found that MSSP
was most beneficial for the frailest elderly. That is, for the most frail
elderly, MSSP saves more hospital days, more nursing home days, and
more days of life, at less cost per person.

In summary, the MSSP research indicates that an individual's quality of
life (in terms of fewer days spent in institutions) may be improved by the
program, but such improvement results in expenditures which exceed the
cost of institutional care. If research costs are excluded, the cost of keeping
a person in the community is almost the same as the cost of institutional
care.
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Preliminary data since 1983-84 indicate that although the cost perclient
has not changed significantly, the distribution of those costs has changed.
Administrative costs per client are decreasing because the same costs are
spread across more clients. Service costs per client, however, are increas
ing. We discuss these cost issues further in Item 4170 of the Analysis.

Has the State Organized and Managed its Community-Based Long-Term Care
System in the Most Efficient and Effective Way?

Some of the issues facing California's community-based long-term care
system stem from policies and actions of the federal government and the
Legislature's ability to address these issues is limited. For example, if the
Legislature decides on a model of care that relies on federal funding, it
probably would have to obtain federal waivers of Medicare and Medicaid
regulations, and could not simply provide for implementation of the sys
tem by a state agency. Because it is difficult to secure these waivers, the
Legislature is limited in the extent to which it can change the long-term
care system.

The issues discussed below involve those aspects of the community
based long-term care system which the Legislature can affect directly.

Improved Methods For Targeting Long-Term Care Services Are Needed

We recommend that the Legislature adopt supplemental report lan
guage which requires the Department of Aging to submit a report by
December 1, 1986, which describes the costs and benefits of various target
ing mechanisms for the Multipurpose Senior Services Program, as well as
other case management programs.

One of the major conclusions yielded by the MSSP research is that it is
important to target community-based long-term care services to specific
groups of individuals. Specifically, the research shows that case manage
ment services, such as those provided by MSSP, are most cost-effective
when targeted to the frailest elderly. In an attempt to target services on
the most frail elderly, the MSSP currently serves only those individuals
who are "certifiable" for intermediate or skilled nursing home care. The
experience of MSSP shows, however, that simply serving individuals who
are "certifiable" does not result in only the most frail elderly receiving
services. This is because certifiability is a broadly defined term which can
be applied to any person who, as a result of a medical condition, needs an
out-of-home protective living arrangement in order to stop the deteriora
tion of health. Thus, certifiability is a fairly arbitrary line which, in prac
tice, does little to help distinguish among the functional levels of various
clients.

Currently, there are two projects underway in the state which are at
tempting to develop better targeting mechanisms.
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• The California Department of Aging (CDA), in conjunction with the
University of California, is developing a computer-assisted targeting
system for use by the MSSP sites. Because this system has not yet been
tested, the department does not know if it will be effective in identify
ing those individuals who would benefit most from community-based
services.

• Another way to improve targeting would be to expand the Gatekeep
er program statewide, as required by Ch 1600/84 (AB 2226). This
would enable MSSP and other community-based long-term care pro
grams to serve those individuals who have actually applied for admis
sion to a nursing home, and thus are very likely to be quite frail. We
discuss this issue further in Item 4260 of the Analysis.

In order for the Legislature to evaluate the potential targeting mech
anisms for MSSP and other case management programs, we recommend
the adoption of supplemental report language requiring the CDA to sub
mit a report to the Legislature that presents targeting alternatives for the
MSSP program. The report should not be limited solely to the targeting
systems described above, but also should examine the costs and benefits
of other alternatives as well. The following language is consistent with this
recommendation:

"The Department of Aging shall submit a report to the Legislature by
December 1, 1986, which describes the costs and benefits of various
targeting mechanisms for case management programs, particularly the
Multipurpose Senior Services Program. This report shall include, but
not be limited to computer-assisted targeting, as well as targeting
through such referral mechanisms as the Gatekeeper program."

Client Assessment for Services Needs to Be Done More Efficiently

We recommend that the Legislature adopt supplemental report languge
which requires the Departments ofAging and Social Services to submit a
plan for consolidating assessments for community-based long-term care
programs.

Currently, many individuals receive community-based long-term care
servic~s from more than one program. For example, it is not unusual for
a person to receive services from MSSP, ADHC, and IHSS all at the same
time. All of these programs use different assessment tools to determine the
amount and type of services their clients need in order to remain in their
own homes. Thus, a client could be assessed three different times, once by
each program, prior to receiving each of these services. Although some of
these assessments are more extensive than others, each contains many of
the same elements, such as a medical history and an evaluation of the
person's ability to function in the home. These multiple assessments not
only result in duplication of effort, but can be both draining and confusing
for a frail elderly person.
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Because there are many efficiencies to be gained from consolidating
assessments, we recommend that the Legislature adopt supplemental re
port language which requires the CDA and the DSS to submit a plarito
the Legislature for consolidating the assessment process for comumnity
based long-term care programs. The following language is consistent with
our recommendation:

"The Departments of Aging and Social Services shall submit a plan to
the Legislature by December 1, 1986, for consolidating assessments for
services from community-based iong-term care programs. The consoli
dation plan should include, but not be limited to MSSP, Linkages, Alz
heimer's Day Care Resource Centers, ADHCs, and IHSS. This plan
should have a beginning implementation date no later than July 1,
1987."

Local Organizational Structures May Affect Coordination of Services

We recommend that the Departments of Aging and Social. Services
submit a report to the Legislature by December 1, 1986, regarding consoli
dation of community-based long-term care systems at the local level.

A large number of agencies provide long"term care services to the
elderly at the local level. These agencies include county welfare depart
ments, area agencies on aging, and local long-term care programs (for
example, MSSP) sponsored by the CDA. There are also many private
organizations, such as horne health agencies, which provide these services.
This fragmentation may make it difficult to provide services in the most
efficient way, on two different levels:

• From a systemwide standpoint, having several different agencies pro
viding services makes it difficult to target services to.individuals. This
is because no one agency is responsible for determining whiqh serv
ices are most appropriate for a given individual.

• From an individual's standpoint, having several local agencies provid
ing services makes it difficult for a person to make the transition from
one service to another.

Several counties have attempted to minimize this fragmentation by
combining into one agency those local entities which provide comiminity
based long-term care services. Based on our review, these types of struc
tures appear to be a more efficient way of providing community-based
long-term care services. Because one agency has responsibility for deter
mining the appropriate level of care for all those seeking services, it is
easier to determine one individual's needs relative to another's when
allocating existing services. Moreover, from the client's standpoint, it: is
easier to find services when one agency in the community provides them.

Because these consolidated structures appear to be more efficient In
delivering long-term care services, we recommend that' the Legislature
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adopt supplemental report language which requires the CDA and the DSS
to submit a report which examines the benefits of this type of organization
at the local level. In addition, the report should include a plan to provide
assistance to counties that have not yet consolidated their organizations
for. delivering community-based long-term care services. The following
language is consistent with this recommendation: "

'~The Departments .of Aging and Social Services shall, by December
1, 1986, submit a report to the Legislature listing the counties which
have consolidated long-term care service delivery systems, and examin
ing the benefits and limitlitions of such systems. The report also shall
include a plan for providing assistance to those counties who have not
yet developed such a consolidated system."

TheCDA Should Specify the Need for Community-Based Long-Term
Care Services

We recommend that the CDA include in its annual report on long-term
care specified information which will better enable the Legislature to do
loni~range planning for community-based long-term care services.

During the last few years, the number of "community-based long-term
care programs has increased significantly. For example, the number of
MSSJ> .sites more than doubled, from 8 to 22, between 1984-85 and 1986-87.
IIi addition, the number of ADHC sites has increased from 35 in 1984-85
to, a: projeCted 80 in 1986-87. In general, expansion of these and other
community-based programs has been incremental, with each program's
expansion considered separately from the others. In other words, expan
sion has not been based on estimates of the particular types of services that
are most appropriate for those who will need community-based long-term
care.

There are two negative implications of expanding services without this
information. First, by incrementally expanding programs without taking
into consideration the needs of older Californians, individuals may not be
receivingthe services they need, or they may be mismatched with avail
able services. Second, a haphazard matching of elders to services may
result in a service system which is not cost-effective. This is particularly
important because many of these community-based programs have the
potential for significant cost increases due to their broad eligibility guide
lines.

One example of how the need for services can be estimated statewide
is contained in CDA's report "MSSP: Impact Analysis, 1983-84". The de
partment estimated, by frailty level, the number of potential MSSP recipi
ents in each county of the state. This estimate could be compared to the
actual number of people served by MSSP statewide in order to determine
the percentage of need being addressed by this program throughout the
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state. (MSSP, however, has not used this particular formula on which to
base its expansion requests. Instead, it has used the formula required by
its federal waiver.)

Similarly, CDA could estimate the need for all long-term care programs
using particular characteristics of the elderly targeted in other long-term
care programs. For example, if the department can estimate the potential
number of MSSP clients statewide based on the number of "most frail"
Medi-Cal recipients, presumably the department can estimate the num
ber of potential ADHC and other community-based long-term care serv
ices clients using a "medium" level of frailty. These estimates of need for
particular programs could be combined county-by-county in order to de
termine the total need for long-term care services in the state, and what
proportion of that need is being met· in each county through existing
services. This information would enable the Legislature not only to use
estimated need as a basis for expanding programs, but also to expand them
on a priority basis.

In order to most appropriately match need with long-term care services,
we recommend that the Legislature adopt the following supplemental
report language requiring the CDA to include in its annual long-term care
report, projections of the number of elderly in the state, their functional
levels, type of informal support systems, and any other information which
enables the Legislature to determine unmet need for community-based
long-term care services.

"The Department of Aging shall include in its long-term care plan due
annually by December 1, an estimate of the number of elderly in the
state, their functional levels, and any other information which enables
the Legislature to determine unmet need for community-based long
term care services, including MSSP, Linkages, ADHC, and IHSS."

HAZARDOUS WASTE SITE CLEANUP STRATEGY

Do the State's Current Hazardous Waste Cleanup Procedures and Priori
ties Maximize Public Health Protection?

Current law assigns responsibility for the cleanup of hazardous waste
sites in California to the Department of Health Services. With the ap
proval of the $100 million bond act in 1984, the voters provided thedepart
ment with the means to begin permanently cleaning up many hazardous
waste sites. While Ch 1439/85 (AB 129), establishes general program
procedures, responsibility for determining how the cleanup process works
and setting program priorities rests largely with the Department of Health
Services (DHS).

This section reviews the program's process and priorities for cleaning

8-80961
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hazardous waste sites and makes recommendations to ensure that the
department maximizes the impact of cleanup activities on protection of
public health and the environment.

Current Cleanup Process

The. current cleanup process involves five distinct stages or phases of
planning and remediation.

• Site Discovery. In this phase, the Department of Heaith Services
discovers that a site has hazardous wastes posing a public health
threat. Sites may be discovered through public complaints or the
department's program to systematically search for abandoned haz
ardous wastes.

• Site Development. Once a site is discovered, the department
takes steps to determine the general extent of contamination and the
magnitude of the public health threat. The department may under
take a number of formal actions at this point, such as (1) reducing the
immediate public health threat by removing potentially explosive
drums or erecting fences around the site, or (2) calculating the site's
priority ranking, which determines whether immediate cleanup ac
tion is appropriate or whether higher priority sites should be cleaned
up before attention is given to the site in question. Efforts to identify
responsible parties may also begin at this time.

• Site Characterization. Permanent cleanup activity begins with site
charaCterization, which involves an in-depth assessment of the con
tamination problem. The department characterizes only the highest
priority sites for which there is no responsible party or an identified
responsible party will not agree to a cleanup plan.

• Development of a Remedial Action. Plan. At this stage, DHS
develops a cleanup plan that sets cleanup standards based on (1) a
public health risk assessment established for each toxic material and
(2) the ability of current technology to eliminate contamination from
the site.

• Remediation of the Site. Once the remedial action plan is ap
proved, cleanup of the site begins. The typical site requires one to two
years to clean up. Complicated sites may take up to five or more years
to remediate, with ongoing operating and maintenance costs continu
ing for many more years. The state initiates and pays for cleanup
actions when the responsible party cannot fund the cleanup costs or
will not take appropriate action. In some cases, the state cleans up
only sites for which no responsible party or parties exist.

Current Cleanup Strategy Does Not Maximize Public Health Protection

We recommend enactment of legislation establishing a policy that re
quires interim cleanup activities at hazardous waste sites in order to quick
ly reduce threats to the public and the environment. We further recom-
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mend that this legislation specify general criteria under which interim
measures would be applied.

Our analysis indicates that there are normally two categories of prob
lems at hazardous waste sites: short-term and long-term threats to public
health and the environment. The short-term threat exists when (1) the
potential for fire, explosion, or public contact with toxic substances creates
a public health hazard or (2) the continuing escape of toxic materials into
water or air results in damage to the environment. The long-term threat
is any public health or environmental danger that cannot be eliminated
by interim measures. Because the danger from fire, explosion, and public
contact often can be greatly reduced by relatively simple remedies, envi
ronmental contamination usually constitutes the major long-term threat.
This threat continues so long as a site is not permanently cleaned up.

Actions to reduce short-term threats are relatively straight forward.
Potentially explosive drums can be removed. Contaminated areas can be
fenced-off in order to reduce public contact with the toxic substances.
Further spread ofcontaminants into the environment can be inhibited by
covering the site with impermeable clay, thereby (1) reducing the filtra
tion of rainwater through contaminated soil into the groundwater and (2)
reducing the contamination of rainwater that ultimately runs into surface
streams and rivers.

Actions to eliminate long-term threats are usually more complicated
and costly. Contaminated dirt can be removed and possibly treated or
disposed in a licensed waste disposal site. Contaminated groundwater can
be pumped out of the ground and treated or disposed.

Current state policies generally do not result in action to reduce the
short-term threat posed by a site. According to the department, sites
occasionally are fenced in order to reduce public contact; the department
may initiate action at a site in order to reduce fire and explosion threats.
Our review indicates, however, that there is no consistent policy govern
ing actions to reduce short-term threats. If a site is not among the top
priority sites or is not on the federal site list, the· department is unlikely
to take the steps needed to reduce the immediate danger. Moreover, a
high ranking on the state priority list is no guarantee that any intermedi
ate remedial steps will occur.

The result of this policy is that DRS cleanup actions focus on a limited
number of high-priority sites; the remaining sites receive little or no atten
tion, even though the ongoing health and environmental effects may be
significant. Currently, there are 222 sites on the state priority list. Of these
sites, cleanup actions are targeted for 117 sites (37 sites with state bond act
funds, 53 with federal Superfund monies, and 27 with support from re
sponsible parties). This means, however, that the department has no im
mediate plans to take any action at 105 sites. Unless the DRS takes action
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to reduce the threatto health andthe environment at these 105 sites, they
will continue to present a danger to the public. Indeed, the threat posed
by these sites may even increase if continued deterioration ofsites permits
contaminants to enter air and water at increasing rates.

While a policy of taking no action at 10w-priQrity sites does not adequate
ly protect the public health, an across-the-board policy of fencing or cap
ping all sites does not make sense either. The cost ofinterim action at some
sites could approach the cost of permanently eliminating the toxic hazard.
In these cases, interim actions probably should not be taken. If permanent
action is years away, however,intermediate steps may stabilize a site and,
therefore, reduce future cleanup costs. Thus, interim action may be justi
fied, even if it is relatively expensive.

Interim cleanup measures should be taken when:

1. Interim action could prevent or substantially limit contamination of
underground or surface water and continued inaction would result in
substantially greater cleanup costs at a later time.

2. Continued inaction poses a substantial threat of death, serious injury,
or illness.

3. Interim action is relatively inexpensive in relation to the cost of
permanently cleaning up the site with presently available technology.

With these considerations in mind, we recommend enactment of legis
lation establishing a hazardous waste cleanup policy that generally re
quires interim cleanup activities at hazardous waste sites. We further
recommend that this legislation specify broad parameters under which
interim measures would be applied.

State Priority List Does Not Adequately Reflect Costs and Benefits

We recommend enactment of legislation requiring the Department of
Health Services to revise its site cleanup priorities based on the net costs
and benefits that result from cleaning up a hazardous waste site. We also
recommend thE. < this legislation require the department to update a site's
priority whenever new data indicate that the danger posed by the site has
changed significantly.

The state priorities list reflects the department's assessment of which
sites should be cleaned up first. Clearly, the department cannot perma
nently clean up all 222 sites in California at one time. As a result, the DRS
needs an objective method of setting priorities as a way to focus its re
sources. One way to set priorities-the method chosen by the federal
government-is to first clean up the worst sites-those sites presenting the
most severe threat to public health and the environment. State law,
however, requires the department to also consider cleanup costs when
setting priorities.
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Priorities Are Not Updated to Reflect New InFormation. The prior
ity calculation devised by the department is a modified cost-benefit calcu
lation-the public health benefit is divided by the estimated cost of clean
ing up the site. The department first determines a score representing the
severity of the three threats to society-environmental, public contact,
and fire and explosion. These scores are summed to attain the "cleanup
benefit" of remediating each site. The benefit number is then divided by
a "cost factor" that represents the estimated cost of cleaning up the site.
The resulting health index determines a site's program priority.

Our review of the department's methodology for establishing a site
ranking list indicates that it has the following deficiencies:

• The site priority list is not reassessed aFter interim actions have re
duced site hazard. As we discussed earlier, the department some
times takes interim action at some sites. The department does not,
however, recalculate a site's priority ranking to reflect the reduction
in the threat to the public. Instead, the site is ranked as if no interim
action occurred. As a result, the state priority list tends to overesti
mate the true hazard posed by some sites.

• Cleanup costs and site priorities are estimated with questionable data.
The department determines a site's priority ranking before a site is
characterized (step three in the five-step cleanup process). Priority
rankings are based on initial estimates of each site's condition and
cleanup costs. The first in-depth assessment of a site's hazardous waste
problem, however, does not occur until site characterization. While
Chapter 1439 requires a site to be characterized before it can be
included on the cleanup list, the department plans to characterize
only those sites that receive a top priority based on preliminary data.
As a result, the characterization required by Chapter 1439 will not
affect the order in which sites are cleaned up. Because of the depart
ment's policy to characterize a few sites at a time, site priorities are
based on data that may be incomplete or inaccurate because (1) the
data were collected years earlier and, therefore, do not represent the
current situation at a site or (2) preliminary testing did not provide
a comprehensive assessment of the environmental/health threat or
projected cleanup cost. Therefore, cost estimates and priority rank
ings may be derived from data of questionable validity.

Site Priority Does Not Accurately Reflect the Relative Costs and Bene
Fits of Cleaning Up Hazardous Waste Sites. Currently, the estimated
cost of permanent cleanup plays a major role in determining whether a
site receives a high or low priority; the threat to public health and the
environment plays an important, but secondary, role. The 10 sites having
the top priority on the state list, for instance, are expected to be relatively
inexpensive to clean up-less than $300,000 each. Sites that represent a
more severe health and environmental danger but are also relatively
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expensive to clean up tend to receive a much lower priority. For example,
McColl is ranked number 108, Stringfellow is number Ill, and Iron Moun
tain Mine is number 157. These sites receive a low priority primarily
because the estimated cleanup costs are high.

Table 58 displays the department's ranking methodology for three fic
tional sites. Eliminating the health risk posed by a particular site is consid
ered the benefit of the cost /benefit calculation. Sites that pose the greatest
public health and environmental risks are those with the highest risk
factor numbers.

The department estimates health factors by totaling the scores for envi
ronmental, direct contact, and fire and explosion dangers posed by each
site. Next, cleanup costs are grouped into one of six cost categories: es
timated cleanup costs of less than $300,000 are assigned a cost factor of one,
costs totaling more than $300,000 but less than $1 million have a cost factor
of two, and so on. Finally, the health risk factor for the site is divided by
the site's cost factor to produce a "health index." The health index deter
mines site priority.

Cleaning up Site A, for instance, would eliminate a health risk of 100 at
a cost of $285,000 (a cost factor of one). Therefore, Site A is assigned a
health index of 100. Since Site A has a higher health index number than
either of the other two sites in Table 58, it would be the first site to be
cleaned up.

Table 58
Department of Health Services

Methodology for Calculating Site Priorities

Heulth Estimllted
Risk Cleunllp Cost Site

Site Fuctor Cost Fuctor Heil1th Index Rank
A 100 $285,000 1 100 (100/1) 1
B 120 310,000 2 60 (120/2) 2
C 175 2,850,000 3 58 (175/3) 3

Our review of the department's cost/benefit equation indicates that the
department's methodology does not accurately reflect costs and benefits
of cleaning up hazardous waste sites. This is because the "cost factors" do
not correspond closely to actual cleanup costs. Table 58 shows how the cost
factor can distort the assigned health index number and therefore the
ultimate priority ranking. The estimated cost of cleaning up Site A, for
instance, is $285,000. Site B is estimated to cost $310,000, which is $25,000,
or 8.8 percent, more than Site A. Because SiteB costs more than $300,000,
it is assigned a cost factor of two; even though actual costs are only 8.8
percent higher than Site A, Site B's cost factor results in a cost "difference"
of 200 percent for the purposes of the cost/benefit calculation; For this
reason, Site B's health index is much smaller than Site A's and, on a list with
many sites, Site B would receive a much lower priority.
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On the other hand, cost factors can understate the actual cost differ
ences between sites. Site C is estimated to cost $2.85 million, which is 10
times more expensive toclean tip than Site A. Site C's cost factor, however,
is only three times larger than Site A's. On a list with many sites, Site C's
health index-and its priority-would be much higher than its relative
cost would dictate. As a result of the distortions introduced by the use of
the cost factors, the department's priorities do not accurately reflect the
relative costs and benefits of different sites.

Net Benefit Calculation Balances Benefits and Cost. Our analysis
suggests that a net benefit calculation would provide a more balanced
approach to ranking sites than the department's methodology. A net bene
fit calculation subtracts total costs from total benefits. A positive net bene
fit indicates that a site is worth Cleaning up. A negative net benefit sug
gests that a site should not be cleaned up.

Net benefit calculations require that total costs and benefits be convert
ed into dollars. The net benefit calculations assume that each· unit of
hazardous waste cleaned up has a dollar value, such as $10,000, $100,000,
or $1,000,000 per unit. The site with the greatest net benefit is ranked
number one, the site with the second greatest net benefit is ranked num
ber two, and so on.

The net benefit calculation provides a system for establishing cleanup
priorities in which the assumptions are explicit. Placing a low dollar value
on the benefit derived from eliminating health risk implies that costs
would playa grea.ter role in establishing priorities; a high value indicates
a preference for eliminating the worst health risks. Site ranking is impor
tant because, at any point in time, there is only a limited amount of money
available to use for site cleanup. By using the net benefit approach, the
state can determine site priorities in a way that explicitly recognizes the
relative importance of costs and benefits associated with site cleanup.

Table 59 displays total cleanup benefits, cleanup costs, and the results
of three net benefit calculations for the 10 sites in California that pose the
worst public health and environmental threat (as determined by the
DHS). The public benefit of cleaning up the Chevron Refinery, for exam
ple, would be valued at $21.4 million if cleaning up a unit of hazardous
waste risk is worth $100,000. This is calculated by multiplying the site's
health risk factor (213.65 units) by $100,000. If the cost of cleaning up the
Chevron Refinery site were $30 million, then the cost exceeds the benefits
by $8.6 million; under these assumptions, the site would not be worth
cleaning up. Similarly, if the benefit of cleaning up hazardous waste risk
is pegged at $1 million a unit, then the benefit of cleaning up the Chevron
site would total $213.6 million and the net benefit of cleaning up the site
would be $183.7 million.
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Che\Ton Refinen' ..
Thomas Ranch : .
Hugo :\eu Proler ..
Space Ordinance .
Waste Disposal, Inc ..
Alviso Area .
Custom Chrome .
Flex Multilayer ..
Brav Oil .
Aer~jet General ..
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Table 59
Department of Health Services
Alternative Priorities for the 10

Worst Public Health and Environmental Threats
(costs and net benefits in thousand$)

Hei/lth Totill Net Benefits Assuming Eilch
Risk Cleilllllp Unit ofBenefit is Worth

Filctor Costs $10,()(X) $100,()(X) $1,()(X),()(X)

213.65 $29,950 - $27,634 - $8,585 $183,700
156.67 1,745 -178 13,922 154,925
144.50 3,400 -1,955 11,050 141,100
133.56 6,100 -4,764 7,526 127,460
131.70 10,350 -9,033 2,820 121,350
129.68 6,500 -5,203 6,468 123,180
124.09 285 955 12,124 123,805
123.83 165 1,073 12,218 123,665
118.62 2,120 -934 9,742 116,500
115.45 3,000 -1,846 8,545 112,450

Net Benefits Can Help Reveal Preferences. Examining various net
benefits can provide insight into how different assumptions regarding the
relative value of costs and benefits results in different strategies for clean
ing up hazardous waste sites. If cleanup funds are extremely limited, for
example, the net benefit calculation can indicate which sites yield the
largest reduction in danger for a minimum cost. This is done by setting the
value of cleanup benefits at a relatively low figure. Table 59 shows that
valuing benefits at $10,000 a unit implies that only two inexpensive sites
are worth cleaning up. If few cleanup funds were available,· these two sites
would be the first sites to be remediated. On the other hand, if unlimited
funds were available, the net benefit calculation can indicate which sites
should receive attention first. In Table 59, when health risks are valued at
$1 million a unit, all 10 sites have a positive net benefit figure-all sites are
worth cleaning up if the most important factor is reducing health risks.

Table 60
Department of Health Services

Alternative Rankings for the 10 Worst
Public Health and Environmental Hazardous Waste Sites

Site Priorities Bi/sed on

Site
Chevron Refinery .
Thomas Ranch ..
Hugo :\eu Proler ..
Space Ordinance ..
Waste Disposal, Inc .
Alviso Area .
Custom Chrome .
Flex ~1ultilayer .
Bray Oil ..
Aerojet General ..

DHS
Rilnking
System

6
3
5
7
9
8
1
2
4

10

Net Benefit
A.ssuming Eilch
Unit ofBenefit

is Worth
$1O,()(X) $1,()(X),()(X)

10 1
3 2
6 3
7 4
9 8
8 7
2 5
1 6
4 9
5 10

DHS
Heillth
Risk

Filctor

1
2
3
4
5
6
7
8
9

10
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If we know what value to place on cleanup benefits, we can use each
site's net dollar benefit to determine the order in which sites should be
cleaned up. Table 60 converts the net benefits for the 10 sites that pose
the worst public health threats into priority rankings, with the number 1
site having the highest priority ranking. Table 60 shows that when benefits
are valued at $1 million per unit, rankings generally equate to the site's
total health risk. The relationship is not exact, however, because the es
timated cleanup costs still playa role in determining site ranking. If bene
fits were valued at $100 million a unit, sites would be ranked only by their
health risk. In the same way, the lower the value placed on a unit of
cleanup benefit, the more that site priorities are influenced by cleanup
costs. This is because the lower the value assigned toa given reduction in
health risk, the greater the role of cleanup costs in setting priorities. If we
assume that all sites, including the major costly sites, should be cleaned up,
it implies that society values the benefits of cleanup at somewhere
between $100,000 and $1 million per unit. Table 60 suggests that in con
trast, the DRS priority equation values benefits at approximately $10,000
a unit under a cost/benefit method of prioritizing site cleanup.

No particular dollar amount is the analytically "correct" value to place
on a unit of cleanup benefit. Ultimately, this is a decision that elected
officials must make. We think the net benefit approach offers the Legislac

ture a straight forward way of making this decision and thereby setting
priorities for cleaning up hazardous waste sites,

When calculating priorities using the net benefit approach, it is essential
that the department use accurate up-to-date data on contaminated sites.
Without meaningful data, the process of establishing site prioritization
loses much of its value. As noted earlier in this section, the data currently
used by the department are neither consistently accurate nor up-to-date.

Based on the analysis presented above, we recommend that the Legisla
ture enact legislation requiring the department to revise its site cleanup
priority list based on the net costs and benefits that result from cleaning
up a hazardous waste site. We also recommend that this legislation require
the department to update a site's priorities whenever new data indicate
that the danger posed by the site has changed significantly.

These two recommendations-that the Legislature require more in
terim cleanup activities and require a change in the way site priorities are
determined-,-would, if approved, shift the program focus toward reducing
the public health risk. It would do so as follows:

• Emphasize Interim Remedial Actions. Instead of limiting its
cleanup efforts to a few sites, the toxics program would provide in
terimremedial actions at many more sites, in order to reduce the
threat posed by these sites to public health and the environment. An
up-to-date assessment of these threats would provide state officials
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with the data needed to decide what action is appropriate based on
the cost of interim and perman~nt action and ~he extent to which
interim remedies reduce the danger to puplic he~lthand the environ
ment. In addition, the assessment would generate the quality informa
tion needed for determining each site's priority.

• Revise the Way Priorities for Site Cleanup Are Determined. Un
der our recommended system, site priorities would be recalculated
after interim measures were applied at a site so that the priority list
accurately reflected the current danger posed by each site. If interim
measures were applied at many sites, the priorities list would be
composed of smaller sites (where interim action was not cost-effec
tive) and larger, more complicated sites (where groundwater con
tamination constitutes the principal remaining threat). The net bene
fits of cleaning up sites would determine cleanup order and achieve
a reasonable balance between costs and benefits.

Adoption of our recommendations would signal a significant departure
from current DRS operations. For this reason, we further recommend
that legislation permit the department to maintain its current efforts to
clean up the 17 sites where remedial action is imminent. To curtail action
on these sites would needlessly sacrifice a significant amount of the re
sources already expended by the department. In addition, the department
will gain valuable information on (1) cleanup methods, (2) the use of zone
contracts and task orders, and (3) recovery of cleanup costs from responsi
ble parties. These lessons will be useful in planning future cleanup meas
ures.

TRANSPORTATION PROGRAMMING

What Can Be Done to Make the State Transportation Improvement Pro
gram More Effective?

Chapter n06, Statutes of 1977 (AB 402), requires the California Trans
portation Commission (CTC) to adopt and submit annually, to the Legis
lature and the Governor, a five-year State Transportation Improvement
Program (STIP).

The State Transportation Improvement Program (STIP)

The STIP is the basic plan for all state- and federally-funded transporta
tion projects in California, including improvements in the state highway
system, state-operated toll bridges, mass transportation, and aeronautics
programs. The STIP provides:

• An aimual and five-year estimate of all state and federal funds reason
ably expected. to be available for transportation purposes, and any
associated funding constraints.
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• A schedule of all major projects to be funded from state transportation
funds in each of the five years covered by the plan.

• An estimate of the amount of funds to be allocated by the commission
during the five-year period.

• An estimate of the residual amount that will be needed for any high
way projects which will not be completed within the five-year period,
by funding source, as well as the project's completion date.

• A summary of expenditures for minor projects to be funded through
allocations by the commission during the period.

Annual Planning Process. Each year the commission establishes
guidelines for the Department of Transportation to use in preparing the
STIP for the following year. Regional transportation improvement pro
grams also are submitted to the commission. After considering the existing
STIP, the proposed state program submitted by the department, and the
regional improvement programs, the commission adopts a new five-year
STIP.

The STIP Has Serious Deficiencies Which the legislature Should Address

The STIP has provided a structured process for planning, funding and
implementing transportation projects and programs. Nevertheless, it has
serious deficiencies which must be corrected if the process is to be made
more effective. The specific problems with the current STIP process in
clude:

• A predisposition toward overprogramming of transportation projects;
• A tendency to generate unrealistic expectations regarding the com

pletion of projects;
• An inability to effectively use the STIP for budgeting and control

purposes.

The STIP Is Overprogrammed

The Department of Transportation annually prepares a "Fund Esti
mate," using a methodology adopted by the eTc. Most of the assumptions
on which the estimate is based are presented by the department to the
commission and discussed at various commission meetings.

The Fund Estimate provides the basis for programming and scheduling
individual capital outlay projects for construction and funding during the
five-year period. It shows (1) the projected amount of federal highway
funds available, (2) the anticipated level of state transportation revenues
from various sources, (3) projected levels of support expenditures (includ
ing expenditures on capital outlay design, highway maintenance and oper
ations, local assistance, and administration of state agencies), (4) the
amount committed for capital outlay expenditures in previous STIPs, and
(5) any remaining resources that will be available for programming and
funding additional projects during the five-year period.
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In the past, the Fund Estimate has assumed that California will receive
the maximum amount of federal funds apportioned to the state, including
both future apportionments and past unexpended apportionments. Begin
ning with the 1986 STIP, however, the Fund Estimate will include only
future apportionments.

Optimistic Projections Result in Overprogramming. By projecting
the maximum amount of federal funds that the state could receive, the
Fund Estimate encourages the commission to include in the STIP an
overly optimistic schedule of capital expenditures. In fact, about 20 per
cent of the projects programmed in past STIPs could not be funded within
the five-year period. Thus, the STIP is more of a six-year plan masquerad
ing as a five-year plan.

The 1984 and 1985 STIPs provide a good illustration of the problem. In
each of these years, the amount of federal funds which the state is author
ized to expend (known as obligational authority) has been significantly
less than the amount called for by the apportionment formula. In 1984-85,
for example, California initially received about 93 percent of its apportion
ment. Subsequently, the state received an additional 5 per~ent in discre
tionary funds, bringing the total to 98 percent of the apportionment level.
For 1985-86, the state's obligational authority is expected to be approxi
mately 83 percent of the apportionment level, and the actual amount
could be even lower if the federal Gramm-Hudman-Hollings Budget
Amendment is implemented. Thus, the state's authority to expend federal
dollars is certain to be far below the statutory apportionment level.

Our review finds that the 1986 STIP Fund Estimate also uses unrealistic
estimates of federal funds for the five-year period covered by the plan.
This will result in a 1986 STIP which, in all probability, will not be fully
funded. (Please see Item 2660 of the Analysis.)

Table 61 shows what happens to project funding when federal obliga
tional authority falls below the level assumed in the STIP. We estimate
that, under a best-case scenario, about $176.3 million of highway projects
would not be funded in the current year as a result of the shortfall. Similar
ly, if the state gets 90 percent of its statutory apportionment (about $1
billion) in 1986--87, the STIP would be overprogrammed by approximately

. /

$102 million, including about $89 million for state projects and $13 million
for local projects. Over a five-year period, this mismatch could leave the
STIP overprogrammed in terms of state projects. by $500 million. If the
obligational level declines to 80 percent of the statutory apportionment for
the five-year period, the amount of overprogramming would be twice that
amount, or $1 billion.
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Table 61
Impact of Obligational Authority Shortfalls on

Highway Projects and Activities
1984-85 through 1986-87

(dollars in millions)

Apportionment a

1984-85 (actual) ,. $968
1985-86 .. 1,037
1986-87 1,019

90% 0:\ .
80% 0:\ .

Estimated
Oblig<ltioIl/ll

Authori~v (OA)
$944.2
860.7

917.1
815.2

UnfuIlded
AmollIlts

$23.8
176.3

101.9
203.8

a IncludC's only fund catC'goriC's subjC'ct to obligational authority limits.

In sum, by basing the Fund Estimate on formula-based apportionments,
rather than on the amounts which the state will be authorized to spend,
the commission builds into the STIP a significant number of projects
which realistically cannot be funded.

The STIP Generates Unrealistic Expectations

Typically, the STIP programs approximately 2,000 projects, with an
average of 400 projects per year. Projects are programmed by various
categories of funds, such as interstate completion, interstate rehabilitation,
and primary systems, with the date projects are to be advertised for con
struction shown for each. Not surprisingly, the adopted STIP tends to be
viewed by the Legislature and local agencies as a commitment on the
CTC's part to fund and implement specified projects. Such a view, howev
er, is not realistic given the inherent overprogramming of the STIP. There
simply is not sufficient money to fund all projects within the STIP's time
frame.

For example, the realization that federal funding would be much lower
than anticipated during the 1985 STIP period led the commission to defer
about $650 million in projects beyond the five-year 1985 STIP period and
about $1.2 billion in projects within the period. When this happens, the
usefulness of the document for project identification, scheduling and
delivery is diminished.

The problem of unmet expectations is compounded further by the fact
that there is no mechanism fdr determining which projects to defer when
a funding shortfall materializes. STIP projects are not ranked and funded
in priority order. Instead, funds are allocated to projects as projects
become ready· to be advertised for bid. Project readiness, however, may
not reflect relative priority. Consequently, when projects must be de
ferred because the STIP is overprogrammed, there is no guarantee that
the highest priority projects will be the ones to proceed.
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The STIP Cannot Be Effectively Used For Budgeting Purposes

Our review finds that the STIP is not useful for budgeting and control
purposes, for the following reasons:

1. Capital Outlay Expenditures in the Budget Are Exaggerated.
The STIP is supposed to provide the basis on which the Department of
Transportation formulates its annual capital outlay budget request. Thus,
when the STIP is overprogrammed, the department's capital outlay re
quest is overbudgeted.

2. Realistic Staffing Level Cannot Be Identified. The department
budgets its support staff for project design and development at the level
needed to "deliver" the STIP. Because STIP funding levels are overstated,
the staffing level requested in the budget is larger than what is needed to
get fundable projects ready for advertising and construction.

Given the complexity of transportation project scheduling, the depart
ment needs some staffing flexibility to ensure that "shelf' projects can be
brought to bid in the event additional funding becomes available. The
current STIP display and methodology, however, does not permit the
Legislature to identify the amount of staff resources available to work on
these projects in a given year. As a result, the Legislature does not have
the information it needs to review the staffing level proposed for the
department.

3. Monitoring and Evaluation of Project Delivery Are Difficult.
The department indicates that, in anyone year, bids are advertised and
awarded for approximately 80 percent of the projects scheduled in the
STIP for that year. This means that about 20 percent of the scheduled
projects are not delivered as planned. This, coupled with the fact that a
large number of projects will not be funded due to overprogramming,
makes it very difficult for the Legislature to monitor and evaluate the
department's effectiveness in delivering projects. This is further com
plicated by the fact that project scopes and costs are constantly being
changed and revised.

Monitoring the performance of the department and the commission is
also difficult because the STIP does not contain information on either
current-year activities or past-year accomplishments. The commission re
ports on past and current fund allocations for projects separately, in its
annual report to the Legislature. Consequently, the Legislature is not able
to monitor the cost and status of projects in individual STIPs without going
through a difficult and time consuming process.

4. Program Performance Is Measured by Dollars Expended-Not
Projects Delivered. Unlike most other state agencies which are re
quired to itemize projects in the Budget Bill, the Department ofTranspor
tation requests and receives capital outlay appropriations in a lump sum.
The appropriations are then used to fund the projects subsequently adopt
ed in the STIP. The department, however, does not measure its perform-



223

ance in terms of whether it has advertised specific projects for construc
tion on schedule, as set forth in the STIP. Instead, the department
measures its capital outlay performance by the dollar amount of construc
tion contracted for in a given year.

The STIP Can Be Made More Effective

We recommend that the Legi$lature enact legislation to enhance th~
effectiveness of the STIP process and document by:

1. Establishing more explicit guidelines for adoption of a reasonable
.f'und Estimate.

2. Requiring the STIP and Fund Estimate documents to include a list
ofall major assumptions used in fund projections.

3. Requiring the commission to adopt a STIP which reflects separately:
(a) the group ofprQjects for which the state will be able to obligate federal
dollars, and (b) additional "shelF' projects which could be undertaken if
more optimistic funding projections hold true.

4. Requiring the STIP to include comparative information on (a) past
year project a~complishments-a(:tualcosts, delivery dates, andexplana
tion~ofdelivery schedule variances, and (b) current-~etiVities infor-
matlOn. .-----------

5. Requiring the departme!Jt-t~itto the commission quarterly
progress reports on the c!eliVeryofthe STlp, includingmajor changes from
adopted STIP delivery schedules.

Our revil:~w'illqicatesthat the STIP process is a useful means for estab
lishing the' stale's tr~nsportationprogram. We believe, however, that the
STIP should be modified in order to correct the deficiencies noted above
and enhance its effectiveness as a program, budget, and fund allocation
document.

Since the STIP Fund Estimate defines the size of the state's transporta
tion programs, it is paramount that the annual Fund Estimate be as accu
rate as possible. Given the commission's track recorq to date, it is clear that
the approach it is using to prepare the estimate is inadequate. According
ly, we recommend that the Legislature enact legislation setting forth
general guidelines for the eTC to use in adopting the STIP Fund Estimate.
In addition, we recommend that all of the major assumptions on which the
Fund Estimate is based be spelled out in the FUIld Estimate and STIP
document.

In the past, we have discussed the pros and cons of overprogramming
projects for delivery in the STIP (please see IteIIl 2660, Analysis of the
1984-85 Budget Bin pages 404-406). We believe it ispossible to avoid the
adverse consequences that inevitably result from an overprogrammed
STIP without having to give uP the flexibility needed in the event that
unanticipated funds become available. Accordingly, we recommend that
the Legislature enact legislation directing the eTC to revise the STIP
document in order to program two groups of projects: (1) projects which
can be delivered within the limits of obligational authority, and (2) "shelf'



224

projects which are of lower priority, and would be funded if additional
funds become available. The department would be authorized to pursue
project development and design work for these latter projects in order to
provide for program flexibility.

In our view, differentiating projects in this way would assist in establish
ing project priorities, and produce a. STIP which states more realistically
the magnitude of capital projects tHat can be constructed during the
five-year period. In addition, when the department requests capital outlay
support staff to deliver STIP projects, the Le'gislature could better evalu
ate what is needed to deliver those projects whi'Ch.ean be financed within
the obligational authority, and what amount ofstafhs~ededto produce
"shelf' projects.'

In our, judgment, it also is possible to make the STIP document more
useful in monitoring and evaluating the department's effectiveness in
delivering projects, and managing the expenditure of capital outlay dol
lars. This can be done by requiring the commission to include in the STIP
not only information on what is proposed to be achieved, but also what has
been accomplished in the recent past. Thus, we recommend that the
commission be required to include in the STIP a progress report on
projects scheduled for delivery in the past and current year, as well as a
reconciliation of what has actually been achieved.

Finally, we recommend that the Legislature require the department to
submit quarterly progress reports to the commission on the delivery of
projects, including any major variances from adopted STIP delivery
schedules. This would provide an early warning to the commission. of
potential delays in project delivery, and their causes.

THE INCREASING COSTS OF TORT LIABILITY

What Can the Legislature Do to Curb the Rising Cost of Tort Liability?

In recent years, state and local government officials have expressed
great concern over the rising cost of tort liability claims and the dramatic
increases in the cost of tort liability insurance policies. These concerns are
voiced by many otpers as well, including operators of day-care centers,
small businesses, and private education agencies.

In this section, we review the information that is available on the magni
tude of the problem in the public sector. We also try to identify some of
the factors that account for the upward trend in the cost of tortliability
claims and insurance. FinaJly, we discuss some of the alternatives that are
available to the Legislature for curbing the rise in tort liability costs to the
state and local governments.
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Are Tort Liability Costs Increasing?

Our analysis of the available data on claims and insurance premiums
confirms what the conventional wisdom holds: tort liability costs to both
the state and local governments have increased sharply in recent years.

It is difficult to measure the magnitude of the increase on a statewide
basis because governments pay for these costs in different ways. Some quy
insurance, some self-insure, and others rely on a combination of self-insur
ance and commercial insurance policies. The costs incurred by a self
insured agency cannot be compared easily with the costs borne by an
agency. that relies on commercial insurance for the payment of claims.
Despite the absence of comprehensive and consistent data, however, it is
clear that the tort liability component of state and local government budg
ets is rising r~pidly.

Increases in Tort Claims Paid by the State. The Board of Control is
the primary agency responsible for managingtort claims against the state.
It refers claims dealing with the Department of Transportation-about
one-half of all claims-to the department for investigation and litigation.
All other claims are referred to the Attorney General. In addition, the
Department of General Services administers the state's Motor Vehicle
Liability Self-Insurance Program.

Since 1978, the state has maintained a policy of self-insurance for tort
claims.

A review of tort liability claims against the state reveals that the amount
paid for claims over the last five years has more than doubled. As Table
62 shows, claims payments increased from $11.7 million in 1980-81 to $25.7

Table 62
State of California

Tort Liability Claims Paid 0

1980-81 through 1984-85
(dollars in thousands)

1980-81 1981-82 1982-83 ·1983-84 1984-85
Department of Jilstice" .......... $2,802 $2,188 .$1,293 $4,931 $5,521
Department of Transporta-

tion ...................................... 6,869 7,127 5,685 7,223 15,701
Department of General Serv-

ices...............................,.,....;. 2,038 2,775 3,120 5,920 4,463

Totals ...................................... $11,709 $12,090 $10,098 $18,074 $25,685
Change from prior year:

Amount .................................. $3,208 $381 -$1,992 $7,976 $7,611
Percent .................................... 38% 3% -16% 79% 42%

Average annual increase over
the five.year period ........ 21.7%

" Based on the Governor's Budget, adjusted to include arnounts appropriated in the annual claims bills.
" Includes amounts paid from appropriations in the Budget Acts, annual claims bills, and other. special

legislation.
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million in 1984-85. The largest increases occured in lQ83-84 (79 percent)
and in 1984-85 (42 percent). Thus, during this two-year period, tort liabili
ty claims paid by the state rose at an average annual rate of nearly 60
percent! .

Table 62 also shows that the amount of total claims payments can fluctu~

ate from year-to-year. The Department of Transportation advises that
these fluctuations tend to reflect the timing of a few unusually large
claims. . .

Increases in Insurance Premiums Paid by Local Governments. Com
prehensive data on claims paid by local governments is not readily avail
able. This is because in the past, most local governments have relied
heavily on insurance companies to pay their claims. There is, however,
enough data available to confirm that insurance premiums have increased
dramatically in the last year.

• The County Supervisors Association of California (CSAC) advises that
the total cost of insurance premiums to 47 California counties in
creased by 186percent during the past year-from $6,278,OOOin 1984
85 to $17,943,000 in 1985-86. This increase, however, greatly under
states the rise in the cost ofinsurance. This is because $17.9 million in
1985-86 bought considerably less insurance than $6.3 million bought
in 1984-85. The data provided by CSAC shows that the 47 counties
covered by its survey saw their insurance coverage fall by 35 percent
and their deductibles (the dollar amounts below whiCh the counties
must pay the cost of tort claims) increased by 62 percent. Thus, coun
.ties are paying significantly more for significantly ~ess insurance cov
erage, at the same time their out-of-pocket costs for uninsureq claims
(that is, claims subject to deductibles as well as claims which exceed
the policy limits) are increasing.

• The League of California Cities provided inforrp.atipn on 12 insurance
contracts covering 46 cities which shows that between 1984 and 1985,
the average premium increased by 248 percent.

• The Southern California Rapid Transit District advises that during
1985-86, the costs of its insurance increased by 4,600 percent! In 1982
83, the transit district purchased a three-year policy providing $28.5
million of insurance coverage with a $1.5 million deductible, at an
average annual cost of $67,000. The current policy provides slightly
less coverage ($26 million) and a higher deductiple ($4 million), at a
cqst of $3.2 million in 1985-86.

W"'at Are the Reasons for the Increase?

There are many theories about why tort liability costs have risen so
dramatically in recent years. While most observers agree that several
factors have played some role in pushing up these costs, there is no consen
sus on the relative importance of these factors. Among the reasons most
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frequently cited as contributors to the recent rise in tort liability costs are
the following:

1. Insurance Companies Have Raised Rates and Reduced Coverage to
Compensate for Price-Cutting in Prior Years. One of the most com
monly cited explanations for the recent trend is that when interest rates
were high in the late 1970s and early 1980s, insurance companies engaged
in competitive rate-cutting to attract clients. This enabled them to earn
higher investment income from the additional premiums. According to a
representative of a major insurance brokerage firm, when the prime rate
was at 21 percent, in the early 1980s, a casualty insurance company could
just about double its original investment before the company would ever
be required to pay claims.

When interest rates and the return on investments dropped, however,
investment income could no longer cover the difference between the
claims paid and the premiums charged. This led insurance companies to,
in effect, concentrate the premium increases for a number of years into
just one or two years, thereby accounting for the sharp increase in insur
ance rates.

2. Government's "Deep Pockets" Lead to Larger Claims and A wards.
The rule of joint and several liability is another frequently cited cause of
the dramatic increase in state and local government costs for tort dam
ages. Under this rule (which was established by the courts themselves,
rather than by the Legislature and the Governor), defendants are jointly
liable for fully compensating a plaintiff for damages awarded by the court.
Thus, if one of the responsible parties cannot pay his or her share of the
award, the other parties will be held responsible for paying it. Thus, a
governmentaL entity responsible for only 1 percent of the loss to the
plaintiff may have to pay 100 percent of the damages awarded by the
court.

This arrangement is sometimes called the "deep-pocket" rule because
the party with the most money, or "the deepest pocket," often has to pay
more than his or her share.

Since "government" is rarely in a position where it cannot pay its full
share of the award, and generally is regarded as having the "deepest
pockets," the rule of joint and several liability is a costly rule from govern
ment's standpoint. The rule works to government's fiscal disadvantage in
two ways. First, it often causes government to pay more than its share of
fault would warrant. Second, the rule undoubtedly encourages plaintiffs
to sue government entities in order to make their "deep-pockets" subject
to an award.

The Attorney General's office has provided us with examples of major
tort settlements and verdicts against the state covering the last three years
(1983 through 1985). These settlements are summarized in Table 63. The
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Estimllted
State Share ofDllmages State Liability
Amollnt Percent Percent

$100,000 100% 10%
2,250,000 56 56

175,000 100 25
3,100,000 100 1

140,000 100 5-10
265,000 100 20
25,000 33 1
50,000 100 20
35,000 100 20
49,950 12 20

$47,500 100% 25%
45,000 100 20
50,000 100 10

415,000 100 20
50,000 11 10

200,000 57 40
110,000 56 55
725,000 100 20

$150,000 100% 20%
100,000 61 20
35,000 41 33
70,000 24 20
70,000 100 30
45,000 33 33
30,000 100 20

$150,000
165,000
85,000

292,500
70,000

135,000
30,000

$100,000
4,000,000

175,000
3,100,000

140,000
265,000
75,000
50,000
35,000

400,000

$47,500
45,000
50,000

415,000
475,000
350,000
198,000
725,000

table compares the state's share of damages in each case with the state's
share of liability, as estimated by the Attorney General's office. It shows
that in 15 cases, the state was responsible for all of the damages even
though its share of fault was 30 percent or less. The most striking example
of the "deep pocket" rule at work is the 1983 Clemente claim. In this case,
the state was held responsible for all of the damages-$3.1 million-even
though its estimated degree of fault was only 1 percent.

(The Attorney General's office advises that the state's liability, as shown
in Table 63, reflects its best estimate. The office suggests that the plaintiffs'
counsel probably would put the state's liability at a higher percentage.)

Another example of this trend is provided by the results from a Febru
ary 1985 survey conducted by the League of California Cities. This survey
requested data from cities covering only those cases where the cities
believed they had little or no liability. Slightly more than one-third of the
cities in the state (162 cities) reported paying deep-pocket claims of $5.1
million in 1981-82, $18.2 million in 1982-83, and $19.1 million in 1983-84.

Table 63
Major Tort Settlements and Verdicts Against the State

State's Share of Damage Payments Versus the
State's Share of Liability 0

1983 through 1985

Verdict or
Settlement

Amount
1983

1. Can'ello v. Kazabos ..
2. Coca v. State .
3. Perez \'. State ..
4. Clemente v. State ..
5. Trvk v. Earll .
6. Pe'ttijohn v. State .
7. Crabtree v. State ..
8. Chavez v. State .
9. Tillman \'. Mt. Baldy ..

10. Robinson v. State ..
1984

1. Chang v. State ..
2. Silvera v. State .
3. Swafford \'. State ; .
4. Rhodes v. State ..
5. Talbert v. State .
6. Thomsen v. Messer .
7. Solis v. Yen .
8. Yi v. State .

1985
1. Mulligan v. State .
2. Reich v. State .
3. Killacken v. State ..
4. Davidson \'. State .
5. Campos v. State ..
6. ~1atilla v. Monterey ..
7. Smith v. State .

a Source: Attorney General's office
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3. Government is Becoming More Vulnerable to Lawsuits. Current
law provides government with general immunity from liability for dam
ages unless liability is specifically provided for by statute. Another general
rule, however, provides that government is liable for injuries caused when
it does not perform duties that it is required to perform. Some claim that
the immunity of public entities is rapidly being eroded because the courts,
through the decisions they hand down, are imposing additional duties on
government and, therefore, increasing government's exposure to liability
for damages.

One example of how government is becoming more vulnerable to law
suits is provided by the court's decision in a case involving the California
Highway Patrol (CHP). Existing law specifically exempts public entities
from liability for failure to provide police protection and imposes no obli
gation on law enforcement officers to control the conduct of others or to
warn those who might be harmed by it. Nevertheless, the court has ruled
that once a CHP officer chooses to investigate an incident involving mo
torists stranded on a freeway, he or she has created a special relationship
with those persons and has a special duty to protect them from the actions
of others.

In this case (which was decided in 1977), the court implied that the
traffic officer's "legal duties" could include instructing motorists to get in
their vehicles and avoid standing between the stalled cars, providing pro
tective flares, using a rearward-facing flashing light, or positioning the
patrol car behind the stranded car as a protective device. The court held
that the officer (and his or her employer-in this case, the state) may be
liable if this duty to protect the individuals is not performed.

In another, more-recent case, the court decided that the Los Angeles
Police Department had a special duty to care for a shopkeeper after it
promised the shopkeeper increased protection. As a result, the court
found the city liable for damages to the shopkeeper when he was subse
quently robbed and i~ured. (The case has been returned to the trial court
to determine how much the city will be required to pay.) City officials
believe that this decision \;>y the court erodes the city's immunity under
the law, and will serve to encourage the filing of additional lawsuits against
governments.

Obviously, court decisions such as these directly increase tort liability
costs to self-insured government entities. They indirectly increase costs to
all other governments sincegovernment's expanded vulnerability to law
suits is reflected in the insurance premiums that each entity must pay.
Furthermore, as insurers find it increasingly difficult to predict what the
courts will hold to be a duty of government, they become more and more
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reluctant to assume the risks of insuring government.

Various Proposals for Curbing Tort Liability Costs

Many alternatives have been proposed for relieving the financial bur
den that rising tort liability costs have placed on the state and local govern
ments. These proposals are as different from one another as are the expla
nations for what is the primary cause of the tort liability cost increases.

State Review of Insurance Premiums. Under this approach, allpri
vate insurers selling tort insurance in California would be required to seek
and justify proposed rate increases before a state agency, such as the
Department of Insurance-much as a regulated private utility must do.
This alternative is premised on the belief that insurance premiums are
higher than the insurers' actuarial experience would warrant.

There are, however, fundamental differences between utilities and in
surance firms:

• Utilities usually have a legal monopoly over the provision of an essen
tial service; insurance companies do not.

• Insurance firms are much more mobile than utilities, and could refuse
to sell insurance in California under these conditions if they are not
able to charge satisfactory (from their standpoint) rates.·By contrast,
most of a utility's assets are fixed in California, making these firms
much more susceptible to state regulation.

• Public utility rates are predicated on a rate of return for each com
pany that may be calculated based on known revenues and costs. It
would be difficult, however, for a state agency to judge the reason
ableness of proposed insurance rate increases, due to varying opinions
on the reserves necessary to cover future claims.

State Pool for Local Governments. Under this approach, the state
would create and operate an insurance program which would allow local
governments to obtain private insurance on better terms by spreading
risks. This approach would offer the most benefit to the small jurisdiction
which is at a competitive disadvantage in dealing with insurance firms. Its
viability would depend upon whether most local governments would
become members of the pool-thereby sharing risks and costs. It is likely,
however, that the members of the pool (be they many or few) would exert
strong pressures on the state to subsidize costs, in order to keep premiums
within the "affordability range."

Modify Joint and Several Liabiljty Doctrine. A number of states
have attempted to address the growth in tort liability costs by abolishing
the joint and several liability, or so called "deep-pocket", rule. Proponents
of this approach argue that the most simple and equitable way to allocate
the responsibility for paying damages among several parties is to base each
defendant's share of damages on the defendant's share of negligence or
fault.
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There are a number of ways to modify the joint and several rule which
would reduce, rather than eliminate, the liability of "deep-pocket" de
fendants, such as the state and local governments, for damages exceeding
their share of fault. For example, the state could impose a fault threshold,
so that defendants whose fault was minor (such as the state's in the Cle
mente case mentioned earlier) would be treated differently than those
defendants that are primarily responsible for the damages. .

Alternatively, the Legislature could place a limit on the amount or type
ofdamages that defendants must pay. Such an approach has already been
taken with respect to medical malpractice liability, where the Legislature
placed a statutory cap on the amount that doctors are required to pay for
certain types of damages. A simHar cap could be establislled for tort claims
generally. .

The fiscal impact of the different alternatives for modifying the joint
and several rule would depend, of course, on the specific change made to
the rule. The greatest savings to state and local governments would be
achieved if the joint and several rule were eliminated entirely. This would
also yield savings to "deep-pocket" private entities. More-limited propos
als to reduce or restrict the "deep-pocket" rule would result in less, but
still significant, savings to both public and private defendants.

Reduce Governments' Liability. The tort liability of governments
could be clarified-and perhaps restricted-by enacting new laws which
specify those activities which expose government to a tort claim. For
instance, the Legislature could clarify the duties and responsibilities of
police officers. The Legislature also could strengthen existing governmen
tal immunities in such areas as highway and building qesign.

The Legislature's Alternatives

There is a vast array of actions that the Legislature could take to curb
the rising cost of tort liability to the state and local governments. Those
described above are merely illustrative ofthe options that exist. It isdear,
however, that there is no simple or immediate solution to this multidimen
sional problem. Implementation of changes to reduce government's liabil
ity exposure are more likely to yield savings over the longterm rather than
to have an immediate impact on today's costs.

The Legislature may wish to consider a combination of a,pproaches
whi~h address both the short-term problem of local governments that
cannot afford insurance coverage and the more fundamental problem of
governIIlent vulnerability to tort claims. The latter problem almost surely
will require some modification to the many statutes a,nd court rulings that
affect the degree to which the state and local governments are held liable
for tort damages.
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STATE TELECOMMUNICATIONS MANAGEMENT

Is the State Taking Full Advantage of the Opportunities Now Available
to Apply Telecommunications Technology to Its Program Operations?

Background
Since the divestiture of the American Telephone and Telegraph Corpo

ration (AT&T) in January 1984, the Legislature has spent considerable
time evaluating and addressing the state's "telecommunicatioIls" needs.
Although defined in different ways, "telecommuIlications" generally re
fers to the transmission of voice, data, and video images between locations
through the use of electronic switching systems (such as the one used to
place a local telephone call).

The popular perception of telecommunications seems to focus on the
process of carrying voices from one place to another through the use of
a telephone system. While state agencies have significant voice transmis
sion needs, these entities also rely to a great extent on the transmission of
data between facilities as part of operating their programs. Moreover, it
soon may become both feasible and cost-effective for state agencies to use
systems which transmit video images for the purpose of conducting long
distance meetings and interviews.

The Legislature's efforts to assess the extent to which the state is taking
full advantage of available telecommunications goods and services are
timely, for several reasons:

• First, since the AT&T divestiture, the state has assumed management
responsibilities formerly handled by regulated telecommunications
companies;

• Second, technological progress in the telecommunications industry
continues to provide the state with a broad range of goods and serv
ices for use in the operation of state programs;

• Third, telecommunications activities area major expense item in
most state agency budgets;

• Finally, telecommunications goods and services offer the state many
opportunities to reduce program costs and improve the delivery of
public services.

The State's Telecommunications Network
Currently, the state is the largest consumer of telecommunications

goods and services in California, and it is among the five largest public
telecommunications consumers nationwide. Table 64 provides a summary
of the estimated annual costs of certain elements of the state's telecom
munications network. It shows that state telecommunications costs are
projected to be almost $54 million in 1986-87, which is $2.4 million less than
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estimated current-year expenditures. This reduction reflects the expecta
tion that ongoing telephone lease expenses will decline in 1986-87 as more
telephone equipment is purchased by state agencies.

Table 64
State Telecommunications Network

Summary of Annual Costs
1984-85 through 1986-87
(dollars in thousands)

.\'etll"ork Element
Telephone systems ..
Local exchange switches:

Centrex lines .
Long-distance services:

ATSS lines .

Totals .

Change From
Actual Estimated Projected 1985-86
1984-85 1985-86 1986-87 AmouiJt Percent
$19,693 $16,906 $12,745 ~$4,161 -24.6%

18,500 19,400 20,300 900 4.6

19,200 20,000 20,900 900 4.5--- --
$57,393 $56,306 $53,945 -$2,361 -4.2%

\

Source: Department of General Serdces, Telecommunications Division

The amounts shown in Table 64, however, greatly underestimate the
actual costs incurred by the state for telecommunications goods and serv
ices. This is because the staff of the Telecommunications Division (TD)
in the Department of General Services (DGS) lacks complete information
about the telecommunications resources used by state agencies. For exam
ple, the table reflects only the ongoing costs of leasing telephone equip
ment and using dedicated local and long-distance transmission lines for
voice transmissions. The TD staff does not know, and thus has not report
ed, the cost·of purchasing and maintaining various telephone equipment,
the expenses incurred for calls not routed on the dedicated transmission
lines, and the cost of transmitting data between state facilities. According
to theTD staff, total annual state telecommunications costs may, in fact,
be double what is being reported.

Table 65 provides a selected inventory of the major elements in the
state's telecommunications network for the three-year period ending in
1986-87. The table indicates that, at the end of 1984-85, the state owned
only about 65,000, or 27 percent, of its telephones. As of January 1986, the
TD estimated that the state owned about 30 percent of its telephones, and
that this percentage would increase to 48 percent and 65 percent by the
end of the current and budget years, respectively.

The table also indicates that the state relies almost entirely on leased
"Centrex" lines, rather than on private branch exchanges (essentially,
in-house computerized "switchboards"), for its local telephone services.
These Centrex services: (1) allow state personnel in the same general area
to make calls by dialing five, rather than seven, numbers, and (2) provide
state agencies with local calling services at lower rates than what other
"businesses" are usually charged.
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Table 65
State Telecommunications Network

Selected Inventory
1984-85 through 1986-87

Setnwk Element
Equipment:

Leased telephones ..
Owned telephones .

Percent owned .
Local exchange switches:

Centrex· lines (leased) .
Prinlte branch exchanges (owned) .

Long-distance setvices:
ATSS lines (leased) ..

Actual Estimated Projected
1984--85 19~6 1986-87

172,500 124,060 104,300
64,872 116,612 191,612

27.3% 48.5% 64.8%

110,058 115,319 120,831
66 75 86

5,739 5,989 6,249

Source: Department or General Services, Telecommunications Division

The State's Telecommunications "Control" Agencies

In Management Memorandum 84-24, the administration designated the
Telecommunications Division as the lead agency for the "overall manage
ment of telecommunications and telecommunications planning within
state government." The TD currently has a six-person policy and planning
unit which is responsible for: (1) developing short-range and long-range
telecommunications plans, (2) keeping abreast of developments in the
telecommunications industry, and (3) monitoring regulatory and legisla
tive proceedings on behalf of the state.

The Office of Information Technology (ort) in the Department of
Finance is responsible for assisting the TD in the development of state
telecommunications policy. The office carries out this responsibility with
a two-person telecommunications unit, which also reviews state agency
telecommunications projects involving the use of information technology
(primarily computers).

In contrast, several state agencies currently manage their telecommuni
cations networks without being subject to the jurisdiction of these two
agencies. These entities include:

• The University of California, which is authorized by existing law to
conduct all of its procurement, contracting, and network manage
ment activities independently;

• the California State University, which has authority (until January 1,
1987) to manage its telecommunications network independently; and

• The California State Lottery Commission, which also is independent
of the control agencies, and which currently is planning the operation
of a statewide network linking up to i2,OOO lottery terminals to several
mainframe computers.
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The State's Current Telecommunications Performance

Our assessment of the state's general performance in managing its tele
communications activities reveals that there are both areas of accomplish
ment and areas in which the Legislature should expect more. These are
discussed in greater detail below.

Areas of Accomplishment

The state appears to be doing a reasonably good job of managing its
telecommunications activities in two particular areas: (1) arranging for
the cost-effective provision of local exchange services on behalf of state
agencies, and (2) managing the state's long-distance network.

Local Exchange Services. For most state agencies, Centrex services
continue to offer the most economical local exchange telephone services.
This is because in 1985, the state negotiated a three-year, fixed-rate agree
ment with the local telephone utilities for the provision of Centrex serv
ices to agencies located in the state's metropolitan areas. During the life
of that agreement, the TD plans to perform a cost-benefit analysis of the
two primary means of obtaining local switching capability: Centrex serv
ices and private branch exchanges. This analysis, which would involve
contracting for the expertise of a private telecommunications consultant,
is expected to be completed in 1986-87.

Long-Distance Network. Most of the state's long-distance voice
transmissions are carried by the Automatic Telecommunications Switch
ing System (commonly known as ATSS). This system offers the state the
greatest volume discounts on calls between local areas in California and
on most out-of-state calls. The system also reduces the number of digits
that needto be dialed for calls between state facilities located in different
local areas. Given the limited number of companies capable of offering
economical long-distance transmission services at the level of activity re
quired by the state, it appears that in the short term at least, the use of
the ATSS network is prudent.

Areas of Concern for the Legislature

We recommend that the Legislature enact legislation which: (1) desig
nates the Department ofGeneral Services as the state's sole telecommuni
cations control agency, and (2) revises the department's telecommunica
tions mission to inclride an advocacy role.

We further recommend that Item 1760-001-666 be augmented by $314,
000 in order to provide the resources needed to double the size of the
current telecommunications planning unit in the Department of General
Services.

Our analysis indicates that there are at least four areas in which the state
could improve its telecommunications management. These are: (1) the
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division of authority between the state's telecommunications control
agencies, (2) the mission of the control agencies, (3) the level of effort
devoted to telecommunications planning activities, and (4) the extent to
which the state leases telephone equipment.

Division of Authority Between the Control Agencies. In the Analy
sis ofthe 1985-86 Budget Bill (please see pages 195-196), we discussed the
rather confusing arrangement whereby two agencies are involved in the
establishment of the state's telecommunications policies. The administra
tion maintains that its two control agencies-the TD and the Office of
Information Technology-have a coordinated approach to telecommuni
cations oversight. It is not clear to us, however, what specific role the OIT
currently plays in the overall process of telecommunications planning; nor
can we find any basis for concluding that the office should be involved in
this process.

We continue to believe that it makes greater sense administratively for
a single agency to have both overall management authority in telecom
munications and operational responsibilities to carry out daily tasks. It
appears that the Department of General Services, which is involved ex
tensively with telecommunications vendors, user agencies, regulatory
bodies, and state control agencies on a daily basis, is best suited for the
responsibility of planning for the state's use of telecommunications goods
and services.

Accordingly, we recommend that the Legislature enact legislation
designating the DGS as the sole entity in state government responsible for
the development and implementation of telecommunications plans and
policies.

Mission of the Control Agencies. Of all the responsibilities that tele
communications control agencies should be expected to perform, the one
which appears to have eluded them is advocating and promoting the
application of telecommunications technology to state government opera
tions. Traditionally, the TD has played a reactive role with respect to state
agency telecommunications needs. In practice, this role generally involves
responding to state agency requests for technical assistance in completing
a communications project that has been conceived and designed by the
agency. The TD expects state agencies to be responsible for proposing
conceptual telecommunications solutions to their own management prob
lems.

This passive approach is in part responsible for the dispersed and seem
ingly uncoordinated efforts throughout state government to pursue in
novative ways to improve program operations through telecommunica
tions. For example, we are aware of at least two network projects with
great potential that are being explored and developed without much
involvement from the TD. These projects include: (1) a "telecommuting"
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pilot program, which would involve state employees working at home
through the use of a microcomputer linked by telephone wires to state
agency offices, and (2) an electronic mail feasibility study, which would
explore the value of allowing state employees in different facilities to
communicate electronically with each other by sending data through local
telephone lines.

We believe that it makes little sense to rely on individual state agencies
to promote the most cost-beneficial use of telecommunications goods and
services. This is because: (1) state agencies do not have a specific charge
to use telecommunications technology in their operations, and (2) state
managers are not always familiar with the ways that telecommunications
can solve their management problems.

In order to ensure that state agencies pursue the opportunities available
to reduce costs or improve services through the use of telecommunica
tions, we recommend that the Legislature enact legislation revising the
DGS' telecommunications mission, so that it includes an advocacy role as
well as the department's traditional role of serving as a technical resource
to state agencies.

Level of Planning Effort. In the Analysis of the 1985-86 Budget Bill
(please see pages 196-197), we questioned the extent to which the TD
could carry out all of its relatively new planning-related responsibilities
without additional resources. Currently, the TD has a six-person policy
and planning unit, which is supplemented by $620,000 in funds for consult
ant services. For 1986-87, the budget proposes no change in the unit's level
of staffing, nor does the budget include any funds for telecommunications
consultants.

We continue to question whether the TD has been allocated sufficient
resources for planning-related activities. The current funding level has, in
our judgment, made it difficult for the division to: (1) develop a complete
statewide inventory of telecommunications equipment, (2) estimate with
precision the costs incurred by state agencies for various telecommunica
tions goods and services, and (3) monitor and participate on behalf of the
state in legislative and regulatory activities· conducted at the state and
federal levels. Moreover, our survey of other large public organizations
(primarily state governments) suggests that comparatively speaking, the
state has not allocated sufficient resources for developing telecommunica
tions policies and implementing operational plans.

In order to provide the division with the resources it needs to carry out
its responsibilities, we recommend that the TD's policy and planning unit
be doubled in size. Accordingly, we recommend that the Legislature
augment the DGS budget for 1986-87 by $314,000 from the Service Revolv
ing Fund (Item 1760-001-666), so that the Telecommunications Division
can increase its policy and planning unit from six to 12 positions.
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Telephone Equipment Ownership. The state currently uses approx
imately 240,000 telephones. In the Analysis of the 1985-86 Budget Bill
(please see pages 197-198), we reported that the state was leasing about
85 percent of these telephones, despite the fact that the state potentially
could save several million dollars annually by purchasing this equipment.
This is because telephone purchase costs generally :'an be recouped within
a period of months through the savings in lease payments which otherwise
would continue indefinitely.

In response to our recommendation that the DGS expedite the purchase
ofleased telephones, the Legislature augmented the department's spend
ing authority from the Service Revolving Fund by $4.6 million (1985
Budget Act, Item 1760-001-666) , and directed the department to use these
funds as needed to provide -agencies with loans to finance the purchase of
telephone equipment.

In this year's Analysis (please see Item 1760), we conclude that the state
is moving too slowly in terms ofreducing the number of telephones leased
by state agencies. At the time the Analysis was prepared (in January 1986),
the state owned only 30 percent of the telephones used by state agencies.
In order to realize major savings in state communications costs, we believe
the DGS must playa stronger role in the telephone equipment acquisition
process.

To accomplish this objective, we recommend in the Analysis that the
Legislature direct the department in the Budget Act to unilaterally pur
chase telephone equipment on behalf of those state agencies which fail to
initiate this action themselves. We also recommend that the spending
authority of the DGS budget be increased by $5 million in 1986-87, in
order to provide the department with the financial res~)Urces it may need
to conduct a more centralized and expedited telephone purchase pro
gram.
Conclusion

While the state's management of its telecommunications activities ap
pears to be commendable in the areas of local exchange and long-distance
transmission services, more needs to be done in other areas. In two of
these areas, the role and mission of the state's telecommunications control
agencies, we recommend that the Legislature enact legislation which: (1)
designates the Department of General Services as the state's sole telecom
munications control agency, and (2) revises the department's telecom
munications mission to include an advocacy role. In order to increase the
department's effort related to telecommunica~ionsplanning, we further
recommend that the department's 1986-87 budget be augmented by
$314,000, in order to provide the resources needed to double the size of
its existing telecommunications phi.nning unit. With regard to telephone
equipment leased by state agencies, we make recommendations in the
Analysis that, if adopted, would expedite the state's purchase of this equip
ment.
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