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INTRODUCTION

The purpose of this document is-to assist the Legislature in settmg its
priorities and reflecting these priorities in the 1987 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:1987-88 and
(2) identifying some of the major issues facing the Legislature in 1987.
Many of tliese issues are long-range in nature. Even in these cases, howev-
er, legislative action during 1987 is warranted since the Legislature gener-
ally will have a wider range of options for addressing these issues in 1987
than it will have in subsequent years. As such, this document is'intended
to complement the Analysis of the 1987-88 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 legislative changes in the
statutory provisions governing individual programs and activities. In con-
trast, 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 subcomm1ttee

“The 1987-88 Budget. Perspectives and Issues is divided into three parts.

“Part One, “State Finances in 1987,” provides a perspective on the state’s
current fiscal situation by discussing the state’s General Fund cond1t10n in
1986 and 1987. :

. Part Two, “Perspectives on the 1987-88 Budget,” presents data on the
budget as a whole—expenditures, revenues, bonding activity, and the
state’s fiscal condition—to provide a perspective on the budget issues that
the Legislature will face in 1987. It does so by detailing the total spending
plan for the state from all funding sources and highlighting the major
changes in program activities proposed by the Governor. It also discusses
the various sources of income to the state, as well as the economic circum-
stances that will influence the level of revenues in the current and budget
years. Finally, this part discusses the types and volume of borrowing being
done by the state and local governments, and analyzes the reasons for
changes in the state’s work force in 1987-88.

Part Three, “Major Fiscal Issues Facing the Legislature,” discusses ma-
jor issues that we have identified in reviewing the state’s current fiscal
condition and the Governor’s Budget for 1987-88. Wherever possible, our
analysis identifies options which the Legislature may wish to consider in
addressing these issues.

Most of the issues in this section fall into four categories. The first is the
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fiscal constraints facing the state and the counties. The second category
deals with program changes that directly affect the state budget: the rising
costs of incarceration, the AIDS epidemic, implementation of GAIN, fi-
nancing community colleges, and California’s long-term care system. The
third category includes issues the Legislature needs to address in response
to federal legislation: tax reform, revenue bond limitations, immigration
reform and control, and’ early education for the handicapped. Finally,
there are issues that arise from:the growing deferred maintenance -and
capacity needs of the state’s infrastructure systems: prisons, higher educa-
tion:campuses, state hospitals, state office bulldmgs hlghways and sewage
treatment facﬂltles S :
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Part One

The Governor’s Budget for 1987-88 reflects an anticipated temporary
slowdown in the California economy. As a result, projected revenues will
not be sufficient to fund both the current level of services and restore the
reserve to a $1 billion level. Faced with this choice, the budget gives its
highest priority to-the restoration of the reserve. For example, about 50
percent of the growth in revenues between the current and budget years
is earmarked for the restoration of the reserve, while the remainder would
he used to fund changes in expenditure levels.

'n terms of inflation-adjusted (real) purchasing power, the level of
General Fund revenues is 0.5 percent lower than the level estimated for
the current year, while the proposed level of General Fund expenditures
is 2.4 percent lower.

Even though state revenues are projected to decline in “real” terms, the
state’s constitutional limit on appropriations could further restrain the
state’s ability to maintain the level of services provided to its citizens.

In this part, we provide a brief overview of the state’s fiscal condition
in 1986 and 1987. We also discuss the state’s budget prospects beyond the
upcoming year. A more-detailed examination of revenues and expendi-
tures appears in Part Two of this volume.




Fiscal Situation Facing the Legislature

Table 1 pro{iides information on annual General Fund revenues, ex-
penditures and the end-of-year balance, beginning with 1981-82. Trends
in General Fund revenues and expenditures are illustrated in Chart 1.

The chart shiows that General Fund expenditures have exceeded Gen-
eral Fund revenues in four of the last six years. In 1985-86, expenditures
exceeded revenues by almost $770 million, causing a large drop in the
end-of-year General Fund balance. In the current year, estimates indicate
that expenditures will again exceed revenues. In spite of this deficit, the

“state’s Special Fund for Economic Uncertainties is projected to grow by
$115 million, because the excess expenditures will be paid for by funds
appropriated for these purposes in prior years. In 1987-88, however, the
budget predicts a reversal of this situation. If the Governor’s estimates of
1987--88 revenues and expenditures turn out to be accurate, General Fund
revenues will exceed expenditures by $478 ‘million.

Chart 1

Comparison of General Fund Revenues
and Expenditures
1981-82 through 1987-88 (in bllllons)

$321 & Expendltures

O Revenues

30 4+
28 -r
26 C

24+
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Table 1
Trend in General Fund Revenues, Expenditures and the 8urplus ob:
Cai * 1981-82 through 1987-88
" {dollars in millions)

. 19815 1982-83 1983-84 1984-85 1.985—86 ¢ 1986-87°¢ 1987—88 ¢
Prior year resources : oo $6810.. . —$308 —$521.3 $4906 - $1,400.2 $686.3 $561 3
Adjustments to prior year FESOUICES. covvvirvnnssersossrisssssiiin 50.0 7.0 57.7 40.1 N 55.1 ... — —
Prior year resources, adjusted......... : $731.0 —$23.8 —$463.6 ~ $530.8 $1,455.3 $686.3 $561.3
Revenues and Transfers , $20,9206 . $21,231.1 $23.822.1 $26,605.9 $28,072.2 - $30,764.8 $31,742.0
Expenditures : X $21,682.3 $21,728.6° $29,867.9 $25,736.4 $28,841.3 $30,8890.8 . $31,2636
(Difference) ... ' ’ (—~1761.8) (—4915), . (9542) - (869.5) (~T69.1)° - (=1250) . (4784)
(Expenditures from reserves) ........ , : (2742) - (-293) L (24.1) - (=0.1) (—88.0) (142.6) : (44)
(Annual surplus of deficit) ... rismmiin, (—487.6) (—526.8) (978.3) (869.3) (—857.1) (176) < (4828)
-General Fund balance : . —$308 —$521.3 $490.6 $1,400.2 $686.3 "$561.3 - $1,039.7
Carry-over reserves (57.8) (87.1)- (63.0) (63.1) . (151.1) 85 .. . @l
Reserve for Los Angeles County Crant Account ........ - — - (100.0) - - . — —
Disaster Response-Operations Account.............. — —_ —_ — (99.6) ~ (L6) . (100)
Special Fund for Economic Uncertainties - — (327.6) - (1,337.1) (435.6) (551.2) (1,025.6)

4 Source: State Controller.
b Detail may not add to totals due to rounding.

¢ Source: Governor’s Budget. Data for 1985-86 through 1987-88 are not stnctly compatable with prior:years due to Generally Accepted Accounting Prmcnples (GAAP)
related adjustments reflected in these years. )
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- Aceording to the budget document, the Governor’s spending program
for 1987-88 would leave the General Fund with an unrestricted balance
of approximately $1.0 billion on June 30, 1988—up from about $551 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
in expenditures. Thus, the reserve serves a key purpose: by insulating the
budget from adverse developments affecting revenues and expenditures,
it helps the state provide a continuous and more predlctable level of
serV1ces to 1ts citizens.

Genercl Fund Condmon Deteriorates in 1986-87

- ‘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
1985-86 and 1986-87
{doltars in millions) =*

. Condition of the Conditien of the
General Fund o General Fund
in 1985-86 _ in 1986-87
as Projected by Effect "as Projected by Effect
Governors Budget on Governor’s Budget on

January -~ January 1985-86 January January 1956-87

S L. 198 (1987 Surplus 1986 1987 Surplus
Beginning resources ............ $1,386. $1,455 $69 $863 $686 —$177
Revenues and transfers ...... 28,187 28,072 —115 31,024 30,765 —959
Expenditures ............. © 28,710 28841 - - —131 30,699 - 30,890 —191
General Fund balance .......... - $863 $686 <8177 $1,188  ~  $561  —$627
Reserves © .nnscssssscn 46 251 —205 28 10 - 18
Unrestricted balance : $817 . $436 —-$381 . $1,160 _ $551 —$609

2 Detail may not add to totals due to rounding.
Source: Governor’s Budget.
¢ Includes unencumbered balance of continuing appropnahons, and reserve for staster Response Opera-
tions Account

1985—86‘ Last year at this tlme, the Governor s Budget prOJected
that the state would end 1985-86 with an unrestricted balance of $817
million in the General Fund. The 1987 Governor’s Budget states that the
balance is now expected to be $436 million, or $381 million less than what
was estimated one year ago. This decrease results from both higher-than-
anticipated expenditures and lower-than-anticipated revenues.

As shown in Table 2, experditures in 1985-86 were $131 million higher
than the amount predicted in last year’s Governor’s Budget. ‘This change
is the net effect of both increases and decreases to the expenditures pro-
jected in the Governor s original spending plan. Expenditure increases
were primarily the result of legislation ($120 million) and additional defi-
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ciencies ($206 million). Expenditure decreases were primarily the result
of savings ($64 million) and the fact that $217 million of authorized ex-
penditures—for example, spending for flood-related disaster assistance-—
did not occur in 1985-86. Most of these authonzed expendltures w1ll occur
instead in 1986-87. - : \ <

Table 2 also shows that actual revenues and transfers i in 1985-86 Were
$115 million less than the amount predicted in last year’s Governor’s
Budget. These decreased revenues prlmanly reﬂect lower—than-anhcrpat—
ed receipts from state taxes. '

1986-87. Relative to estimates made one year ago, the General
Fund balance is expected to decline by $627 million in 1986-87, instead of
increasing by $325 million as the Governor orlgmally proposed This large
decline is attributable to three factors:

s The General Fund began the current year with a balance Wthh was
$177 million lower than originally anticipated;

« Revenue projections are now $259 million lower than estimated in
January 1986; and

« Expenditure estimates are now $191 mllhon hlgher than estimated in
January 1986. .

Table 2 indicates that 1986-87 General Fund revenue projections have
decreased by $259 million. This revenue decrease reflects large shortfalls
in state tax receipts, the failure of the Governor’s proposal to realize
revenue from the sale of land at Agnews State Hospital, and revenue losses
due to legislation. The budget anticipates that these decreases will be
partially offset by legislation authonzmg increased transfers of approx1-
mately $78 million. ' : :

Table 2 also indicates that 1986-87 General Fund expenditure estimates
have increased by $191 million. This increase is the net effect of several
large increases, partially offset by other expenditure decreases. Expendi-
ture increases reflect legislation approved by the Legislature and the
Governor (approximately $77 million), expenditures authorized in 1985-
86 which are expected to occur in 1986-87 ($180 million), and an addition-
al $378 million in expenditures for deficiencies. Anticipated: expenditure
decreases-include $103 million from the Governor’s 2 percent reduction
in state operating costs, a savings of $159 million from the proposed rever-
sion -of funds appropriated for the school maintenance program and for
unemployment insurance reimbursements, and an additional $129 million
in other identified savings. To the extent that the anticipated state operat-
ing cost savmgs are not reahzed or the proposed revers1ons are not ap-
proved expendltures will be correspondmgly hlgher '
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General Fund Condition for 1987-88

If the budget’s estimates of revenues and expenditures for 1987-88 turn
out to be accurate, revenues will exceed expenditures by $478 million.
These excess funds would bring the balance in the Special Fund for Eco-
nomic Uncertainties up to $1.0 billion, or 3.3 percent of General Fund
expenditures. ‘

The 1987-88 budget contains one proposal which distorts the inter-year
comparison of the growth in revenues and expenditures. This proposal
calls for the elimination of state General Fund subventions to county
governments for eight county-operated health programs, and the creation
of a new state subvention of unrestricted funds as a replacement. Because
the proposal would transfer existing General Fund sales tax revenues to
a special fund from which the subventions would be paid, the proposal
reduces both General Fund revenues and expenditures by $477 million,
and increases special fund revenues and expenditures by the same
amount. Table 3 shows that total General Fund revenues under current
law are projected to increase by $1.5 billion or 4.7 percent, in 1987-88. On
this same basis, General Fund expenditures would increase by $851 mil-
lion, or 2.8 percent.

Table 3

Comparison of General Fund Revenues and Expenditures
Adjusted for Proposed County Health Services Funding Shift
(dollars in millions)

Difference

Revenues 1986-87 1987-88 Amount  Percent
Governor’s Budget $30,765 $31,742 $977 32%
Proposed sales tax transfer — 477 471 —
Existing law $30,765 $32,219 $1,454 47%
Expenditures

Governor’s Budget $30,890 $31,264 374 1.2%
Proposed county health transfer ... — 477 477 —
Existing law $30,890 $31,741 $851 2.8%

Consistent with past years, the largest increase in 1987-88 is proposed
for education, which would gain $452 million, or 2.7 percent, in additional
General Fund support. However, this increase is much smaller than the
current year’s; 1986-87 saw education receive an additional $1.2 billion, or
7.5 percent, in General Fund support. The second largest increase is for
youth and adult correctional programs, which would gain $162 million, or
9.5 percent, in additional General Fund support. This increase is also much
smaller than the current year’s; 1986-87 saw the correctional programs
receive $272 million, or 19 percent, in additional General Fund support.

As we discuss in Part Two of this volume, the budget’s estimate of
1987-88 expenditures understates the amount needed to provide the level
of services proposed by the Governor. Qur analysis also indicates that
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revenues could turn out to be higher than the budget projects, especially
if the consensus view of the economy’s behavior materializes. Given the
considerable uncertainty that characterizes the proposed budget’s esti-
mates of revenues and expenditures and the potential for reductions in
federal funding, the General Fund’s end-of-year balance could vary con-
siderably from the level estimated in the budget.
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Part Two

This part of our analysis provides perspectives on the Governor’s
Budget for 1987-88. It consists of four major sections:

e Expenditures. This section presents an overview of the spending
plans 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 funded in the
budget.

e Revenues. This section provides a perspective on the state’s econ-
omy in 1986, 1987, and 1988, and the outlook for the economy in
succeeding years. It also includes an analysis of revenue collections in
the current and budget years, and discusses how revenues would be
affected by alternative assumptions about economic growth.

o 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. ;

e The State’s Work Force. This section analyzes the reasons for
changes in the state’s work force in 1987-88. It also examines historical
trends that account for the changes in state employment in recent
years.
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Expendlfures in 1 987—88

'I'OTAI. S'I'A'I'E SPENDING PLAN

The Governor’s Budget for 1987-88 proposes total expendltures of $66.4
billion. This amount includes: '

o $39.1 billion in state expenditures, cons1sting of $31.3 billion from the
General Fund, $6.7 billion from special funds, and $1 1 billion from
selected bond funds;

« $15.2 billion in expenditures from federa] funds, and

o $12.1 billion in expenditures from various “nongovernmental cost”
funds, including funds established for retirement, working capital,
public service enterprise, and other purposes.

Table 4

Total State Spending Plan °
1985-86 through 1987-88

Estimated 1986-87 -  Proposed 1957-88

Actual Percent - Percent Dollar

_ 1985-86 Amount  Change  Amount Change  Change
General Fund......o... $288413  $30,8898  71%  $31,2636 12%  $3138
Special funds..........co.. 5,190.3 5,949.8 146 6,665.5 120 715.7

Budget Expendi-

L1170 SR, $34,031.6 $36,839.6 83%  $37,929.1 3.0%  $1,089.5
Selected bond funds .... o451  1,7753 818 1,124.3 —36.7 —651.0
© State Expendltu'res $349767  °$38,6149 104%  $39,0534 1.1% $4385
Federal funds ..., 14,280.3 15,350.6 5 15,160.5 -12 —190.1

Covernmental Ex- :

penditures ... $499570  $53.9655 96%  $542139 05%  $2484
Nongovernmental cost . R g

funds .....cooereenn e 10,4208 11,556.3 109 12,143.6 5.1 587.3

Total State Spend- . . v o

- S $59,6778  $65521.8+ 98%  $66,357.5 1.3% $835.7

2 Source: Govem_or’é Budget. Detail may not add to totals due to rounding

Governmental Expenditures

The budget proposes expenditures from governmental funds—that is,
total state spending less expenditures from nongovernmental cost funds—
amounting to $54.2 billion in 1987-88. This represents a $248 million, or 0.5
percent increase from the estimated current year level. This increase is
the net effect of a $1.1 billion increase in budget expenditures—General
Fund and special funds, and an $841 million decrease in combined federal
fund and selected bond fund expenditures. :

Using this measure of expenditures, during 1987-88, the state will spend

$1, 980 for every man, woman and child in California, or $148 million per
day.
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State Expenditures :
That portion of the state spendmg plan fmanced by state revenues
dep051ted in the General Fund or state special funds is usually referred to
“state expenditures.” 'As:shown in Table 4, state expenditures are
proposed to total $39.1 billion in 1987-88, which is 1.1 percent higher than
state expenditures in the current year. This compares with an increase of
10.4 percent between 1985—86 and the current year.

General Fund Expendliures

The budget proposes General F und expendltures of $31. 3 b11110n—near-
ly one-half of all expenditures that will occur under the state’s auspices.

Chart 2

- Annual Growth in General Fund Expendltures
1981-82 through 1987-88 (in billions)

%327 H Total Budéet
a0l O 1981 Dollars -
28 4

26 L

24 4

2+

81-82 8283 8384 84-85 8586, 8687 . 8788
(est.) (prep.)' '

Chart 2 and Table 5 show the trend in General F und expendltures since
1981-82..Chart 2 displays expendltures both on a “current dollar” and “real
dollar” basis. Expenditures in “real dollars represent expendlture levels
as they appear in the budget (that is, “current dollars™), adjusted for the
effect of inflation since 1981. Presentlng 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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_ " Table §
‘Annual Change in General Fund Expenditures -
1981-82 through 1987-88
{dollars in millions)

Total General Fund Budget®

“Current Dollars”. - .- “Real (1981) Dollars”

Amount Change Amount® Change
1981-82 . $21,682 -_ $21,682 . —
1982-83 21,729 0.2% 20,495 —-55%
1983-84 22,868 52 20,618 0.6+
1984-85 ...... . . 25,736 . 12.5 . 22,035 .6.9
1985-86 ¢ . 28,841 ) 12.1 23,608 7.1
1986-87 estimated © ........coveeerurivniinenes ©-30,890 : A 24,522 ' 39

1987-88 proposed © ....criiissnsssivossons 31,264 .12 . 23922 : =24

# Source: State Controller

b “Real dollars” equal current dollars deﬂated to 1981-82 dollars using the Gross Natlonal Product unphcnt
price deflator for state-and:local purchases of goods and services. :

¢ Source: Governor'’s Budget. Data for these years are not strictly comparable to data for the prior years
due to the effect of accountmg changes

In current dollars the proposed General Fund budget for 1987-88is 44.2
percent greater than it was in 1981-82. In terms of “real dollars,” however,
the increase proposed in the General Fund budget is 10.3 percent.

As shown in Chart 2 and Table 5, between 1981-82 and 1982-83 total
‘General Fund expenditures in “real dollars” actually declined by 5.5 per-
cent, as the state experienced the effects of the nation-wide recession. In
1983-84 “real” General Fund expenditures increased by less than 1 per-
cent. In 1984-85 and 1985-86, however; “real” General Fund expenditures
headed upward, in line with the expansion of the state’s economy. For
these two years, total General Fund expenditure growth averaged over 12
percent in current dollars and 7 percent in real dollars. Estimated expend-
itures for the current year are expected to continue this growth trend,
though at a much slower rate than during the preceding two years.

The level of General Fund expenditures proposed for 1987-88 would
reverse the upward trend of real expenditure growth that began in 1983-
84. In current dollars, the amount of General Fund expenditures proposed
for 1987-88 is 1.2 percent greater than the current year amount, which
represents the smallest year-to-year increase since 1982-83. In fact, this
expenditure level translates into a decrease in purchasing power of 2.4
percent, based on an estimated mﬂatmn rate of 3.7 percent in the budget
year, : -

The decrease in the rate at wh1ch General Fund expenditures are
proposed to grow in the budget year reflects slower-than-normal growth
in General Fund revenues, as well as the Governor’s proposal to increase
the balance in the Special Fund for Economic Uncertainties. The budget
anticipates that revenues deposited in the General Fund will increase by
only 3.2 percent, compared to the 9.6 percent growth estimated for the
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current year. In part, this reflects the Governor’s proposal to deposit $477
million of state sales tax revenues in a special fund for distribution to
county governments. Without this proposal, the General Fund revenue
increase would be 4.7 percent. In order to restore the level of the state’s
Special Fund for Economic Uncertainties, the Governor’s Budget pro-
poses to use $475 million of the budget year revenue growth to raise the
end-of-year balance in this fund to $1,026 million.

Federal Fund Expenditures

Federal fund expenditures account for 28 percent of the governmenta]
expenditures (that is, total expenditures less nongovernmental cost funds)
which the Governor’s Budget proposes for 1987-88. As shown in Table 6,
this percentage has been declining for the past five years. The level of
federal fund expenditures anticipated in 1987-88—$15.2 billion—repre-
sents a decrease of $190 million, or 1 percent, below the estimated 1986-87
level. This decrease reflects the net effect of increases and decreases in
federal receipts for several programs, as well as the accounting treatment
of funds received in prior years.

Table 6 °

Federal Fund Expenditures as a Percent of Total State Expenditures °*
1981-82 through 1987-88
(dollars in millions)

" Selected Federal Funds

General Special Federal -~ Bond " as Percent

Fund Funds Funds Funds _ Totals . of Total
198182 ...oooeiereencnnraraninner $21,682 $3,099 - $10,863 $230 $35,874 30%
1982-83 ...... . 21,729 3,180 12,255 399 37,562 33
1983-84 ...... 22,868 3,527 12,454 400 39,250 32
1984-85 ...... 25,736 . ° 4,651 13,372 588 - 44,348 30
1985-86 € ......ccnn. 28,841 5,190 14,280 945 49,257 29
1986-87 estimated © ... . 30,890 5,950 15,351 1,775 53,966 28
1987-88 proposed ©..... . 31,264 " 6,666 15,161 1,124 54,214 28

2 Excludes nongovernmental cost funds. Detail may not add to totals due to rounding.
b 1981-82 through 1984-85 data from State ‘Controller.
¢ Source: Governor’s Budget

e While the projected decrease in total federal spending between the
current and budget years is relatively small (1 percent), the budget re-
flects several major increases and decreases in individual program areas.
These changes are shown in Table 7.

The most significant reduction—$125 million in health and welfare—is
primarily due to a $188 million decrease in Job Training Partnership Act
(JTPA) funds expended by the Employment Development Department.
This “reduction” is somewhat misleading. This is because funds received
in 1985-86 and earlier years were not expended until the current year,
thereby artificially “inflating” the level of current year expenditures. This
decrease in JTPA expenditures is partially offset by increased spending for
other health and welfare programs, including an increase of $61 million
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Table 7

Federal Funds Changes, By Program °
1986-87 and 1987-88
(dollars in millions)

Estimated  Proposed Change

Program 1986-87  1987-88  Amount Percent
Legislative/Judicial/ Executive $39 $58 $19 49%
State and Consumer Services 2 21 ~1 -5
Business, Transportation and Housing .........c.ercerscene 1,472 1,380 —-92 -6
Resources 202 167 =35 =17
Health and Welfare 9,065 8,941 —-125 -1
Youth/Adult Corrections 1 1 0 0
K-12 Education 1,156 1,138 -18 -2
Higher Education 2,863 2,939 76 3
Other Governmental Units/SErviCes........remresmssivesssonees 530 515 -15 -3
Totals $15,351 $15,161 —$190 -1%

2 Source: Governor’s Budget. Detail may not add to totals due to rounding.

due to cost-of-living adjustments and caseload increases. Federal fund
expenditures for health programs would be even higher were it not for the
Medi-Cal cost reduction program ($150 million in federal funds savings)
reflected in the Governor’s Budget.

The budget also anticipates large net reductions in federal spending for
business, transportation, and housing programs. Table 7 shows a decrease
of $92 million for these programs between the current and budget years.
This figure primarily reflects a $102 million net decrease in federal funds
expended by the Department of Transportation—a decrease of $67 mil-
lion for capital outlay funds and a $53 million decrease in local assistance
transportation programs, partially offset by an $18 million increase in
federal funds for the support of engineering and design projects.

Federal expenditures for resources programs show a net reduction of
$35 million. This change primarily reflects a reduction of $66 million in
federal Outer Continental Shelf Lands Act (8g) funds, partially offset by
an increase of $33 million in Petroleum Violation Escrow Account expend-
itures.

Table 7 also shows that the amount of federal funding provided to the
state’s higher education segments is expected to increase by $76 million
in 1987-88. Three items account for this increase: (1) $87 million for De-
partment of Energy laboratories at the University of California; (2) $17
million for federal research contracts at the University of California; and
(3) $8.4 million for student aid at the California State University and the
University of California. These increases are partially-offset by a $36 mil-
lion reduction in funds provided for the purchase of defaulted student
loans under the Guaranteed Student Loan program.

Federal Aid Trends. The amount of federal aid to California has ex-
perienced expansions and contractions since 1981-82, as shown in Chart
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Chart 3

Expenditures of Federal Ald
Granted to the State of California?
1981-82 through 1987-88 (in billions)
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wmmmuse  Total Dollars
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@ Excludes federal expenditures for. unemployment i and administration,

b =Real* doltars equal total dollars deflated to 1981 -82 dollars using the GNP price deflator for state and Iocal
purchases of goods and services.

In order to give a truer picture of federal expendltures during the last
six years, we have adjusted total federal fund expenditures by the state to
exclude expenditures of federal unemployment insurance (UI) funds.
These expenditures have been unusually volatile, ranging from' a low of
$2.3 billion to a high of $3.5 billion during the period. Changes in UI
expenditures primarily reflect changes in economic conditions; and thus
tend to obscure the underlying trends in federal grants-in-aid to Califor-
nia. : s :

In terms of “current dollars,” adjusted federal expenditures have grown
from $8.5 billion in 1981-82 to $12.8 billion in 1987-88, an increase of
approximately 50 percent. This represents-a 7.1 percent average annual
rate of growth over the six-year period. When expressed in “real dollars,”
however, the level of federal aid anticipated in 1987-88 (excludng unem-
ployment insurance funds). is only 14 percent more than the amount of
federal aid actually received by the state in 1981-82. This represents a 2.5
percent average annual rate of growth:
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Impact of Current Efforts to Reduce Federal Spending

: In December 1985, the President signed legislation containing the so-
called Gramm-Rudman-Hollings. (GRH) balanced budget amendment.
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 gov-
ernments, with certain exceptions, are subject to these automatic provi-
sions. :

On February 1, 1986 the. Pre51dent issued an order to implement the
automatic spendmg reductions required by the amendment. Shortly
thereafter, the United States District Court for the District of Columbia
declared the automatic. deﬁmt reduction process unconstitutional. In July
1986 this decision was affirmed by the United States Supreme Court. By
invalidating the automatic reduction provisions of GRH, the amendment’s
ability to reduce the budget was s1gn1ﬁcantly constrained. While the defi-
cit maximums of $144 billion and $108 billion for FFYs 1987 and 1988 still
exist in law, the achievement of these targets essentially rests with the
budget process, as it did prior.to GRH.

The Budget of the United Statés Government, submitted by the Presi-
dent to Congress on January 5, 1987, proposes to achieve the deficit reduc-
tion target for FFY 1988. Preliminary information indicates that major
decreases in federal funding to California would result from the Presi-
dent’s budget. The largest reductions would come in the areas of welfare
and transportation. The Governor’s Budget, however, does not reflect the
cuts in federal fundmg that would occur 1f the President’s budget were to
be enacted as submltted »

Total Siuie and I.occl Governmeni Spendmg in California

Liocal governments-also are a significant contributor-to pubhc 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 aggréegate
government spending. Instead, state funds that are allocated to local gov-
ernment agencies must first. be subtracted from. the state expenditure
totals, to avoid. double-counting:

** 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. : o

‘Chart 4 displays 1986-87 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.
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Chart 4

Total State and Local Government Expenditures
1986-87 o |

" Total Expehdltures
$94.5 Billion

" Counties State?

Local Education \
‘Cities

~ @Net state expenditures Special Diétﬁcts

In the current year, expenditures for all services provided by state and
local governments in California are expected to total approximately $94.5
billion. This amount consists of approximately $27 billion in net state ex-
penditures (that is, state expenditures net of funds provided to local gov-
ernments) and approximately $68 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. . '

Net state spending—$26.8 billion—amounts to only half of what the state
spends from governmental sources ($52.9 billion) and indicates just how
much “state money” actually is spent at the local level. These state funds,
which total $26.1 billion in the current year, show up as local government
spending in Table 8. About one-half of this amount is state aid to local
school districts ($13.1 billion). - S :

Table 8 provides a perspective on governmert 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 each level of
government has remained virtually unchanged. - : ’
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Table 8

Estlmated Total ‘State and Local Government Expendltures
£ '1980-85 through 1986-87. .
(dollars in: millions),

198485 T I985-86 . . - 1986-87

R , . Expendj- ‘Percent E}rpendL Percent Expendi: :Percent »
Government Entity . tures of Total tures of Total . tures of Total
COUNHES .ovvverrrrinsvrnslesssssssssssren $16,800  21.7% $18865  21.9% $21,284  924%
Cities. ....iiviiiinend e . 12,609 - 163 13928~ 162 15385 7 163
Special Districts.:.. : i 9,259 120 9259 . 108 10,826 15
Local Educatlon SN 16637 ; 21.5 18,761 . 21.8 ' 20,160 214

Subtotal Local Government weibanpies (855 305) (71.6%)(,$6Q,813.)‘ (70.7%)($67,655)  (71.6%)
State Y., 8745 | — 4908 — 52,895 —
‘Less: Amount expended by local govern- oo L ot

ments : . ,—21,781-‘ R 223952 0 — 26061 . -

Subtotal; State. (net) ...':...‘;.? ............... . ($21,964) - (284%)($25,256) (29.3%)($26,834) (284%)

: Totals, state and local expendxtures.:. $77,269: . 100.0% _ $86,069 . .100.0% $94,489 .. . 100.0% .

2 Local government expenditure data for 1984-85 are from State Controller’s Réport on Financial Transac-
tions. Figures for 1985-86 and 1986-87 represent- Legislative Analyst’s Office estimates. All data
include enterprise fund transactions. State government and local education data are taken from
Governor’s Budgets. Detail may not add to totals due to rounding.

bIncludes spending attributable to state lottery operatxons mcludmg administrative expenses.

TAX EXPENDITURES

In addition to the $39.1 billion in total state funds which the Governor’s
Budget requests for direct expenditure programs in 1987-88, the budget
also proposes over $16.9 billion' of indirect spending in the form of “tax
expenditures.” ' R ' : '

Tax expenditure programs (TEPs) 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. These
TEPs are provisions of the tax code which are used to either encourage
specific types of economic behavior, or provide general or selective tax
relief.

In terms of the state’s overall fiscal condition, the fact that these monies
aré indirectly:spent using the tax system makes them no less “expendi-
tures” than are the funds which pass through the normal legislative appro-
pnatlon process. Thus, TEPs are approprlately viewed as part of the Gov-
ernor’s: overall spending, plan. :

Tbe Vqume of Tax" Expenditures.‘ "Table 9*shows our estimates of
the revenue losses from state-level TEPs in 1987-88. These estimates are
contained in our-report entitled Analysis of the 1987-88 Tax Expenditure
Budget (January 1987), which was prepared in response to- Assembly
Conciuirrent Resolution 17 (1985)- This:measure also established a tax ex-
penditure budget review process, and requlres us to report on the costs
and effectiveness of TEPs on an ongoing :basis.. : co

275443
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The table indicates that the cost of state-level TEPs (which are primar-
ily General Fund costs) is estlmated to total at least $16.9 billion in 1987-88,
an increase of 7.8 percent. The full cost of TEPs is unknown, because
insufficient data exist to measure the revenue losses from many of the
programs. As a result, TEPs will reduce, by about 32 percent, the amount
of revenues which otherwise would be collected from the state’s “basic”
tax structure. The largest single category of these TEPs, expected to total
$12.2 billion in 1987-88, includes the various exemptions, deductions, and
credits permitted under the petrsonal income tax. The largest individual
tax expenditure program is the deductibility of mortgage interest ex-
penses ($2.5 billion), followed by the nontaxability of employer contribu-
tions to pension plans ($2.1 billion), and the exemption from the sales tax
of food products ($1.5 billion). Altogether, we estimate that there are over
230 other state-level TEPs which will be in effect during 1987-88, plus an
additional 65 local property tax TEPs which the state partially funds
through subvention payments.

Table 9

'State Tax Expenditures °
1987-88
(dollars in million)
: Percent of
‘ 'Tota] Identifiable
: ' State-Level
Tax Expenditure Category 7 .. .- Amount Tax Expenditures
Personal income tax I ; $12,241 13%
Sales and use tax . 3,899 23
Bank and corporations tax 386 2
Other state taxes 331 2
Totals, all categories $16,857 100%

2 Source: Legislative Analyst’s Office.

CONTROLLING EXPENDITURES

Control through the Constitution . ,

On November 6, 1979 Cahforma 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;

o 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

o It requires the state to reimburse local governments for the cost of
certain mandates.

Impact of Article XIII B in 1987—88 Table 10 shows what the De-
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partment of Finance estimates the state’s appropriations limit to be, as
well as total appropriations subject to limitation from 1985-86 through
1987-88. It also shows our estimates of both the limit and the appropria-
tions that are subject to it for 1986-87 and 1987-88. The department esti-
mates that if the Governor’s Budget is approved, the state would be $80
million below its limit for 1987-88. Our analysis indicates that the Gover-
nor’s Budget, as submitted, calls for appropriations that exceed the appro-
priations limit by $587 million. ' '
Table 10

Impact of Article Xlil B on the State
1985-86 through 1987-88
(dollars in millions)

1986-87 1987-88
Department Legislative Department Legislative
1985-86 of Finance Analyst of Finance Analyst

Appropriations limit R $22,962 $24,159 $24,175 $25,273 $24,800
Appropriations subject to limita- ]

tion 22,467 23738 24,396 25,193 25,387

- DIfference ... —$495 —$421 $221 —$80 $587

2 Source: Governor’s Budget and Legislative Analyst’s Office.

Prior to the current year, 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 appropriated 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.

During the current year, however, the appropriations limit and the
state’s appropriations which are subject to it have converged. We estimate
that during 1986-87, if current estimates of revenues and expenditures
remain unchanged, the state will exceed its limit by $221 million, unless
the Governor and the Legislature take corrective action. As Table 10
indicates, we also expect the state to exceed its appropriations limit during
the budget year, given the anticipated level of state revenues and the
expenditure program proposed by the Governor’s Budget.

The difference between our estimate and the Department of Finance’s
is primarily attributable to one issue: Do the state’s payments to the State
Teachers’ Retirement System and to reimburse school districts for court-
ordered desegregation costs qualify for exclusion from the limit under
Article XIII B’s definition of “court mandates”? The Legislative Counsel
has issued opinions indicating that these payments do not qualify for
exclusion. As a result, our estimates reflect these payments as appropria-
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tions subject to 11m1tat10n The Department of Flnance however has
excluded them :

If actual revenues differ from those projeéted in the‘ budget, this will
result in a dollar for dollar increase or decrease in the state’s conformity
with the limit. This is because at year end, all unappropriated revenues are
automatically approprlated to the Special Fund for Economic Uncertain-
ties, and appropriations into this reserve fund are requlred to be included
in the amount of “appropriations subject to limitation.” These issues are
discussed more fully in Part Three of this volume.

Prediction or Plan? i

It should be noted that the budget estimates are not predictions of how
much ultimately will be spent in 1987-88, although these estimates reflect
numerous 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 fiscal 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, 1988, expenditures (and revenues)
will be revised by the Governor, the Legislature, changing economic
conditions, court orders, and other factors. Thus, as in past years, actual
revenues and expenditures are likely to be substantially dlfferent from the
estimates contained in the Governor s Budget.

Budgeted Versus Actual Expendliures

The expenditure program proposed in the Governor s Budget invaria-
bly is changed during the 18 months following submission of the budget.
Table 11 compares the original estimates of General Fund expenditures
with actual expenditures during the past six years.

‘Table 11

. Proposed and Actual General Fund Expenditures
1981-82 through 1986-87
(dollars in millions)

Budget as Actual . Change

Submitted * Expenditures ® " Amount Percent
1981-82 $20,799 $21,682 - $883 42%
1982-83.... 5 23,203 - 21,729 - 1,474 —64
1983-84 21677 29, 868 1,191 55
1984-85.... 25,076 25,736 660 26
1985-86 27,864 ’ 28,841 ° 977 35
1986-87 30,699 - 30.890° 191 0.6

4 Source: Governor’s Budget. .
b Source: State Controller. .

As Table 11%shows, actual expenditures exceeded the amount 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 less than the amount initially proposed for expendi-
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ture. The large decrease in actual versus budgeted expenditures for 1982
83—$1.5 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 projected to exceed the
amount originally proposed in the Governor’s Budget by $191 million. As
a result, General Fund expenditures will exceed General Fund revenues
by $125 million, making 198687 the second year in a row in which the
General Fund has run a deficit. The deficit would be even larger than this
amount but for the impact of several administrative-actions taken to
reduce expenditures in the current year. In addition, this estimate of the
deficit reflects legislative proposals contained in the budget to further
reduce expenditures and increase revenues in 1986-87.

MAJOR COMPONENTS OF THE STATE BUDGET

State expenditures traditionally are divided into three categories within
the budget: state operations, capital outlay, and local assistance. Table 12
presents the distribution of General Fund and special fund expenditures
among these categories for the past, current, and ‘budget years.

Table 12

General Fund and Special Fund Expenditures, by Function °
1985-86 through 1987-88
(dollars in millions)

' Estimated 198687 Proposed 1987-88

i : Actual - Percent Percent
General Fund - 195586 Amount Change Amount Change
State operations. $7,125 " $7,718 9.2% $8,188 5.3%
Capital outlay .... 67 15 -776 — —
Local assistance ..... 21,649 23,097 6.7 23,075 —0.1
Aid to individuals (6,690) (7,271 87 (7,459) 26
Aid to local governments ........ (14,959) (15,826) 5.8 (15,616) . -13
Totals © oo emmerssressesessinnns $28,841 $30,890 7.1% $31,264 12%
Special Funds : o
State Operations........coereeecennee $2,258 $2,516 11.4% $2,692 70%
Capital outlay..... .. : 469 296 - 581 239
Local assistance . 2,952 154 - 3,380 145
Unclassified ......... 12 - 00 12 0.0
Totals P oovererrnerrrirsrreniine $5,19 $5,950 146%  $6,666 120% -

2 Source: Governor’s Budget.
b Detail may not add to totals due to rounding.

As Chart 5 illustrates, state operations make up 26 percent of total
General Fund expenditures in the budget year, while local assistance, as
defined in the Governor’s Budget, makes up 74 percent.
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State Operations

The budget proposes an increase from the General Fund of $410 million,
or 5.3 percent, for state operations in 1987-88. General Fund expenditures
proposed for state operations in 1987-88 are $8.2 billion, or 82 percent,
above what they were six years ago (1981-82). When adjusted for inflation,
however, expenditures for state operations have increased by $1.8 billion,
or 39 percent, during this period.

Chart 5
1987-88 General Fund Budget Structure

Total Expenditures
$31.3 Billion

Local Assistance

State Operations ‘
Aid to Local Governments e :

Local Assistance
Aid to Individuals

Capital Outlay

The budget proposes no General Fund expendltures for capital outlay
in 1987-88. General Fund capital outlay expenditures over the past six
years have fluctuated between zero and $67 million. During this period,
most capital outlay programs have been funded by bond revenues or
tidelands oil revenues. :

Local Assistance

The budget proposes General Fund expenditures of $23.1 billion for
local assistance in 1987-88. This amount represents a decrease of $22 mil-
lion from the current year level. The amount proposed for local assistance
in 1987-88 is $5.9 billion, or 34 percent, higher than the amount expended
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for these purposes six years ago (1981-82). When adjusted for inflation,
however, expenditures for local assistance have increased by only $472
mllhon or 2.7 percent, during this period. .

Aid io Individuals Versus Aid to I.occl Governments o

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 the Supplemental Security Income/
State Supplementary Program (SSI/SSP), which is administered by the
federal government, and the Aid to Families with Dependent Children
(AFDC) program, which is administered by county governments.

Aid to Individuals. Table 13 identifies 10 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 $188 million, or 2.6 percent, for these programs in the
budget year. On a program-by-program basis, the Governor proposes in-
creases for five of these 10 programs, no change in funding for two, and
slight reductions for three. :

Table 13

Major General Fund-Supported
Local Assistance Programs
. Providing Aid to Individuals
1985-86 through 1987-88
(dollars in millions)

Governor’s

Actual Estimated Budget

Program . . 1985-86 1986-87 . 1987-88
Medi-Cal ® $2,306 $2,399 $2,391
AFDC" 1,790 1,952 1,985
SSI/SSP : : 1,408 1,638 1,768
Developmental Services . 345 497 452
Reriters’ Tax Relief 453 466 475
Homeowners Property Tax Relief 3% 338 343
Senior Citizens Renters’ Tax Relief......, - 29 25. 20
Senior Citizens Property Tax AssiStance ...i.co..eeeerevsesisnnsssees 6 5 4
Senior Citizens Property Tax Deferral 5 T 7
Subventions for Open Space 14 14 ' 14
Totals ¢ . "~ $6,690: $7271 “$7,459

2 Excludes county admmlstratlon
b Grant payments only." '
¢ Detail may not add to totals due to roundmg

Aid to Local Govemments. Table 14 displays the majorb General
Fund local assistance programs which our analysis indicates provide “Aid
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.to'Local Governments.” Overall, the Governor’s Budget proposes a reduc-
“tion in:-funding for these programs of approximately $210 million, or 1.3
percent, below current year levels. This decrease primarily reflects the
proposed elimination of $477 million in state subventions for County
Health Services programs. (These funds ‘wotild be replaced by a new
special fund subvention:) Adjusting for this change; funding for all other
programs would actually increase by $268 million, or 1.7  percernit, above
‘current year levels. This change is primarily. the result of a22 percent
funding: increase proposed for K-12 education. A

Table 14
Major General Fund-Supported
" 'Local Assistance Programs
- Providing Aid to Local Governments .-
- 1985-86_through 1987-88
(dollars in millions) -

Governor’s
: T : - Actial Estimated ‘Budget
Program . S 1985-86 1986-87  1987-88
Public Health Services ..., SO o ..$1039 0 81,049 - $591
California Children’s Services A . 46 52 48
Department of Rehabilitation ; : . ;e BT - S 62 66
Mental Health. Programs oreind i - 459 . - 497 496
Alcohol and Drug Programs .......... . o~ B (1) 72 T2
Social Services—Programs .............. 307 431 521
Social Services—County AdminiStration ... 125 140 157
County Justice Subvention — 67 67 67
K-12 Education . » . 10,928 11,783 12,040
Community Colleges ; evesiorsin . © 1,165 1,195 1213
Special Supplemental Subvenhons/ Spec1al Dlstnct Loaris - 73 27 25
Local Streets and Roads i 125 77 —
State Mandates e 110 133 58
All Other . : 388 241 263

- Totals* S $14,959 $15,826 $15,616

2 Detail may not .ad(‘i' to ‘totals due to rounding

SPECIAI. FUND FOR ECONOMIC 'UNCERTAINTIES |

The Governor’s Budget indicates that $1,040 million from the General
Fund will be held in reserve during 1987-88, Of this amount, $1,026 would
be in the Special Fund for Economic Uncertainties, $10 million' would be
set aside for the Disaster Response Operations Account, and $4 ‘million
represents funds which have already been appropriated but are not ex-
pected to be spent during the budget year.

The Special Fund for Economic Uncertainties prov1des 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 durlng the fiscal
year. Normally, the balance in the reserve is invested and produces inter-
est income for the General Fund.
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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 mﬂatlon on the purchasmg power of the ] prev10us year’s funding level.

Dlscrehonury and Statutory COLAs 5 :

Existing law authorizes automatic COLAs for 22 dlfferent 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 ona d1scret10nary
basis, through the budget process. ;

In 1987-88, statutory COLAs range from 2 percent (K-12 1nstruct10nal
materials) to 7.5 percent (Medi-Cal noncontract hospitals). The statutory
COLAs having the largest costs are those for K-12 apportiontents ($253
million) and SSI/SSP grants ($84 million). The General Fund cost of fully
funding statutory COLAs in 1987-88 is approx1mately $563 mllhon ‘or $278
million more than the amount provided in the budget ~

Governor’s Budget Proposal

The budget proposes a total of $415 million from the General Fund for
COLAs in 1987-88, including $285 million for statutory COLAs and $130
million for discretionary COLAs. These amounts reflect the Governor’s
proposal that existing law be amended to delay the effective date of most
of these COLAs by six months. Thus, in most cases, the Governor proposes
to provide one-half of the amount required by existing law. In three
cases—court ordered and voluntary desegregation and gifted and talented
education—the Governor proposes that no funds be provided for statutory
COLAs. The amount provided for discretionary COLAs primarily reflects
funding for changes in employee compensation; few other discretionary
'‘COLAs are funded. The spec1ﬁc increases proposed by the Governor are
shown in Table 15.
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Table 15

General Fund Cost-of-Living increases
1986-87 and 1987-88
{dollars in thousands)

1956-87

- Budgeted

Department/Program
HEALTH AND WELFARE

%
cohol and Drug Programs......
Medi-Cal
Noncontract Hospitals
Long-Term Care F ac1ht1es
excludin, state hospitals
State Hospi
OB/GYN Providers.
Other Providers.......
Beneficiary Spin-off.
Drug Ingredients.......... -
County Administration ©
‘Health Services -
County Health (AB 8)
Medically Indigent Services ..
Public Health
Emergency Medical Services.....
Developmental Services
Regional Centers:
Out-of-Home Care
Other Client Services..
Personal Services ......
Operations.............
Education Programs
Local Mental Health Programs
Social Services

AFDC/FG & U ...
AFDC—Foster Care............
County Administration—
Grants ©
Child Welfare Services............
County Seérvices Block Grant
IHSS Maximum Grant
IHSS provider............
Deaf Access.......
Maternity Care..........
Employment Programs ..
Child Abuse Prevention
Adoptions
Community Care Licensing ..
Department of Rehabilitation ..
YOUTH AUTHORITY
County Justice System Subven
tion Programs ..
Delinquency Prevention ....
K-12 EDUCATION
Apportionments:
K-12—District Revenue
Limits
Meals for Needy Pupils ..
Summer School
Apprentice Programs
Small School District Trans-
portation
Transportation

Percent
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K-12—County Offices of Edu-

cation 549 2,166 2.20° 4,764 11 2,382
‘Regional. Occupational o :
ters/Programs......cecrwense 3.00 2,118 - — — —
Court-Ordered Desegregation .. 5.49 2,690 2.20 5,917 - -
Voluntary Desegregation........... 5.49 550 2.20 1,210 — -
Child Nutrition 3.30 386 3.86 1,486 1.93 43
American’ Indian Education :
1.00 9 — - —
1.00 4 — — — —
- 1.00 2,500 — — —_ —_—
Special Education ...... 5.49 15,925 2.20 35,034 11 17517
Dropout Prevention .. b 48 — - - —
Staff Development 1.00 213 - - — -
Preschool 1.00 358 — — —_ —_
Libraries 1.00 75 — — - —
Meade Aid &: 1.00 52 —_ — —_ —
Urban Impact Aid®~.... 1.00 8 — - — —
Gifted and Talented ® . 6.00 212 6.00 1,274 — —
Instructional Materials (K-8) ... - 3.60 731 2.00 1,462 1.0 731
Instructional Materials (9—12) 3.00 224 — — — —
Demonstration Programs  in
Reading and Mat 3.00 44 _— — — —
Educational Technology 100 262 — — — —
Economic Impact Aid® 1.00 1,970 — —_ — _—
Adult Education....... 6.00 2174 6.00 14,488 3.0 7,244
Adults in Correctional Facilities 6.00 19 6.00 116 3.0 58
School Improvement Program ' )
5.49 1,924 2.20 4232 11 2,116
(T=12) oot 1.00 3% — - - —
Miller-Unruh Reading
Program é..........ccoivivnncinnnions 1.00 199 —_ — —_ —
High School Pupil Counseling .. 1.00 78 — — — —
Specialized Secondary Schools.. 1.00 21 —_ — — —
Foster Youth Services........ccc.... 1.00 8 - —_ — —
Opportunity Classes/Programs — 8 - - —_ —
COMMUNITY COLLEGES : '
Apportionments ...erurissssssses 5.71 17,673 27 47,7118 1.35 23,859
- Community College Categori-
cals 1.0 551  — — —_ —
Financial Aid Awards.........ooo..... 5.0 1,029 — —_ —
ALL OTHERS
- State Contribution to STRS ..... 3.50 2,342 3.85 9015 385 9,015
Employee Compensation’
Civil Service and Related ...... .5.85 29,993 —_ — 2.05 61,371
University of California ...... . BT IT o — — 20 28,152
California State University .... 66 - 13 268 — — 18 23,590
TOtAls covouerecrsisessernaneeneessaane SRR '$326,575 — $562,897 — $414,660

a Generally, these increases are effective January 1, 1988.
b Effective July 1, 1987.

¢ These COLAs are funded through the proposed deﬁc1ency bill. There were no funds for these COLAs
in the 1986 Budget Act.

9 The effect of a given percent COLA cannot be calculated dlrectly using this figure.

¢ The amount of funding included in the 1987-88 budget 1s to bb used to reimburse counties for cost
increases incurred during 1986-87.

f Effective April 1, 1988.

8 The Governor’s Budget proposes to ehmmate all funding for Urban Impact Aid and Meade Aid. The
budget also proposes to consolidate funding from Native American Indian Education, the Miller-
Unruh Reading Program, the Gifted and Talented Program, and the Economic Impact Aid program
into a Class Size Reduction/Educational Assistarice Program.

b Program started in 1986-87.

i Funded by reappropriation of 1986-87 unexpended balance; dollar amount represents Legislative Ana-
lyst’s Office estimate based on 1985-86 participation rates.

i Reflects a 1.5 percent adjustment in salary levels and funding to maintain health and dental coverages
at present levels.
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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 Does the Money Go?: _

Chart 6 and Table 16 show the distribution of General Fund expendi-
tures by major program category in 1987-88. These displays indicate the
two largest budget categories are education, and health and welfare,
which collectively account for $26.5 billion, or 85 percent, of total General
Fund expenditures. The share of the budget devoted to each of these two
categories is approximately the same as their shares in the current year.
These shares would show declines, however, but for the effect of the
Governor’s county health services program shift proposal discussed ear-
lier. This is because the proposal reduces the General Fund expenditure
total by $477 million. The remaining $4.8 billion, or 15 percent of total
expenditures, goes for tax relief, correctional programs and all other pro-
grams of state government. .

Chart 6
General Fund Expenditures
Major Components 1987-88

Total Expenditures
$31.3 Billion

All
Tax  Other

Youth/Adult Corrections

K-12 Education

Health and Welfare

Higher Education
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. "Table 16
Expenditures for Health, Welfare, and Educatlon
As a Percent of Total General Fund Expenditures
_ 1987-88
(dollars in millions)

" Percent of
State Local - General Fund

Operations  Assistance Total Budget

K-12 Education ® $205 $12,040 $12,244 39%
Higher Education 3,637 1,332 4,969 16

Subtotal, Education © .. e $3,842 $13371 * $17213 55%
Health and Welfare : . 628 8,665 9,294 30

Subtotal, Education, Health and Welfare . $4470 $22,037 $26,507 85%
Other program areas 3,718 1,039 4,756 15

Total General Fund Budget © .orveeercereneens $8,188 $23,075 $31,264 100%

2 Source: Governor’s Budget.
b Includes $507 million for State Teachers’ Retirement System contnbutlon
¢ Detail may not add to totals due to rounding.

Education and youth and adult correctional programs have been the
fastest growing components of General Fund expenditures in recent
years. Chart 7 illustrates.that since 1981-82, expenditures for these pro-
grams have increased significantly. Over the seven-year period, youth and

Chart 7

Trends in General Fund Program Expenditures
1981-82 through 1987-88 (in billions)
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adult corrections expenditures have increased by 137 percent in current
dollars, and by 81 percent in “real terms.” Total education expenditures
have increased in real terms by 20 percent, while spending on health and
welfare expenditures has decreased in real terms by about 4 percent.

Overall, General Fund expenditures have increased by 44 percent in
current dollars from 1981-82 through 1987-88, and by 10 percent in real
terms.

Table 17

Estimated General Fund Program Chari'ges""
1986-87 and 1987-88
{dollars in millions)

Esb'mated v Proposed Change
1986-87 1987-88 Amount Percent

Health and Welfare:
Medi-Cal ® $2,461 $2,463 $2 0.1%
County Health® : 959 545 —414 —432
SSI/SSP ® 1,638 1,768 130 . 79
AFDC grants® 1,952 1,985 33 17
Social services programs P.........uwerrereesssseessns 431 521 90 209
Mental health 819 834 15 18
Developmental SETVICES ....wcvmerrivonsssssssiarsenss . 446 . 473 - 27 6.1
Other, health and welfare 768 705 --63 —82
Subtotals, Health and Welfare.......oocoovvcovvunnees $9,474 $9,294 —$180 —1.9%
Education: ) ’
K-12 $11,497 $11,737 $240 2.1%
State teachers’ retirement ........ivccsereismerisssenes 465 507 42 90
University of California 1,788 1,859 71 4.0
California State University .........cooeceereesnscrencenns 1,626 1,690 64 39
California Community Colleges . 1,195 1,213 ] 18 15
Other, higher €ducation ...........crseissission 190 207 17 89
Subtotals, Education $16,761 $17,213 $452 2.7%
Other:
Youth and adult corrections $1,711 $1,873 $162 95%
_ Resources 693 667 —26 -38
. Tax relief 943 896 —47 -5.0
Bond interest and redemption © ... (538) (617) (79) (14.7)
Interest on General Fund 10ans ... 117 81 -36 -30.8
All other 1,191 1,240 49 41 .
Subtotals, Other $4,655 $4,757 $102 2.2%
Total ¢ . $30,890 $31,264 $374 12%

2 Based on amounts shown in Governor’s Budget.
b1 .0cal assistance only.

¢Distributed to program categories.

9 Detail may not add to totals due to rounding.

Summary of Major Program Changes

For 1987-88, the budget proposes a net increase in General Fund ex-
penditures of $374 million, or 1.2 percent, above the level of expenditures
estimated for the current year. Table 17 shows the primary factors that
account for the proposed change in expenditures. As was the case in the
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current year, the largest dollar increase is proposed for education—$452
miillion, or 2.7 percent. The next largest dollar increase—$162 million; or
9.5 percent—is proposed for youth and adult corrections. Within each
expenditure category, significant program changes have been proposed.
Some of the major General Fund changes include the following:

Medi-Cal local assistance expenditures are up by $2 million, or 0.1 per-
cent. Expenditures would be higher were it not for the proposed cost
reductions of $150 million reflected in the Governor’s Budget. These con-
sist of $125 million worth of savings due to “program restructuring” and
$25 million in savings due to cost control measures. The budget does not
contain a specific program to achieve theése savings.

County Health is budgeted at $545 million, a $414 million, or 43 percent
reduction from current year funding levels. This reduction is primarily the
result of a proposal to eliminate the County Health Services (AB 8) pro-
gram and to transfer the assomated funds to the countles as “shared reve-
nue.’

SSI1/8SP expenditures are expected to increase by $130 million, or 8
percent, above estimated current year expenditures. This increase is due.
primarily to four factors: (1) an increase of $96 million to fund the full-year
cost of the 1986-87. COLA provided on January 1, 1987, (2) an increase of
$42 million to fund a 3.6 percent statutory COLA effective April 1, 1988,
(3) an increase of $42 million to fund an estimated 2.6 percent caseload
growth, and (4) offsetting savings of $51 million due to an estimated 3.3
percent Federal COLA effective ]a.nuary 1, 1988

AFDC grant costs are budgeted to increase by $33 mllhon or 1.7 per-
cent, above estimated current year expenditures. This relatively low
growth is due primarily to (1) an anticipated caseload increase of 0.8
percent ($40 million) even though actual growth has been about 3 per-
cent, (2).increased costs of $34 million to provide a statutory COLA effec-
tive January 1, 1988 and (3) increased savings of $48 million from various
fraud detection programs and the Greater Avenues for Independence
(GAIN) program.

Social Services Program expendltures are up $90 million, or 21 percent,
above estimated current year expenditures. This increase primarily re-
flects increased General Fund costs for: (1) the Child Welfare Services
program ($46 million), (2) the In-Home Supportive Services program
($30 million), and (3) the Greater Avenues for Independence (GAIN)
program ($27 million). These increased costs are partially offset by various
savings totaling $13 million. : ‘ '

Developmental Services expenditures are budgeted at $473 million, an
increase of $27 million, or 6.1 percent, over current year estirnated ex-
penditures. This increase is primarily the result of caseload increases at the
regional centers.
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. Other Health and Welfare expenditures are expected to decrease by $63;
million, or 8.2 percent, below estimated current year expenditures. This
reduction'is primarily due to the county health programs shift proposal,
which-involves $52 million included in- this budget category. ' o

K-12 Education expenditures are expected to increase by $240 million,
or 2.1: percent, over estimated current year:expenditures.-The ‘primary
factors-accounting;for this increase.are: (1) an increase of $260.million for
increased enrollmeént in public schools; (2): an increase of $159 million to:
provide half-year funding for -statutory COLAs: (3) an:increase.of $89.
million to restore General Fund support for school deferred maintenance
(the Governor proposes that a:$90 million appropriation for this purpose
be reverted to the General Fund in 1986-87); (4) an increase of $66 million
to prov1de addltlonal fundmg for special education services to- hand-
icapped students, and (5) an increase of $34 million to reflect the ehmma-
tion of a one-time “loan repayment”’ (reductlon in school apportlonment
funding) made during 1986-87. These increases are partially offset by (1)
a $281 million reduction in General Fund requirements resulting from
antlclpated increases in school district property tax receipts; (2) the elimi-
nation of $43 million in funding for two programs providing state aid to
school districts with high concentrations of dlsadvantaged students; and
(3) a reductlon of $40 million in fundmg for school desegregat1on

Higher Educatzon expendltures are proposed to increase by $17O mll-
lion, or 3.5 percent The primary. factors accounting for this.increase are:
(1) $30 million due to enrollment increases; (2) $22 Imlhon for workload
and cost adjustments; (3) $52 million for a 3 percent salary increase begm-
ning January 1, 1988; and (4)’ program augmentatrons of $49 million, which
include-$12 mllhon for instructional equipment replacement and hbrary'
materials and $7. 5 ‘million for a teachmg hosprtal subs1dy B

Youtb and Adult Correctrons expendltures are proposed to increase by
$162. mﬂhon in the budget year. Most of this amount, or $130 million, will
fund 2,126 additional personnel-years for the Department of Corrections
and the increased operating expenditures needed to accommodate the
growth in the prison population. The budget is based on a 12 percent
growth rate in the inmate populatlon between June 30, 1987 and June 30,
1988 and a 16 percent growth rate in the parole populatlon over the same
penod :

. Debt Serwce expendltures for bond 1nterest and redemptlon are expect-
ed to be $79 million, or 15 percent, higher in 1987-88 than in the current
year. This reflects the large volume of general obhgatlon bonds approved
by the voters 1n recent statew1de electlons
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Expenditures Not Recognized :in the Budget : : ,

“In preparing the Governor’s Budget, the Department of Finance must
estimate the impact of program caseload growth, court decisions, and
other factors on expenditure levels in the current and budget year. Our
analysis indicates that the Governor’s Budget has underestimated expend-
itures for the two-year. penod (1986-87 and 1987-88) by $262 million. The
components of this $262 million are as follows:

School Desegregation.’ “The ‘Governor’s: Budget contains insufficient
funding to reimburse school districts for their allowable costs of operating
court-ordered and voluntary desegregation programs, pursuant to the
provisions of AB 38 (Ch 180/85). We estimatethat the budget proposal
would result in a cumulative deficit in funding for scheol desegregation
relmbursement claims of $98 million by the end of 1987-88.

* Child Care. The budget assumes that the state will receive federal
reimbursements of $31 million annually in 1986-87 and 1987-88 for child
care services provided to eligible participants in the Greater Avenues for
Independence (GAIN) program. Recent information from the State De-
partment of Education, however, indicates: that the actual level of reim-
bursements in the current year is likely to be only $2.million.:Should this
estimate prove to be accurate, the child care budget could be underfund-
ed by up to $29 million in the current year.

K=12 Education : Apportzonments In contrast to .other understated
expendltures the budget overestimates by a net $10 million the amount
needed to fund, K-12.school and special education apportionments in
1987-88. Thls is because of. technical budgeting errors that (1) - overfund
specml education.by $16 mﬂhon and (2) underfund school apportionments
by $6 mllhon The budget however, also overestimates by $19 million the
amount of excess funding for school apportionments that will be available
for reversion to the General Fund at the end of 1986-87. Recent informa-
tion from the State Department of Education indicates that these funds
have been used to pay school apportionments deficits remaining from
1985-86. Consequently, the amount of the 1986-87 General Fund ending
balance assumed by the Governor is too high by $19 million.

AFDC. The Department of Social Services assumes that the 1987-
88 caseload for the AFDC-Family Group program will grow at roughly half
the existing rate of increase. If recent trends prevail, however, caseload
growth will add $27 million to General Fund expenditures in the budget
year. In addition, the budget assumes $23 million in General Fund savings
from implementation of the Greater Avenues for Independence (GAIN)
program because fewer persons will apply for aid. Because there is no
empirical evidence that fewer persons will apply for aid once this program
is in operation, costs for the AFDC program may be understated.

SSI/SSP. This program may be underfunded by up to $21 million




42

from the General Fund. This consists of (a) $16 million due to under-
estimated caseload growth and (b) $5 million due to understated average
grant costs.

Child Welfare Services. The budget probably understates the costs
of this program for the budget year, since cost estimates are based on
caseload trends dating back to the program’s inception. The effect of this
estimation procedure is that recent, dramatic caseload growth is not fully
taken into account. If the most recent two year caseload trend continues,
then the actual General Fund cost will be $7 million hlgher than budgeted
in 1987-88.

Medi-Cal. - As it did last year, the budget fails to provide for in-
creases in Medi-Cal reimbursement rates for long-term care facilities and
the cost of abortions, even though the likelihood of such costs is ‘all but
certain. The statutorily required increases for long-term care will cost $20
million in the budget year, and the General Fund’s share of costs for
Medi-Cal abortions will be $14.7 million. »

Department of Forestry. - Based on an average fire year, we would
expect General Fund expenditures for emergency firefighting by the De-
partment of Forestry and Fire Protection to total $13 million more than
is included in the budget for 1987-88.

Impact on the 1987-88 General Fund Balance. Should expenditures
materialize, as detailed above the amount which the Governor’s Budget
shows in the Special Fund for Economic Uncertainties on June 30, 1988
would be $262 higher than is likely to be available. Under these circum-
stances, with no changes in anticipated revenues, instead of inéreasing the
state’s reserve by $475 million, the Governor’s Budget would increase the
reserve by only $213 million, leaving it at $764 million at year-end.
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Revenves In 1987-88

The various expenditure programs discussed in the Analysis are support-
ed by revenues which come 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 into 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 revenues come from three large taxes—the personal
income tax, the sales and use tax, and the bank and corporation tax.) The
remaining portion of state revenues—normally about 15 percent of the
total—is placed into special funds to support specific programs and activi-
ties, including highway maintenance and construction, and various educa-
tion-related capital outlay projects.

In addition to the above revenues, the state collects certain other mo-
nies which are not included in the budget revenue totals as either General
Fund or special fund revenues, because they are legally committed to
specific purposes. Included in this category are state receipts from the
California State Lottery, and monies to be deposited in certam bond and
pension funds.

This section examines the Department of Fmance s forecast for reve-
nues, including the economic projections and other assumptions on which
it is based.

SUMMARY OF THE REVENUE OUTLOOK

Table 18 summarizes the department’s estimates of how much revenues
will be generated in the current and budget years. It also shows, for
comparison purposes, actual revenues received in the prior year. Chart 8
provides an historical perspective on these figures by showing the trend
in state revenues over the past decade.

Moderate Revenue Growth Predicted

The budget predicts that revenue growth in both 1986-87 and 1987-88
will be moderate. This reflects the department’s forecast that the current
economic expansion will continue, though only at a modest pace. Table 18
indicates that:

e Budget year (1987-88) revenues will total $37.9 billion (5. 4 percent
growth), including General Fund revenues of $31.7 billion (3.2 per-
cent growth) -and special fund revenues of $6.1 billion.

o Current year (1986-87) revenues will total $35.9 billion (7 percent
growth), including General Fund revenues of $30.8 billion (9.6 per-
cent growth) and special fund revenues of $5.1 billion.
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Table 18

-Revenue Summary
General Fund and Special Funds
1985-86 through 1987-88
(dollars in millions)°

Prior Year - . Current Year - Budget Year

General Fund Revenues . ' L (1985-86)°  (1986-87)° . (1987-88)°

—Amount . . , - $28,072 $30,765 . $31742
—Dollar change : 1,466 2,693 977
—Percent change : ) 55% . 96% 32%
Special Fund Revenues .
* —Amount.. . e $5,486 $5,149 $6,112
- —Dollar: change .......: : 442 —337: 963
—Percent change.. 8.8% —61% ;. 18.7%
Total, General Fund and Special Fund Revenues o -
~Amount e $33,558 $35914 $37,854
" —Dollar change oo ; ; 19100 - 2,356 1,940
- —Percent change.. ; o 60% . - T0% 5.4%-

3 Source:' 1987-88 Governor’s Budget and State Controller. Detail may not add to tétals due to rounding.

Figures include effects of various revenue-related law changes and shifts of revenues between special
funds and the General Fund. Neither the General Fund nor special fund revenue totals include
revenues from the California State Lottery, because the funds into which these lottery revenues are
put have been classified as nongovernmental cost funds.

b Dollar and percent ‘changefigures may be distorted, due to accounting reclassifications of certain

revenues and reimbursements made between 1984-85 and 1985-86. .

¢ General Fund revenue total includes a net gain of $425 million due to federal tax reform and $78 million

in proposed transfers from special fund balances.

d General Fund revenue total includes a net loss of $250 million due tofederal ‘tax reform. In addition,

the revenue figures shown incorporate the Governor’s proposal to shift $477 million of state sales and
use tax revenues from the General Fund to special funds for use by local governments.’

Chart 8

Trends in State Revenues
1975-76 through 1987-88 (in billions)?

Projected

$4b:_ General Fund Revenues

35.) [ Special Fund Revenues

Total State Revenues
30+ )

251
204

Use Tax

,15-‘

10 { Corporation Tax

7 77 78 79.8 8 -82 8 84 8 86 87 88

#Source: Budgets and State Conr ! Da!awekxﬁscalyaersendlngln years shown,

bincludes other taxes, licenses, fees, interestincoms, ransfers; and other sources, Some of the the -y ions in inthis
ca»gorymdnapecldhndrevwesreﬁectyw o-yoar ar shifts these two categorie




45

The year-to-year revenue growth rates shown in Table 18 contain cer-
tain distortions, because they incorporate the effects of factors such as new
legislation, one-time revenue effects, and shifts of revenues between the
General Fund and special funds. Four factors are especially important.
First, the federal Tax Reform Act of 1986 has caused changes in taxpayers’
behavior, such as when they pay their state income taxes and report'their
capital gains income (these changes affect revenues in both 1986-87 and
1987-88). Second, the budget proposes to shift $477 million in General
Fund sales and use tax revenues to local governments in 1987-88, in ex-
change for repealing existing state subventions that fund various county
health programs. Third, the budget proposes to transfer $78 million from
special fund balances into the General Fund in the current year, in order
to improve the fund’s condition. Fourth, the budget assumies that a $75
million one-time inheritance tax settlement will be received in 1987-88.
In the absence of these four factors, a fairly level, moderate revenue
growth pattern would exist—about 8 percent for General Fund revenues
and 6 percent for total revenues in 1986-87, and approximately 7 percent
for both General Fund revenues and total revenues in 1987-88.

Reliability of the Revenue Forecast

The department’s revenue forecast appears to be somewhat on the
conservative side, based on our review of the economic and other assump-
tions on which it is based. We estimate that revenues over the next 18
months would be $150 million higher than predicted if the department’s
econornic forecast comes true, and $485 million higher than predicted if
the consensus economic outlook of other forecasters prevails. As the box
on the following page shows, however, there is a wide variety. of factors
which could cause economic performance to differ from the consensus
forecast, and this could dramatically affect revenues. For example, reve-
nues could range several billion dollars above or below the department’s
forecast, if the economy experienced a strong expansion or a moderate
downturn. Thus, even though the department’s revenue forecast appears
conservative, this bias is not nearly as large as the devzatmns which cou]d
occur due to the economy.

We now take a closer look at the economic assumptions on which the
budget’s revenue forecast is based, followed by a more detailed discussion
of the state revenue outlook.
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. Positive Factors

Key Factors In the 1987 Economic Outlook

Continued moderate inflation ~ « Accomodative monetary poli + Mode: i i
* Reduced interest rates » Absence of excessive v polcy 2’1&1"3? tstength n holsing
« Strength in service industries inventories” . - » Positive effects on consumer
* Improved corporate profits » Reduced crude oil and fuel prices ~ spanding due to federal
» Continued growth in “real* * Expected decline in the value " tax reform
personal income of the dollar . : ’
-‘Negative Factors
« Large foreign trade deficit + Historically low savings rate * Negative effects on business
» Lower federal defense spending -« Continued large federal investment due to federal
in Califomia budget dficit tax reform
* Weak business investment + Softness in manufacturing ~ + Relatively weal overseas
ﬂ:»ending employment . economies
» High levels of consumer debt * International débt problems ook
Major Areas of Uncertainty
* To what extent will the dollar * How will federal tax reform + By how much and in what
continue to depreciate, and alfect consumption spending areas will federal spending
by what amount will this and business Investment? . - be trimmed to reduce the
reduce the foreign trade deficit?  « Will crude ofl prices remain federal budget deficit?
= Will consumers retrench in their stable, or eventually trend
spending, due to their low savings  upward due to output restrict- ’
‘rate and high debt levels? fons by OPEC members?

THE ECONOMIC OUTLOOK ' S . .

The economy’s performance-during 1987 and 1988 will be the prime
determinant of state revenue collections during the latter half of 1986-87
and-in 1987-88. Economic activity during calendar 1987 will account for
about one-third of current year revenues and two-thirds of budget year
revenues, while the remaining one-third of budget year revenues will
depend on economic conditions in early 1988. -

Continued Economic Expansion Expected o ,
Table 19 summarizes the budget’s economic forecast for 1987 and 1988,
as well as the economy’s performance during 1986. In a nutshell, the
department expects that the current economic expansion will carry for-
ward throughout the next two years at a moderate pace. Inflation is ex-
pected to remain under control, and neither a recession, slowdown nor
economic boom is anticipated. The department’s prediction of an unspec-
tacular-though-sustained expansion is a “middle-of-the-road” forecast that
pretty much reflects the current consensus views of economists generally.
It also reflects the tendency 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.
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Table 19

Department of Finance Economic Outlook for
California and the Nation
1986 through 1988 °

1986 1987 1988

Economic Indicator Estimated Projected Projected
1. National Economy
Percent change in: -
—Real GNP : 25% 2.4% 3.4%
—Personal income 52 45 5.8
—Pre-tax corporate profits 3.9 104 - 234
—Wage and salary émployment 25 - 2.0 23
—Civilian employment 2.3 14 19
—GNP prices 2.8 24 .33
—GNP consumer prices . 2.0 2.8 3.6
—Consumer Price Index... 20 31 36
Unemployent rate (%) 7.0% 71% 7.0%
Savings rate (%) . 41 33 32
Prime interest rate (%) : 83 6.8 73
New car sales (millions of units) 112 10.0 107
Housing starts (millions of unitsl 1.84 1.72 1.86
Net exports (billions of dollars) —$147 —$133 —$125
2. California Economy
Percent change in;
—Personal income 7.0% 6.1% 12%
-—Wage and salary income 7.8 69 77
—Wage and salary employment : 2.8 23 28
—Civilian employment g 36 29 33 -
—Consumer Price Index 33 4.0 4.6
—Key elements of the state’s tax base: - N
—Taxable personal income © 72 59 74
—Taxable sales 3.7 40 62
—Taxable corporate profits 5.5 120 126
Unemployment rate (%) 6.7%. 6.9% 7.0%
New car registrations (thousands of units) .........cceceeecrerniernsernns 1405 1,278 1,363
New building permits (thousands of UDIS) .........cccceeerreereererseenennns 271 254 276

 Source: 1987-88 Governor’s Budget and Department of Finance.
Defined as United States exports minus imports, measured in constant 1982 dollars:
¢ Defined as total personal income plus social security contributions, minus transfer payments and certain
other nontaxable income components. This income concept historically has shown a strong correéla-
tion to adjusted gross income reported for tax purposes in California:

How 1986 Ended and 1987 Began

At this time last year, as much uncertainty about the economy existed
as we see today. Thus, not surprisingly, the department also predicted in
last year’s budget an unspectacular-though-sustained low-inflation expan-
sion period for 1986 (see Table 20). This prediction generally came true, -
although the overall strength of the economy was less than expected. For
example, actual GNP growth (2.5 percent) fell short of the forecast (3.2
percent), partly because of a large foreign trade imbalance which saw our
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country importing far more goods. than we were exporting. Likewise,
Table 20 shows that even though California home building activity and car
sales exceeded expectations in 1986, both taxable sales and corporate prof-
its fell far short of their predicted levels. Similarly, as shown in Chart 9,
California’s employment growth, though continuing, tapered downward
throughout the year. Manufacturing employment was especially weak, as
it experienced an actual decline of about 1 percent, primarily due. to
softness in the electronics and computer industries. In addition, a number
of uncertainties clouded the economic horizon at year-end (see box on
page 46) . The major uncertainties include the effects of federal tax reform
on business investment decisions, the effect of high debt levels on future
consumer spending, future prices for imported crude oil, and prospects for
reducing both the federal budget deficit and the foreign trade deficit. It
was on this note that 1986 ended and 1987 began.

~ Table 20

Accuracy of Economic Forecasts
for California in 1986

' " PRevised.
Original Forecasts Department
Department of Finance
of Other Forecasters® May | 1986 .

FEconomic Indicator ) Finance®  Lowest Average Highest Forecast  Actual®
Percent change in: . i
—Personal income 1% 0% 1% 88% - 73% 70%

—*“Real” personal income 24 19 30 43 . 35 . 36.
—Wage and salary jobs.............. eeresmesessssssrins 29 25 32 37 . - 34, 2.8
—Consumer prices 4.6 38 - .. 46 52+ 37 3.3
—Taxable sales - 63 - - — . .80 37
—Taxable corporate profits ... B 137 — - = 104 85
Unemployment rate (%) ....ovveeenecrremmuesissoscens 72% 68% 13% 18% 6.7% 6.7%
Re51dent1al building perxmts (thousands) ...... 229 210 . 216 229 - - 250 271
New car sales (thousands) ........ccoeevecceresconnens 1,120 — — — 1,265 - 1,405

2 1986-87 Governor’s Budget.

b Includes First Interstate Bank, Security Pacific Bank, Bank of Amenca, Crocker Bank, UCLA Wells
Fargo Bank and the Commission on State Finance. Forecasts are as of approximately year-end. 1985,
correspondmg to when the Department of Finance constructed the economic assumptions contained
in the 1986-87 Governor’s Budget. For detail on these forecasts, see 1986-87 Perspective and Issues,
Table 23, page 65.

°© As estimated in the 1987-88 Governor’s Budget.

4 Defined here as nominal personal income deflated by the California- Consumer Price Index

Key Aspecfs of lhe Economu: Ouilook

Table 19 and Chart 10 summarize the most cr1t10al features of the de-
partment’s economic outlook for the nation and .California in 1987 and
1988. They 1ndlcate that for the nation:
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Chart 9
Year-Over-Year Percent Change in
California's Wage & Salary Employment
1978 through 1986
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as California 1t Devel Department. Data shownarethrough November 1986, and

represent percent changes in California’s wage and salary employment over same month of prior year.

~e GNP is projected to increase by 2.4 percent in 1987 and 3.4 percent
’in 1988. (Most economists view GNP growth of under 3 percent as
unsatlsfactory over the long term.)
" e The unemployment rate is projected to remam bas1cally unchanged
~_from 1986, at about 7 percent.
o The prime interest rate is predicted to drop below its 1986 level (8.3
" percent) in both 1987 (6.8 percent) and 1988 (7.3 percent) This
reflects the combined effect of three expected factors: low economy-
: Wlde inflation, weak overall credit demands ( due to the slugglsh econ-
' omy) and accommodat:ve monetary pobcy v
e The savings rate (that is, savings as a percent of disposable income)
"is predicted to drop to only 3.2 percent by 1988, as consumers attempt
to support their spending habits through borrowmg and by savmg less
of their income.

‘The 1987 forecast also calls for moderate growth in consumer spending
and industrial production, no growth in business investment expenditures
after adjusting for inflation, and a continuing large foreign trade deficit
exceeding $130 billion. Other key factors in the economic outlook are
identified in the box on page 46.
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Chart 10
Trends in Key National Economic Variables -
1976 through 19882

Projected
20% Growthin "teal” GNP

m— Prime interestrate.

16 1+ ... Unemploymentrate

76 77 78 79 80 81 82 83 84 8 86 87 88

@ Source: Department of Finance.

Will the Trade Deficit Improve? The prognosis for the nation’s trade
deficit, which Chart 11 shows emerged in 1983 and soared to a record $165
billion in late 1986, is the single greatest uncertainty in the economic
outlook. The presence of the deficit acts as a continuing drag on the
economy, since it means that we are purchasing more goods from other
nations than they are buying from us. This, in turn, reduces our production
and employment levels. While most economists believe that the deficit
will shrink in 1987 in response to declines in the international value of the
dollar, there is considerablé uncertainty and disagreement about the like-
ly magnitude of the improvement. The department subscribes to the
consensus view that the improvement will be modest, which is a reason-
able assumption at present.

California To Outperform Nation

Regarding California, Table 19 indicates that the state is forecast to
experience the same general moderate economic expansion as the nation,
although its performance will be a bit stronger in a number of areas.
Specifically: :




51

Chart 11

Trends in the United States Trade Balance
1965 through 1988 (in blllions)2

$100 Positive Trade

‘Balance \ »

Projected

-100 &

-180

2001

68.. . 738 - . 78 8 . g8

2 Data shown represent the difference between annualized United St'ates exporlsv ﬁnd imports, as measured
quarterly in constant 1982 dollars. Projections for 1987 and 1988 are by the Department of Finance.

« California personal income is predicted to increase by 6.1 percent in
1987 and 7.2 percent in 1988 (see Chart 12). These growth rates are
not high by historical standards, although they do exceed the natlonal
projections.

« Wage and salary employment is expected to grow by 2.3 percent in
1987 and 2.8 percent in 1988 (see Chart 13). Again, these increases are
above the nation’s, although historically low for a' nonrecessionary
period. In fact, because California’s labor forece is expected to increase
by about 3 percent annually, the department predicts that the state’s
unemployment rate actually will rise slightly from its 1986 level.

o Both new building permits and new car sales are expected to weaken
somewhat in 1987 from their exceptionally strong 1986 levels, and
then turn up again ‘in 1988. The department is assuming that these
spending categories will do fairly well, despite the modest pace of the:
economy, due to low inflation, declining interest ratés, and the will-
ingness of consumers to maintain their current low savings rate.
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Chart 12

Annual Growth In Californla Personal Income
1976 through 19882

16% [ Total personal income (entire bar)
] B “Real” personal incomeb .
14 | _ : Projected

76 77 78 79 80 81 82 83 84 85 86 87 88

28ource: Department of Finance. Data are esumaﬁsd for 1986,

b*Real* persondmeanelsdeﬁ‘\edas

..... deflaled by o GNP plion exp deflator,

Chart 13

Trends in California's Employment
and Unemployment -
1976 through 19882

‘ 10% ...... Civilian unemploymentrate ‘ ’ —
. .- oo Annualgrowthm AN . | Projected
N wage and salary ¢ \
8 1 ‘v employment / \

“76 77 78 79 8 81 8 83 84 85 8 87 88

a Source: Department of Finance and Employment Development Department. Data are estimated for 1986,
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Implications of the Economic Forecast for the Revenue Forecast

The implications of the department’s economic outlook for state reve-
nues most closely relate to how the economic forecast affects the tax bases
for: California’s major revenue sources. The most important of these tax-
base variables are “adjusted” personal income (derived from the forecast
for personal income), taxable sales (derived from the forecast for expendi-
tures made by consumers and businesses), and taxable corporate profits
(derived from forecasts of business sales revenues and productlon costs)
As shown in Table 19:

o “Adjusted” personal income (that is, personal‘ income adjusted for
transfer payments, social security ¢ontributions and certain non-wage
income, so as to roughly approximate ‘““taxable” personal income) is
predicted to increase by only 5.9 percent in 1987, followed by 7.4
percent.in 1988.

-o. Taxable corporate proﬁts are predlcted to rise by 12 percent in 1987
and 12.6 percent in 1988, following only a 5.5 percent gain in 1986.

o Taxable sales, which rose by only 3.7 percent in 1986, are predicted
to increase by only 4 percent in 1987, followed by a 6.2 percent gain

- in 1988.

Is the Economic Forecast Reliable?

Based upon our own assessment of current economic conditions, we
believe that the general thrust of the department’s economic outlook—
continued though moderate growth—is reasonable at this point in time.
Table 21 shows that this general type of outlook is shared by most other
economic. forecasters, and that the department’s national economic out-
look is nearly identical to the consensus forecast in many respects. (One
exception is corporate profits growth, for which the department’s forecast
is below the average.) In the case of California, however, the department
is at the Jow end of the spectrum with regard to both employment growth
and personal income, the single most important determinant- of state
revenues. For example, the department’s personal income.growth fore-
cast is almost one percentage point below the consensus. This is an impor-
tant difference, since each percentage point of income growth typically
translates into at least $300 million in additional revenues, and we have
found that the consensus forecast for personal income growth has been
more accurate ‘over the past decade than the predictions of any single
forecaster, including the department. From this perspective, the depart-
ment’s California economic forecast is a bit conservative. .

Of course, many things could occur during the next year that would
dramatically alter the economic situation, including a reescalation of
world oil prices, a retrenchment by consumers, and either a further deteri-
oration or significantly greater-than- expected improvement in the foreign
trade balance. Such developments obviously could requlre substantial
revisions in the economic outlook.
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Table 21
Comparisons of Different Economic Outlooks for 1987° - -
Percent Change In: T New Car  Housing

Real GNP Pre-Tax Unemploy- . Sales Starts
GNP Prices = Profits® ment Rate (millions) . (millions)

A. National Forecasts
Department of Finance.....emsssnes 24%  24% 40% 71% 100 1.72

Blue Chip Survey: ¢

—Concensus forecast 2.4 32 81 7.0 107 171
—Low-end average forecast ¢ .. 1.0 25 -11 66 96 1.59
—High-end average forecast ... 36 37 182 74 118 1.88
New
Percent Change In: - L Residential
“Real”  Wage and Building

Personal Consumer Personal  Salary Unemploy- Permits
Income  Prices . Income® - - Jobs ment Rafe (thousands)
B. ‘California Forecasts

Department of Finance.....oecieeiienes ’G.i% 4.0% 20%  23% 69% 254
Other Forecasters .
UCLA 59 38 20 28 6.7 245
Security Pacific Bank ............msmnens. 15 41 33 3.0 6.9 295
First Interstate Bank 80 41 3.1 29 60 - 250
Bank of America ...... 70 45 24 30 6.6 275f
Wells Fargo Bank .... 6.7 40 2.6 2.3 70 - 240
Commission on State Finance ... 69 40 2.8 27 67 235
Average of “Other” Forecasters ... 0% 41% 28% 28%  66% 245

® Forecasts available as of approximately year-end 1986.

b Defined as pre-tax profits with inventory valuation and capital consumption adjustments. The Blue Chip
Survey does not report pre-tax profits excluding these adjustments, which is the most relevant profit
figure for revenue-estimating purposes. The department’s 1987 projection for growth in this latter
profit measure is 10.4 percent.

¢ Includes the projections of 50-odd economists as published in Blue Chip Economie Indicators for January
1987. Permission to reprint data granted by Capitol Publications, Inc.

d Represents average of the 10 lowest/highest forecasts for each variable as published in Blue Chip
Economic Indicators in January 1987. .

¢ Defined as personal income adjusted for consumer price inflation.

f Estimate by the Legislative Analyst’s Office, based on the bank’s forecast of 252,000 residential building
starts. Building starts typically average slightly over 90 percent of building permits.

THE REVENUE OUTLOOK

Table 22 presents the department’s forecast for state revenues, by
source, for the current and budget years. These estimates are best dis-
cussed by distinguishing between General Fund revenues (about 85 per-
cent of the total) and special fund revenues (about 15 percent of the
total). : , E

A. The Forecast for General Fund Revenues
General Fund revenues are projected to total $31.7 billion in 1987-88,
an increase of $977 million over the 1986-87 estimate of $30.8 billion. Chart
14 shows that over 91 percent ($28.8 billion) of these revenues are to be
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Table 22

State Revenue Collections
1985-86 through 1987-88
(dollars in millions) ¢

Change
‘ Actual  Estimated Projected = 1986-87 to 1987-88
Gerieral Fund . , 198586 198687  1967-88 Amount Percent
Taxes: . . .
Sales and use® $10,202  $10,730  $10,898 $168 1.6%
Personal income © 11419 12800 13,200 400 3.1
Bank and corporation L 3,843 4315 4,675 360 83
Estate, inheritance and gift ®.....oooovcvvererssvviirunien 253 270 367 97 359
Insurance 840 993 1,106 113 11.4
Cigarette 181 180 180 — -
Alcoholic beverage 132 134 134 — —
Horse racing v . 112 114 116 2 1.8
Subtotals, Taxes $26982  $29536  $30,676  $1,140 3.9%
Other Sources: ;
Interest on investments 521 450 380 ~-70 -—156
California State University fees 270 252 291 39. 155
Other revenues 317 318 328 10 31
Transfers -18 209 67 142 679
Totals, General Fund $28072  $30,765 $31,742 8977 - 32%
Special Funds
Motor Vehicle: v
Fuel taxes 1,194 1,238 1,252 14 11
License fees (in lieu) 1,522 1,688 1,891 203 12.0
Registration, weight and miscellaneous fees.... 998 1012 1,051 39 3.9
Subtotals, Motor Vehicle Revenues..........coumee $3,714 - . $3938  $4,194 = $256 6.5%
Other Sources: )
0il and gas revenues " 404 100 128 28 280
Sales and use taxes : ' 16 . — . 4777 417 NMFk
Interest on investments — k 135 112 108 —4 —-3.6
Cigarette tax Ssieigiees ; 81 7 - 77 — —
Other . it . 1,036 922 1,128 206 22.3
Totals, Special Funds N '$5486  $5,149  $61127  $963 18.7%
Totals, State Funds S SB5E SBIM L B0 5%

* Source: 1987-88 Governor’s Budget. Detail may not add to totals due to rounding.

The estimate for 1987-88 includes (i) a $24 million revenue gain from the Governor’s proposal to increase
audit staff at the Board of Equalization, (ii) a $477: million reduction due to the Governor’s proposal
to allocate these funds as general purpose revenues to local governments, and (iii) a $70 million net

- gain due to 1986 legislation.

¢ Includes the estimated effects of (i) federal tax reform (a $325 million net gain in 1986-87 and a $220
million net loss in 1987-88), (ii) the Governor’s proposals to increase audit staff at the Franchise Tax
Board (a $20 million gain in 1987-88) and provide an income tax deduction for respite care expenses
(a reduction of $5 million in 1987-88), and (iii) legislation enacted during 1986 (a reduction of $9
million in 1986-87 and $22 million in 1987-88).

9 Includes the estimated effects of (i) federal tax reform (a $100 million gain in 1986-87 and a $30 million
loss in 1987-88), (ii) the Governor’s proposal to increase audit staff at the Franchise Tax Board (a gain
of $14 million in 1987-88), and (iii) 1986 legislation (a loss of $60 million in 1987-88, including $40
million due to Chapter 660, the “unitary reform” measure).

¢ The pattern of year-to-year changes in these revenues is partly due to Proposition 6 (June 1982), which
repealed inheritarice and gift taxes and, in their place, imposed an estate “pick-up” tax. Revenues in
1987-88 include $266 million in estate taxes, $100 million in inheritance taxes, and $1 million in gift
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taxes. The 1987-88 inheritance tax estimate includes 2 $75 million payment from one large estate. The
State Controller, however, has the option of accepting certain real property in lieu of this payment.
Under this option, the revenues received would depend on when the property is sold by the state,
and for what price.

Includes various funds derived from nongovernmental sources, including the State University Fee,
library fines, certain registration fees, and application fees.

& Includes revenues from various regulatory taxes and licenses, local agencies, user charges for services
provided to the public, property-related income, and other miscellaneous revenues.

Represents oil and gas royalties from state lands, about 80 percent of which come from the state’s
tidelands located adjacent to the City of Long Beach. Excludes royalties allocated to the General Fund
to support the State Lands Commission, royalties allocated to nongovernmental cost funds and
federal lands royalties.

i Reflects sales and use tax receipts to the Transportation Planning and Development Account:in: the
Transportation Tax Fund, as specified under Ch 161/79 (SB 620) and Ch'541/81 (SB 215).
1 Reflects the Governor’s proposal to allocate a portion of state sales and.use. tax revenues as general
purpose revenues to local governments, in exchange for ‘eliminating certam subvention programs.
kNot a meamngful ﬁgure

denved from three large taxes—the personal income tax, the sales and use
tax, and the bank and corporatlon tax. The rémaining 9 percent of reve-

nues is attributable to thé insurance tax, interest income from state 1nvest-
ments, estate and inheritance taxes and various other sources.

Chart 14 7
1987-88 General Fund Revenues, by Source®

Total Revenues
- $31.7 billion

Sales and

Use Tax )
Personal
I1r_1come .

ax.

“Other
‘Sources *

Bank and
Corporation
Tax :

aSource: 1987-88 Goveror's Budget.
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Special Factors Distort Revenue Growth .

~Table 22 shows that projected 1987-88 General Fund revenue growth
is only 3.2 percent, compared to 9.6.percent in the current year. These
highly dissimilar growth rates reflect distortions due to a number of spécial
factors, in whose absence these growth rates would be in a more normal
7-to-8 percent range. These distortions involve: . SEp

. Federal Tax Reform. ‘Projected revenuées have been incredsed’ by
- $425 ‘million in 1986-87, and reduced by $250 million in: ‘198788, to
- account for the effects on state tax collections of the federal 1986 Tax
. i Reform Act (discussed-later). BREEI :
" .:7e Revenue.Sharing Proposal, Sales-- and use tax r“evenues»' have ’been
-reduced in-1987-88 by $477 million, reflecting the' Governor’s proposal
"+ to replace certain local subvention programs with an- allocatron of
general purpose reveniies to local governments:
o Large Inheritance Tax Payment. - A $75 million one-time inheritance
tax payment is. expected in 1987-88 from an. unusually large estate.
o Proposed Transfers. ' The budget proposes to transfer $78 million in
certain special fund balances to the General Fund in 1986-87, to help
improve the fund’s condition.

The cémbined effect of these factors is to make 1986-87 revenues over.
$500 million greater than otherwise, and 1987-88 revenues $650 million
Iess than otherwise. Without these factors, General Fund revenue._growth
would be about 7.8 percent in 1986-87 and-7-percent in 1987-88.: -

The Forecustfor Personal Inconre fcxes—Moderute Growth

The personal income tax is the single largest General Fund revenue
source, accounting for over 40 percent of the total. The tax is imposed on
income using a progressive tax rate schedule ranging from 1 percent to 11
percent, and includes a variety of income exclusions, deductlons and cred-
its. i

Personal income tax (PIT) revenues are projected to total $12.8 billion
in the current year.and $13.2 billion in the budget year. There are two key
assumptions behind these projections: the effects of federal tax reform,
and the underlymg rate of tax hablhty growth in the 1987 and 1988 income
years.

State Revenue Effects of Federal Tax Reform As summarlzed in, Ta-
ble 23, PIT revenues are projected to increase by $325 mllhon in the
current year, and then be reduced by $220 million in the budget year, due
to the 1986 Tax Reform Act. (A detailed discussion of tax reform appears
inPart Three.) The largest revenue effects 1nvolve sales of assets on which
capital gams taxes must be’ pa1d (The act” encouraged taxpayers to sell’
such assets in 1986, by increasing the federal tax rate on capital gains
begmnmg in 1987 The act also may affect the reportmg of future capltal‘

375443
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gains.) Another large effect derives from the expected shift toward in-
come-producing investments and away from loss-generating investments
(the act limits. taxpayers ability to use loss-generating investments as tax
shelters).. : : . :

Although the department’s assumptlons regarding the state revenue
effects from federal tax reform were as reasonable as anyone’s at the time
they were developed (December 1986), no one is in a position to accurate-
ly predict these effects; and no consensus exists as to what they eventually
will turn out to be. For example, the Commission on State Finance as-
sumes that the effect on PIT collections in 1987-88 will only be a $5 million
reduction, compared to the department’s assumed $220 million reduction.
Given this, a significant margin of error surrounds the department’s as-
sumptions, and this uncertainty will not be fully resolved until May 1988,
when 1987 income tax returns have been processed.

Table 23

Predicted State Revenue Effects Due to the
Federal 1986 Tax Reform Act
{dollars in millions) °

Predicted
State Revenue
‘ . ) : . Effect
Type of Effect 3 N 1986-87 . 1987-88
A. Petsonal income taxes n ) .
a. Changes in the timing and amount of reported capital gains ........ccooeevveerens . $350  —$350°
b. Reduced investments in loss-generating :tax shelters ....cc...mivecsmsivnnes - 100
c. Other effects® —25 30
Subtotal, personal income tax e, : Ve $325 —$220
B. Bank and corporation taxes / B '
a. Early audit-related payments . 100
b. Increased incorporations by taxpayers with loss-generating investments.... — —30:
Subtotal, bank and corporation taxes ; $100 —$30
Total state revenue effect $425 —$250

4 Source: 1987-88 Governor’s Budget and Department of Finance.
b These “other effects” relate to changes in the amount and timing of charitable donations and consumer
_ interest dedu(;tions, plus other factors.

Underlying Growth in Tax Liabilities. After removing the effects at-
tributable to federal tax reform, PIT revenues are estimated to grow by
9.2 percent in 1986-87 and 7.6 percent in 1987-88. These estimates assume
that the underlying growth in PIT income-year llablhtles will be about 7.8
percent in 1987 and 7.9 percent in 1988.

‘Evaluation of the PIT Forecast. The department’s estimated tax 11ab111ty_
growth rate for 1987 is substantially above the department’s projected
growth rate in taxable personal mcome—only 5.9 percent (see Table 19).
Ordlnarlly, tax liabilities can grow significantly faster than taxable income
only when taxpayers move into increasingly higher income tax brackets.
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This, in turn, requires the “real” average income of taxpayers to increase,
after adjustment for inflation (this is because the state’s income tax brack-

“ets are indexed for inflation). The department’s own economic forecast
does not suggest that this is very likely to occur, since its income growth
forecast is not high enough to allow for an increase in income per em-
ployee after adjustment for inflation (see Table 19). We estimate that
personal income tax revenues generated by the department’s economic
forecast will be less than predicted, by $50 million in 1986—87 and $130
million in 1987-88.

‘The Forecast for Sales and Use Taxes—Below-Average Growth

Sales and use taxes are the second largest source of General Fund reve-
nues—around 34 percent of the total—and are projected to reach $10.7
billion in the current year and $10.9 billion in the budget year. These
‘revenues are derived fromi a 4% percent levy on taxable sales, and are in
addition to the sales and use taxes levied by local governments and transit
“districts.

Revenue Sharing Proposal To Reduce State Revenues. As noted ear-
lier, the budget year estimate incorporates a $477 million reduction, re-
flecting the Governor’s proposal to allocate a share of state sales tax reve-
nues to. local governments, in exchange for- d1scont1nu1ng certain
subvention programs. (The Governor also proposes to give localities one-
quarter cent’s worth of state sales tax revenues on an ongoing basis, begin-
ning in 1988-89.) After removing the distortions caused by the Governor’s
proposal, the projected incréase for sales and use taxes is 5.2 percent in the
current year and 6 percent in the budget year. This forecast is based on
the department’s projection of taxable sales. :

Weak Growth Projected for Taxable Sales. The department predicts
that taxable sales, which increased by only 3.7 percent in 1986, will grow
by only 4 percent in 1987 and 6.2 percent in 1988. Chart 15 shows that these
increases are relatively low by historical standards, both before and after
-adjustment for inflation, and also are below the projected rate of personal
income growth. As a result, the ratio of taxable sales to personal income
~ is not only predicted to decline, but to reach its lowest level in over 20
years (see Chart 16). Taxable sales are predicted to be especially weak in
1987 for. fuel (down nearly 6 percent, due to low gasoline prices) and
motor vehicles (up only 1 percent, due to a fall-off in car sales from their
1986 level). - :

Evaluation of the Sales Tax Forecast. Taxable sales depend on such
economic variables as income and employment growth, the unemploy-
ment rate, interest rates, inflation, and the willingness of consumers to




Chart 15

~ Annual Growth In Californla Taxable Sales
- 1976 through 19882
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Chart16 .
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borrow more and/or. save less in order to finance their spending. Our
revenue estimating model confirms that the department’s economic as-
sumptions, if realized, will produce relatlvely weak growth in taxable sales
* and a decline in the sales-to-income ratio. Howéver, the actual dollar level
of taxable sales that our model generates is somewhat higher than predict-
ed by the department. This is because the department’s projected decline
in the savings rate and in interest rates will partially offset various other
negative factors affecting taxable sales. We estimate sales tax revenues
generated by the department’s economic forecast will be greater than
predicted, by $50 million in 1986-87 and $115 million in 1987-88.

Uncertainty Regarding Fuel Prices. The revenue projections also may
require some upward revision if recent developments involving fuel
prices are not reversed. The department has assumed that average gaso-
line prices will drop from 91 cents per gallon in 1986, to only 86 cents in
1987 and 1988, based on its forecast that crude oil prices will be averaging
$15 per barrel. However, the Organization of Petroleum Exporting Coun-
tries (OPEC) recently announced it will attempt, through output restric-
tions, to move crude oil prices into the $18 per barrel range. Partly in
response to this announcement, gasoline prices recently moved upward.
Historically, each $1 increase in oil prices has tended to eventually in-
crease average gasoline prices by about 2 cents per gallon; which in turn
annually increases taxable fuel sales by $240 million and fuel sales tax
revenues by about $12 million. Thus, if oil prices averaged $18 per barrel
rather than the $15 level estimated by the department, this could add over
$35 million to the department’s fuel sales tax forecast in the budget year.

The Foreccsl for Bank and Corporahon Tcxes—Heclfhy Increase

Bank and corporation taxes, the third largest source of General Fund
revenues, are derived primarily from a 9.6 percent levy on the taxable
profits of corporations doing business in California. These revenues are
projected to total $4.3 billion in the current year and $4.7 billion in the
budget year. The key assumptions behind these projections involve the
effects of federal tax reform and the underlying forecast for taxable profits.

State Revenue Effects of Federal Tax Reform As summarlzed earlier
in Table 23, the federal Tax Reform Act of 1986 is projected to cause
California corporate tax revenues to increase by $100 million in the cur-
rent year, followed by a $30 m11110n decrease in the budget year ‘The
current year gain reflects the early payment by certain taxpayers of audit
assessments, so as to allow them to be deducted on their 1986 federal tax
returns. (The act reduces federal corporate tax rates in 1987, thereby
making the savings from deducting state taxes less in 1987 than in 1986.)
The budget year loss reflects a shift in the reporting of business losses, from
the personal income tax to the corporate tax. (The act encourages certain
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taxpayers with losses to incorporate, since some losses that the act limits
under the personal income tax still are allowed under the corporate tax.)

Upswing Predicted in Cozporate Profzts After removing the distor-
tions caused by tax reform, corporate tax revenues are projected to rise
by 9.7 percent in the current year and 11.6 percent in the budget year.
These healthy increases are attributable to the department’s forecast that
California corporate profits will rise by 12 percent in 1987 and 12.6 percent
in 1988 Charts 16 and 17 show that these profit increases are reasonably
strong by historical standards and will exceed personal income growth
thereby returning the ratio of proflts to-mcome to where it stood at the
start of the decade

Chart 17

.. Annual Growth In Califorma Taxable
Corporate Profits
1976 through 198828
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2 Source: Department of Finance: Profit totals include a $967 million increase’in 1978 dus to Proposmon 13.
Preliminary 1986 estimate by Depanment of Finance and Franchlse Tax Boavd .

E Valuatzon of the Bank and Cozporatzon Tax Forecast. California cor-
porate profits are related to such economic variables as the volume of
business activity in California, interest rates, labor costs, and national cor-
porate profits. The level of taxable profits that our revenue estimating
model generates from the department’s economic assumptions differs’
somewhat from the department’s, although it confirms that these econom-
ic assumptions will indeed result in fairly strong profit growth and an
increased ratio of profits to income. In addition, the current year revenue
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estimate should be increased by $140 million, due to certain audit-related
payments that were received in January but:were not includedin the
department’s revenue forecast. Taking both of these factors into account,
we-estimate that bank and corporation tax revenues generated by the
department’s economic forecast will be greater than predieted; by $130
million in 1986-87 and $20 million in 1987—88

Insuronce Taxes——Conhnued Strong Gcms

Insurance tax revenues, which primarily are denved from a2.35 percent
levy on taxable insurance premiums, are pI‘O_]eCted to reach nearly $1
billion (18 percent growth) in the current year, and more than $1.1 billion
(over 11 percent growth) in the budget year. Given this strong growth,
insurance taxes are predicted to account for 12 percent of new General
Fund revenues in the budget year, even though they amount to less than
4 percent of total collections.

,Above-A verage Growth in Insurance Premiums. Because of the way in
which insurance tax prepayments are computed, 1986-87 revenues pri-
marily depend on 1986 premiums, and 1987-88 revenues will depend pri-
marily on 1987 premiums. Chart-18 shows that the strong revenue in-

Chart 18
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creases predicted for 1986-87 and 1987-88 reflect the department’s fore-
cast that insurance premiums will rise by 20 percent (to $38 billion) in 1986
and 12 percent (to $42 billion) in 1987, or well above personal income
growth. This forecast is based on survey information from firms collecting
over one half of California’s insurance premiums. Especially large premi-
um increases are expected for liability insurance lines, especially commer-
cial liability. The latter partly reflects the trend in recent years of in-
creased liability claims and large monetary judgments to plaintiffs. '

Evaluation of the Insurance Tax Forecast. Insurance tax premiums are
only loosely related to.the outlook for the economy. Chart 18 shows that
growth in insurance tax premlums ‘tends to follow a cyclical pattern over
time. This is because the insuranceé industry tends to experience cycles of
underwntmg proflts and losses in response to which it contmually adjusts
its premium rates. Thus, perlods of large underwriting losses are followed
by periods of large premium increases, which in turn are followed by
periods of improved underwriting profits and lower premium increases.
Recent insurance industry data suggest that underwriting profits have
been improving,-and thus that we may be entering the downside of the
premium-growth cycle. As Chart 18 shows, the department’s forecast is
consistent with this evidence. Therefore, the forecast is reasonable.

Death-Related Taxes—Large One-Time Gain Assumed

Death-related tax revenues are predicted to be $270 million in the
current year and $367 million in the budget year. The budget year esti-
mate includes $266 million from the estate tax and $100 million from the
inheritance tax, including $75 million in inheritance taxes associated with
one very wealthy decedent. (Although the inheritance tax was abolished
and replaced with the estate tax in 1982, inheritance taxes are still being
collected from the unclosed accounts of persons who died before the law
was changed.) -

- Modest Underlying Growth. Excluding the large one-time payment
death-related taxes are projected to increase at a modest 7-to-8 percent
pace. Thisis consistent with the state’s death rate, and the rate of apprecia-
tion in values-of real property and other assets on:which death taxes must
be paid. Thus, the department’s baseline revenue forecast is reasonable.

- Will the One-.sze Gain Be Realized? Whether the $75 mllhon one-
time inheritance tax gain will be realized in the budget year depends upon
decisions.yet to be made. by the State Controller. An existing legal settle-
ment gives the Controller the option to either (1) accept this $75 million,
or (2) take title to or realize the proceeds from the sale or other use of
specified property belongmg to the decedent’s estate. If the second option
is chosen, a staté revénue gain may not materialize until after the budget
year, in which case 1987-88 revenues would be reduced by $75 million.
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The Forecast for Other Taxes—No Growth

General Fund revenues from the state’s remaining taxes are projected
to total about $430 million in the budget year, or essentially to remain
unchanged from the current and prior years. These taxes include the
cigarette tax ($180 million), alcoholic beverage taxes ($134 million), and
horse racing taxes ($114 million). The ﬂatness in these revenues is due
mainly to two factors: :

« First, the “bases” on which the taxes are levied are not growmg much.
Chart 19, for example indicates that per capita consumption of ciga-
rettes and liquor have steadily declined in recent years. Per capita
horse racing wagering also has fallen in the past-couple of years.

« Second, both cigarettes and alcoholic beverages are taxed on a fixed

“cents-per-unit-consumed” basis. Thus, taxes collected do not in-
crease over time as the prices for these items rise.

The estimates for these revenues are consistent with the. department s
economic forecast. - ~

Chart 19
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The Forecast for Interest Income—Significant Drop Expected

General Fund interest income is predicted ‘to total $380 million in the
budget year, down from $450 in the current year and $521 million in the
prior year (see Chart 20). This interest income is derived from four
sources: (1) the investment of monies carried over from prior years (that
is, monies in the Special Fund for Economic Uncertainties and other funds
that have been appropriated but not yet spent); (2) earnings on certain
special fund balances to which the General Fund is entitled; (3) the
investment of incoming General Fund revenues that are temporarlly not
needed to pay for expenditures; and (4) “arbitrage income” from the
short-term investing of temporarily idle monies that the General Fund has
borrowed to handle its intrayear cash-flow imbalances. These monies are
all invested _through the state’s Pooled Money Investment Account
(PMIA).

Chart 20

~ General Fund Revenues From Interest Income
~1978-79 through 1987-882
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Key Assumptions. The intetest income forecast primarily depends on
projections of the General Fund’s average investable balance, and the
earnings yield of the PMIA. Both of these variables are projected to de-
cline in the budget year—the former ($5.6 billion) due to a projected
shrinkage in the General Fund surplus, and the latter (6.8 percent) due
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to declines in economy-wide interest rates. The reason interest income has
not fallen off until the current year despite falling interest rates (see Chart
20), is that the investable PMIA balance was expanding.

-Evaluation of the Interest Income Forecast. The department’s as-
sumptions regarding the PMIA’s average yield are consistent with its
economic forecast. However the interest income projections require two
adjustments

"o First, the estimated 1987-88 investable General Fund balance in the
PMIA is low, by approximately $500 million. This is equivalent to
about $30 million in interest income. The balance is understated be-
cause the estimate assumes that the General Fund will earn arbitrage
interest for 10 months on $1.8 billion of externally-borrowed funds in

- 1987-88, whereas the Governor’s Budget assumes that $2.4 billion will
be borrowed. :
e Second, it appears that the General Fund will have to return about
- $15 million in 1986-87 interest income to the Petroleum Violation
‘ Escrow Account (PVEA), in order to comply w1th federal require-
ments )

Given the above, pfojected General Fund interest income should be
reduced by $15 million in the current year and increased by $30 million
in the budget year. .

B. Reliability of the General Fund Revenue Forecusi

'How Rellable Have Past Revenve Forecusts Been°

History shows that the reliability of the department’s revenue forecasts
has been variable. The primary problem has been accurately predicting
how the economy will perform. Over the past decade, the estimating error
for budget year revenues (after adjusting for.noneconomic factors such as
new legislation) has averaged over 5 percent, which in 1987-88 would
amount to a revenue-estimating error of over $1.6 billion. In each of the
past two years, however, the budget year forecasting error has been very
small—only about 1 percent. Yet, even this small percentage error would
translate into a dollar error of over $300 million in 1987-88. Thus, it is only
realistic to expect a revenue-estimating error of at least several hundred
million dollars, and it is within this band of uncertainty that our assessment
of the department’s estimates should be viewed.

How Reliable Are the Budget's Revenue Forecasts?

The reliability of the department’s General Fund revenue est1mates
depends primarily upon two factors:

« First, the extent to which the revenue estimates are internally consist-
ent with the department’s economic forecast. This was discussed in
the preceding section for each of the major revenue sources.
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¢ Second, the reliability of the department’s own economic forecast. It
is impossible to know ahead of time how “reliable” an economic
forecast will prove to be. However, since few individual forecasters
consistently outperform the consensus, it makes sense to compare the
department’s revenue estimates to those which would result if the
consensus economic outlook came true. As discussed earlier in the
economic outlook section, the department’s economic forecast, while
very similar to the consensus forecast in its general thrust, is some-
what on the conservatzve side relative to the consensus view for Cali-
fornia.

General Conclusion—Revenue: Estimates Appear Low .

“Table 24 and Chart 21 show how the department’s revenue estimates
would change if they were adjusted to reflect (1) our earlier evaluation
of the estimates for individual revenue sources, and (2) the consensus
economic -outlook. We estimate that: :

o If the department’s economic forecast comes true and all of the spe-
cial adjustments we have identified are considered, revenues will be
higher than predlcted by $115 million in 1986—87 and $35 million in
1987-88. :

¢ The consensus economic outlook, 1f it comes true, w1ll increase reve-
nues by an additional $85 million in 1986-87 and $250 million in 1987—
88.

Thus, these two factors together would increase General Fund revenues
by $200 million in 1986-87 and $285 million in 1 987—88 or-$485 m1111on for
the two years combined.

Table 24
" Selected Adjustments to the .

Department of Finance’s Revenue Estimates
. (dollars in millions)

) i . e ) . Two-year
Type of Adjustment 1986-87  1987-88 Total
A.. Adjustments assuming the department s economic

- forecast comes true: ) o :

1. Personal income taxes . —$50 —$130 —$180

2."Bank and corporation taxes - 130 20 150

3. Sales and use taxes . 50 115 165

4. Interest income... —15 30 15

Subtotal i - $115 435 - 8150

B. Additional adjustments, assuming the consénsus economic’ * .
forecast comes true - . $85 $250 $335

Total revenue adjustments $200 - $285 $485
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Chart 21
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Slgmflccni Error Murgms Ex:s! A

What if the economy’s behavior durmg 1987 and 1988 differs significant-
ly from both the department’s economic forecast and the consensus eco-
nomic outlook? In this event, Chart 21 shows that General Fund revenues
could be either well below the: department s projections, or well above
that which the consensus outlook produces. Specifically, the chart shows
the amount of revenues which the department estimates would be pro-
duced by either a strong 1987 economic expansion or a modest 1987 eco-
nomic downturn. Under the optimistic alternative, revenues would ex-
ceed the budget forecast by nearly $2.3 billion over the next 18 months
(not all of these funds could be spent, however, due to the state’s appro-
priations limit); under the pessimistic alternative, revenues would fall
short of the forecast by over $3.5 billion. Thus, even though the depart- -
ment’s revenue forecast appears conservative, this bias is not nearly as
Iarge as the deviations which could occur due to the economy.

- C. The Forecusi for Specml Fund Revenues

Specml ﬁmd revenues are projected to total $6. 1 billion in 1987-88, or
16 percent of total revenues. Table 22 and Chart 22 indicate that:

¢ Over two-thirds ($4.2 billion) of special fund revenues are derived
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“from motor vehicle-related sources, including vehicle license fees
($1.9 billion), fuel taxes ($1.3 bllhon), and vehicle reglstratlon and
related fees ($1.1 billion).

The remaining one-third- ($1.9 bllhon) of specml fund revenues in-
clude oil and gas royalties, interest income, local governments’ 30-
percent share of cigarette tax collections, the proposed sales and use
tax revenue-sharing monies discussed earlier, and other smaller
sources including various business and professional license fees, utility
surcharge receipts, and penalties from traffic violations and criminal
convictions.

 aSource: 1987-88 Governor's Budget.

Chart 22 ' .
1987-88 Special Fund Revenues, by Source®

Total Revenues
$6.1 billion

Other

revenues Motor vehicle

related revenues

Cigarette tax
revenues
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Oiland gas
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Proposed sales and use tax
revenue shanng funds

How Are Speclul Fund Revenues Used°

Special fund revenues are used for a: wide variety of purposes. For

example:

e Over half of motor vehlcle-related revenues are returned to local

governments for transportation-related and other purposes. The re-
mainder is used for various state programs relating to transportation
and vehicle use, including the support of the Department of Motor
Vehicles (DMV), the California Highway Patrol (CHP) and the De-
partment of Transportation (Caltrans).
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o The local share of cigarette taxes is distributed between cities (83
percent) and counties (17 percent).

o Interest income generally is credited to various specml funds, based
on how much they have invested in the PMIA. v

"o Oil and gas revenues are used prlmarlly to finance capital outlay
pro_]ects :

Moderate Revenue Growih Expected

Table 22 indicates that spemal fund revenues are predicted to rise by 19
percent in 1987-88. The underlying growth rate, however, is a more-
modest 8 percent after eliminating such distortions as the proposed reve-
nue sharing program and changes in the amount of transfers from special
funds to the General Fund. This moderate underlying growth trend,
however, incorporates some very different trends for individual revenue
sources.

Mixed Growth Trends for Motor Vehicle-Related Revenuves

These revenues are projected to grow by 6.5 percent in 1987-88, includ-
ing strong growth for vehicle license fees (12 percent), very modest
growth for registration fees (4 percent), ‘and weak growth for fuel taxes
1 percent). Specifically:

Chart 23

California Gasoline Distributions
1976 through 19882
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.+ 8 8ource: 1987-88 Governor's Budget and S’ate Board of Equalization.
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<. Vehicle license fees, which are'imposed for the privilege of operating

vehicles on public roads in California and are in lieu of the personal

- property-tax on vehicles, are the single‘largest special fund revenue

source. Their expected strength in 1987-88 reflects two factors. First,
the average market value of new cars continues to rise, and is expect-
ed to reach $15,000in 1988 (higher-priced vehicles translate into more
revenues, because a vehicle’s license fee depends on its market val-
ue). Second, the number of reglstered Vehlcles contmues to rlse on
a per capita’'basis. '

Registration fees, which are levied ata ﬂat rate ‘are prOJected to grow

- only modestly because of fewer new ‘vehicle sales than in’ '1986.

Fuel taxes, which also are levied ‘at a flat rate, are prOJected to 1n;
crease hardly at all. This is becausé of weak growth in gasohne sales,

" due to declining per capita gasoline use. As shown in Chart 23, the per
capita level of gasoline distributions remains well below its pre 1980

level.

Qil and Gas Revenues To Remain Low : °

Chart 24 shows that state oil and gas royalty income is prOJected to drop
dramatically from its level during the’ past few years. This reflects the:

early-1986 decline in world crude oil prices, which reduces the revenues
denyed from oil produced on state-owned lands. Total state oil and gas

Chart 24

State Oil and Gas Royaltles
1981:82 through 1987-88 (in millions)? -
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royalty income is projected to be only $140 million in the current year and
$150 million in the budget year, compared to an average of $450 million
during the preceding five years. As a result, the portion of oil and gas
revenues distributed to special funds will represent only 2 percent of total
special fund revenues in 1986-87 and 1987-88, compared to an average of
nearly 10 percent over the prior five-year period.

The Callforma State I.oﬂery

The spe01a1 fund revenue totals contained in the budget do not include
any revenues derived from the California State Lottery, which first began
operation in October 1985. This is because lottery revenues currently are
classified as “nongovernmental trust and agency funds,” and monies so
classified normally are not reported in the budget. Nevertheless, because
the lottery is a major source of state income; its revenue dutlook is surnma-
rized below. A more detailed dlscussmn of the lottery appears under Item
0850 in the Analysis.

Projected Lottery Sales—$'l 8 Bllllon

‘Predicting lottery sales over the next 18 months is extremely dlfflcult
both due to the relatively limited history of lottery wagering in California,
and the continued phasing-in of electromc on-line lotto games Wthh
began in October 1986. .00

The budget prOJects that lottery sales w111 total $1.8 billion in the budget
year. This is the same as in'the prior year (which included 9 months of
operation), and an increase over the current year’s projection of $1.4
billion. Lotto games are expected to account for $1 billion of 1987-88 sales,
compared to $750 million for instant ticket games.

Whether or not projected lottery sales will be realized depends prlmar-
ily on whether lotto wagering, which is assumed to offset a declining trend
in instant ticket game wagermg, reaches expectatlons In order for pro-
jected sales to be achieved, per capita lotto wagering will have to more
than double from its current level (about 33 cents per week). It is possible
that this increase will occur, as lotto receives greater publicity and more
on-line terminals are installed. However, if it does not, lottery sales could
easily fall several hundred million dollars below the projection.

How Lottery Proceeds Are Used

Chart 25 shows how the budget proposes to distribute the $1.8 b11110n of
projected lottery receipts in 1987-88. Existing law provides that these
proceeds must be distributed as follows:

e 50 percent ($875 million) must be paid out to the public as prizes;
¢ Up to 16 percent ($280 million) may be used to cover lottery-related
administrative expenses; and
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o At least 34 percent (about $600 million), along with any unclaimed
prize monies and unused-administrative allotments, must be allocated
to various levels of public education.

Chart 25 also shows how the monies going to education are to be allocat-
ed to different educational levels. Existing law provides that this be done
on the basis of educational enrolliments and attendance. Altogether, the
1987-88 lottery revenues earmarked for education amount to about 3.5
percent of total proposed General Fund educational expenditures.

Chart 25

Estimated Dlstrlbutlon of a
1987-88 State Lottery Recelpts

-Total Sales
$1.8 billion
Revenues to education
: (in millions)

. Lottery
K-12 Education $493 prizes
Community Colleges 72
California State University 27
University of California 15
Other 1
Total ) ;sggbl

Administrative
expenses

2 Source: 1987-88 Governor’s Budget
b |ncludes $595 million from 1987 Iottery sales and $13 m|lhon innet mterest income.
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State and Local Borrowing

The Governor’s Budget proposes to spend $1.1 billion in funds derived
from the sale of state bonds that are supported by the General Fund.
These funds will be used primarily for,capltal outlay programs.

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

o 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, if necessary, to pay off the -
bond (both 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.

e 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. A discussion of the effect that the recently
enacted Tax Reform Act of 1986 will have on California’s state and local
borrowing program appears in Part Three of this document.

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 seekmg to purchase homes as well as to first-time
homebuyers.

During 1986, a record volume of new general obligation bond authoriza-
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tions—over $3.4 billion—was approved by the voters. Most of this amount
consisted of addltlonal authorlzatlons for existing state bond programs—
those financing new state prisons ($500 million), county jails ($495 mil-
lion), s¢hool building’ lease- purchase ($800 million), assistance to veterans
($850 million), clean water ($150 million), parks and recreational facilities
($100 million) and higher educational facilities ($400 million). The voters
also -approved funds for: one new program: $100 million for safe drlnkmg
water.

Status of Bonds Authorized.: "Table 25 identifies, for.the state’s gen-
eral obligation bond-programs, the currently authorized amounts that are
outstanding, redeemed;.and unsold. The table shows that; as of December
31,1986, the state had not sold $5.2 billion: in authorized bonds, compared
to $2.7- billion.at the ‘end.of 1985. Of the authorized bonds already sold
(approximately: $14.6 billion) ; the state had retlred $6 3 billion; leavmg $8 3
bllhon (57 percent) st111 outstandmg ~~

" Table 25 -
Gene‘ral Obligation Bonds-of'the
: .State of California®.:
As of December 31, 1986
(dollars in mllllons)b

' ' v ‘ ' ' & 0ut-
Program cilkeesians i e e 07 Authorized  Unsold - Redeemed standing
Beach; park; recreatlonal and hlstorlcal facilities .caimnic - $400 — $234 . . §166:
Clean water ..........c — oo 1200,  $375 .. . 800. . 525
Community college construckion ....... o160 — .97 8
Community parklands ...........iiaii ' L1007 100 7 — - S
County correctiorial facilities i i i fnerlicies o 495 495 v = —
County jail construction 530 255 13 262
First-time homebuyers 200 18 . = .15
Harbor bonds 89 - 76 14
Hazardous ‘substance cleanup- i.ii........: Eitbresisessnsssnionies £ 100 50 0 3 48
Health sciences facilitiés.........i..o.s s . 156 — .74 . .82
Higher education construction - 230 - B\ A < N
Higher education facilities ... ' ; 400 400 0 — e
Junior college construction W : 65" — Bl 14
Lake Tahoe land acquisition .. v : 85 --55 1 .30
New prison construction ; erveenganean 1295 - 500 .. 58 738
Park and recreational facilities ... . 370 s 4 92
Parklands acquisition and development ...l S 285 45 48 192 -
Recreation, fish, and wildlife 145 55 40 .80
Safe drinking water 350 170 19 161
School building aid L2140 . . 40 .- 1649 . 451
School building lease- purchase ' 1750 1,000 67 ~ 683
Senior:centers ........:.50 : B L i50 —_ = 50
State- construction ..., e ii -» Lo 1,0_50, — 801 159
State, urban, and coastal PATK ...w.msrsrsroies o 280 %5 84 171
Veterans farm and home loan...... . e 5,950 - 850 2,215 2,885
Water consérvation and quality "........ o - 150 150 el
Water resources development ...;, . i LT00- 180. . 195..- 1375

Totals $19775  $5205  $6,287 = $89283

a Source: State Treasurer’s Offics, © -+
b Detail may not add to totals due to roundmg.
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General obligation bonds can be classified into two categories, depend-
ing upon the source of the funding used to pay their debt service costs.
For General Fund bonds, the debt service is fully paid by the General
Fund. These bonds account for 43 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 required debt service, however,
the General Fund would be obligated to pay for the shortfall. These bonds
comprise 57 percent of the total outstanding amount. ‘

Sales of General ObIrgatlon Bonds. In 1985-86, the State Treasurer
sold $1.2 billion in general obligation bonds. The largest volume of bonds
sold ($410 million) was for the new prison construction program. The
Treasurer also sold large volumes of bonds for the veterans farm and home
loan program ($340 million), the school building lease-purchase program
($205 million), and various state parks and recreational facilities '($125
million). : - : ‘

The State Treasurer’s latest schedule calls for the sale of approximately-
$845 million of general obligation bonds in 1986-87. This amount is $355
million less than the volume of sales in 1985-86, due to a lower level of sales
for the veterans program. Bonds for the school lease-purchase program
($250 million) and the county jail program ($200 million) account for
about one-half of the sales planned for the current year. As of December
31, 1986, $250 million in bonds had been issued 1n 1986—87

For 198788, the budget shows that a_ total of $855 m11110n in general
obligation bonds sales are planned, about the same as in the current year.
The largest volume of bonds to be sold in 1987-88 is for the new prison
construction program ($300 rmlhon) The next largest amount will be sold
for county jail construction ($230 million), followed by hlgher education
and state school lease-purchase programs ($100 million for each program).
In addltlon the budget anticipates the sale of bonds for clean water
projects ($25 mllhon) :

- General Fund Cost for Paying Off Bonds The state’s General Fund
bears a. significant portion of the costs resulting from debt service pay-
ments, both principal and interest, made-on general obligation bonds. The
debt service payments on bonds fully paid by the General Fund are shown
for the period 1983-84 through 1987--88 in Table 26.- -

Debt service for’ the budget year is- estimated to total $617 million. Of
this amount, approxrmately $305 million is for payment of interest and
$312 million is for repayment of principal. The total payments represent
an increase of $79 million, or 15 percent, over “estimated expenditures in
the current year. While debt service represents a small percentage of total
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Table 26

“ General Fund Debt Service °
1983-84 through 1987-88
(dollars in millions)

Percent Change Percentage of ,Tetél

Debt From General Fund Bond
Service® *  ° Previous Year ' Expenditures Sales®
1983-84 . - $3187 21.6% 1.4% $360
1984-85 i 3786 - 188 .15 : 740
1985-86 4523 . . 195 16 1,240
1986-87 5379 - 189 L7 845

1987-88...... 6169 - 147 20 855

*Includes payment of interest and principal on bonds currently authorized by the electorate and fully
supported by the General Fund.
b Interest rates of 7.0 percent and 7.5 percent are assumed for anticipated bond sales in 1986-87 and
1987-88, respectively.
© Source: State Treasurer’s Office for actual bond sales from 1983—84 through 1985-86; Governor’s Budget
for 1986-87 and 1987-88. :

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 1986-
87 and 1987-88 could dlffer from the amounts shown in the budget, for two
reasons:

. Pr01ect 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. '

o Changes in Bond Sale Schedules 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 are higher (lower) than project--
ed, the amounts needed from the General Fund to service the debt
will increase (decrease) accordingly. For example, in January 1986,
debt service for 1986-87 was projected at $525.7 million. As a result of
‘changes in bond sales and the increases in interest rates that have
occurred since then, however, the actual level of debt service now is
estimated to be $537.9 million, or $12.2 million higher than projected.

How. the.Bond Proceeds Will Be Spent..- Once the state’s bonds are
sold, the proceeds are allocated for expenditure on specific projects. Table
27 identifies these expenditures for the prior, current, and budget years,
according to the source of the bond funding.
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Table 27

Selected Bond Fund Expenditures
1985-86 through 1987-88
(dollars in million) °

Program : ’ 1955-86  1986-87 -~ 1987-88
Safe and clean water . L " $64 $172 $224
County jails 120 120 189
Fish and wildlife enhancement 17 28 . 28
Lake Tahoe land acquisition " . 2 27 27
New prisons 383 602 45
State construction... , Lo=b 1 -
School building lease purchase 250 400 400
State parks and recreational facilities ¢ 109 192 36
Higher education capital outlay = 233 157

Totals - $945 $L775°  $1,194

2 Detail may not add to totals due to rounding.

b Less than $1 million.

¢ Includes expenditures for parklands acqulslhon parks and recreatlonal facilities, coastal conservancy
programs, and urban and coastal parks.

94 This amount differs from the amount shown in Schedule 1 of the Covemors Budget, due to an error
made in the computatlon of that total.

Past Year In 1985—86 expendltures from selected bond funds to-
taled about $945 million. Last year, the midyear estimate of bond fund
expenditures was $1.6 billion, or approximately $636 million more than the
amount actually spent. Much of the shortfall was associated with the state’s
new prison construction program. Actual expenditures for this program
were $235 million less than what had been estimated, due to delays in
construction and the selection of prison sites. Delays in the county jail
construction program accounted for an additional $189 million of the
shortfall.

Current Year. In 1986-87, the budget indicates that bond fund ex-
penditures will reach a record level of $1.7 billion. Table 28 shows that over
80 percent of the $830 million increase over the 1985-86 expend1ture level
can be attributed to four programs: new prison construction ($219 million
increase), higher education capital outlay ($233 million), school building
lease-purchase ($150 million), and safe and clean water ($108 million).
The actual level of bond fund expenditures during the current year,
however, is certain to fall short of the amount shown in the budget.

For example, the spending level shown in the budget assumes that $602
million in bond funds will be expended in the current-year for the con-
struction of new state prisons. Of this amount, however,. approximately
$200 million in construction funds for the Los Angeles and Riverside pris-
ons will not be expended because the siting of these projects has not been
resolved. Hence, it is clear that the level of expenditures projected for this
program is overstated. Chart 26 shows a comparison of midyear estimated
bond fund expenditures with actual expendltures for the period 1981—82
through 1985-86.
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Chart 26

Selected Bond Fund Expenditures
_Estimated Versus Actual Expenditures
1981-82. through 1985-86 (in billions)?
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2 Source: Governor's. Budgef .

As noted above, the midyear estimate contained in last year’s budget
exceeded the amount actually spend by more than $636 million. For 1984
85, the midyear estimate exceeded the actual level of expenditures by $542
million. As a result, the Legislature should not expect bond fund expendi-
tures during the current year to come anywhere near the $1.7 b11110n
estlrnated by the budget

Budget Year. The level of bond fund expendltures are expected to
return to a more normal level ($1.1 bllllon) for 1987-88. Four programs
account for about two-thirds of these expenditures: school building lease-
purchase ($400 million); county correctional facilities ($105.million); wa-
ter conservation and water quality ($111 million); and prison construction
($157 million). ,

State Revenve 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 secunty and used to
service the debt.

Revenue bonds traditionally have been used to finance the constructlon
of such projects as state-operated bridges, fair facilities, and hlgher educa-
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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; the Legis-
lature created a new program which authorizes the-California Industrial
Development Financing Advisory Commission (CIDFAC) ‘to issue reve-
nue bonds in order to provide financial assistance for small business deve-
lopment. Most of the newer programs provide financing for projects (such
as housing and alternative energy facilities) that actually are owned or
operated by a private entity, rather than a state or local agency.

Table 28 identifies the 20 different types of state revenue bond pro-
grams and.shows the current authorization for each. As of December 31,
1986, a total of $14.5 billion in state revenue bonds was outstanding. Three
housing bond programs accotint for over $3.6 billion, or 31 percent, of the
total outstanding amount: the California Housing Finance Authority ($2.5
billion), Veterans Revenue Debenture ($1.1 billion), and the California
National -Guard ($27 million). Bonds issued by the California Pollution
Control Financing Authority ($2.7 billion) and the California Health
Facilities Financing Authority ($3.5 billion) also account for significant
portions of the outstanding revenue bonds. The table also shows that 12
of the 20 programs have statutory authorization limits, which together
total $14.3 billion. Of this amount; approxunately $6.1 billion (42 percent)
was unused at the end of 1986.

Table 28

State Agency Revenue Bonds °
As of December 31, 1986
(dollars in millions)

Authorization  Out- Rehzaining

Issuing Agency Limit, If Any standing Authorization
California Alternative Energy Source Financing Authonty .............. $200 "$116 $84
California Educational Facilities Authority 1,250 688 562
California Health Facilities Financing Authority ...ccccvcccnreonnee 4,429 3491 938
California Housing Finance Authority 3,750 2,536 1214 ;

California Industrial Development Financing Adwsory Commission
(Small business financing) . — — —
California National Guard 100 27 73

California Passenger Rail Fmancmg Commission: st 1,250 — 1,250
California Pollution Control Financing Authority — 2,675 —
California Student Loan Authority . rerd 300 - 102 - 198
California Transportation Commission : : S = 92 _
California Urban Waterfront Area Restoration Fmancmg Authonty 7650 — ¢ .. 650
Department of Water Resources - 1,522 —
Hastings College of Law . — 7 —
Regents, University of California .. ' » — . 902 —
State Public Works Board — 842 -
State Public Works Board (Energy Conservation and Cogeneration) 500 66 434
Trustees, California State University - 224 —
Veterans Revenue Debenture 1,500 1,135 365
California School Finance Authority 250 50 200
Hazardous Substance Cleanup Financing Authority........cmmmne 100 —_ 100

Totals , 14,279 $14,475 $6,068

# Source: State Treasurer’s Office.
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Revenue Bond Sales. . Revenue bond sales have increased dramati-
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. From
1982-83 through 1984-85, revenue:bond sales were approximately $2 bil-
lion each year: In 1985-86, $4.8 billion in revenue bonds were sold—a new
record. : :

Three authorities accounted for almost 75 percent of the 1985-86 sales:
the California Housing Finance Authority ($0.6 billion), the ‘California
Pollution Control Financing Authority ($1.4 billion), and the California
Health Facilities Financing Authority ($1.5 billion). As of December 1986,
a total of $2.7 billion in revenue bonds had been sold in 1986-87.

Use of Generul Obligation Versus Revenue Bonds

Chart 27 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 six years.

Chart 27

State General Obllgation and Revenue Bonds
Annual Sales and Total Outstanding Volumes
1980-81 through 1985-86 (in billions)2

Revenue Bonds ‘| General Obligation Bonds

$12¢ O Total Outstanding
(entire bar)

104
E Annual Sales

80—81 81-82 82-83 83-84 84-85 85-86 80—81 81 82 82 83 83 84 84-85 85-86
aSource: California State Treasurer. Data as of June 30 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 sub-
ject to statutory interest rate ceilings. Under existing state law, the interest
rate on general obligation bonds cannot exceed 11 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 normally subject to specific authorization
limits, which must be approved by the voters. As shown in Table 25, the
limits for eight of these programs already have been reached. In contrast,
‘there are no restrictions on sales under éight of the state’s 20 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-traditional” purposes. In fact, nearly 63 percent of the $9 billion
increase in outstanding revenue bonds between 1980-81 and 1985-86 is
due to two programs created within the past five years: those used to
finance pollution control fa0111t1es ($2 8 billion) and pr1vate health facili-
tles ($2 9 billion). :

Addmonul Long-Term Borrowing :

- In addition to issuing general obhgatlon 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 nearly $1
billion in lease revenue bonds for state prison construction projects, $0.5
billion for energy conservation and cogeneration projects, and $0.6 billion
to provide financing for the construction of “high technology” educational
facilities and libraries at the California State University and the University
of California. : :

General Fund Debt Servzce I-Izdden in Agency Budgets. The fund-
ing needed to pay off the debt resulting from these types of long-term
borrowing is provided by the General Fund and is subject to the state’s
appropriation limit. Repayment expenditures, however, are not included
in the administration’s estimate of debt service requirements. This is be-
cause for CPs and lease revenue bonds, “debt service” is budgeted in the
individual agencies’ support budgets as the cost of “facilities operations.”
These costs.are approximately $20 million in the budget year. In future
years, as currently authorized construction projects are completed and
occupancy takes place, lease costs are expected to increase to approxi-
mately $150 million annually.
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Short-Term Borrowing By the State

" The state’s General Fund often borrows money on a short-term basis to
‘ecompensate for the differences in timing between when revenues are
actually received and when the state must pay its bills. This type ‘of bor-
rowing for “cash-management” purposes is-a routlne and mtegral part of
managing the state’s fiscal affairs. -

. In the past, most of the General Fund’s short-term cash needs were
funded from internal sources, usually from the Special Reserve for Eco-
nomic 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 ;authorlzed the use of external borrowing, even
when 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 rates when they are not being used to finance cash-flow short-
ages, the state.can sometimes make a profit by borrowing.

* 'For the current year, the state borrowed $2.6 billion through the sale of
revenue anticipation notes in August 1986. These notes will be repaid by
June 1987. For 1987-88, the budget shows that $2.4 bllllOl’l in short term
'notes will be sold in August 1987 :

LOCAL BORROWING

" The State of California does not d1rectly 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-
tion, 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. A discussion of the effect that the federal
Tax Reform Act of 1986 will have on California’s state and local borrowmg
program appears in Part Three of this document. v

Regardless of the scope of its specific responsibilities for regulatmg local
borrowing; the state has an important interest in the amount of debt issued
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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.

Long-Term Local Borrowing—Increases

Long-term bond sales by local governments increased dramatically in
1985-86. According to information from the California Debt Advisory
Commission, the volume of local bond sales exceeded $18.5 billion in
1985-86, which is $5 billion, or 37 percent, more than the amount of sales
reported for 1984-85. Some of the overall increase is due to accelerated
bond sales by local agencies that were attempting to avoid the tighter debt
issuance restrictions of the federal Tax Reform Act of 1986.

A large portion of the sales increase, however, can be attributed to
bonds for capital improvement projects. Between 1984-85 and 1985-86,
sales of capital improvement bonds (primarily power generation and
transmission projects) increased by 66 percent (from $6.1 billion to $10.1
billion). Finally, the increase in overall bond sales also reflects the general
decline in interest rates, which have made more projects economically
viable. In the future, local governments will once again be able to rely on
general obligation bonds as a source of financing for these projects, due
to the approval of Proposition 47 at the June 1986 statewide election. This
measure restored the ability of local agencies to increase their property
tax rates as security for the bonds.

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 1985-86, local governments is-
sued approximately $3.3 billion in short-term debt, which is approximately
$400 million more than the volume issued in 1984-85. These amounts,
though large in volume, are considerably smaller than the $5.3 billion of
debt issued in 1982-83, when the economic recession caused local govern-
ments to borrow heavily from outside sources to meet their cash-flow
requirements.
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The State’s Work Force

The Governor’s Budget proposes a state government work force of
240,527 personnel-years (pys). for 1987-88. Four functional areas account
for 78 percent of the total: higher education (38 percent); health and
welfare (15 percent); business, transportation, and housing (14 percent);
and youth and adult corrections (11 percent).

THE PROPOSED WORK FORCE FOR 1987-88

The budget proposes to increase the size of the state’s work force by
4,372 pys, or 2 percent, in ‘1987-88. The largest increases would occur in
three program areas—youth and adult corrections (+2,195 pys), higher
education (41,220 pys), and business, transportation and housing (4520
pys). These increases would be partially offset by a decrease in health and
welfare programs (—639 pys), as shown in Table 29.

- Table 29
The State Work Force, By Function °
- {in personnel-years)
1985-86 through 1987-88

Change Change
1986-87 - 198586
Actual - Estimated Proposed to 1987-88 to 1987-88

L .- 198586 1986-87 - 1987-88 Amount Percent Amount’ Percent
Legislative,  Judicial,

Executive.......ccoeune 9,995 10,405 10,666 21 2.5% 671 6.7%
State. and Consumer : . :

SErvices ...cserernn 11,7499 12,060 12,230 170 . 14 481 41
Business, Transporta- ’ a

tion and Housmg 33,277 33401 - 33,921 520 16 - 644 1.9
ReSOUICES..oosvvrvermrrusmsivenes 13,801 14,238 14,564 326 2.3 763 55
Health and Welfare ... 37,371 37,800 37,161 —639 17 —210 -06
Youth and Adult Cor- . )

| (51618103 1O 18,868 24,085 26280 2,195 191 7411 39.3
Education .........cc.coereens 2474 2,125 2,736 | 04 262 - 106
Higher Education ........ 92,133 91,202 92,422 1,220 L 13 290 03
General Governinent .. 9,974 10,240 10,548 - 308 3.0 574 58

- Totals woeeeeericererens 229,641 236,156 240,527 4,372 19% 10,887 47%

*Source: Governor’s Budget. Detail may not add to totals due to rounding.

Table 29 indicates that the proposed state work force for 1987-88 is
10,887 pys higher than the actual number of personnel-years worked in
1985-86. Over the two-year period covered by the table, youth and adult
corrections programs will increase by 7,411 pys, or 39 percent, whlle health
and welfare will decrease by 210 pys, or 0.6 percent.

Proposed Budget Year Changes by Function

Health and Welfare. The budget proposes reductions of 639 pys for
health and welfare programs. This proposed decrease is primarily due to
atreduction of 425 pys in the Employment Development Department, and
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is attributable to a variety of factors. These include automation of the
unemployment insurance (UI) and tax accounting programs, program
transfers to other departments, workload changes in the UI program, and
program terminations. Staffing cuts proposed for the state hospitals oper-
ated by the Department of Developmental Services account for an addi-
tional reduction of 360 pys, reflecting further implementation of the ad-
ministration’s efforts to “contract-out” laundry and housekeeping duties.

These decreases are partially offsét by increases in two areas. First, the
Department of Mental Health shows an increase of 217 pys, primarily due
‘to the full-year effect of the Mentally Disordered Offender program-add-
ed in the current year. Second, the Department-of Health Services pro-
poses to-add 113 pys.for toxics programs. :

Business, Transportation and Housing. - The budget proposes to in-
crease staffing in this area by 520 pys, or 1.6 percent, over theé estimated
current year level. Most of this increase is due to an additional 510 pys in
the Department of ‘Transportation. Of-these:510 pys, 395 pys are to in-
crease the department’s capability to plan, design and engineer highway
capital outlay projects. The remaining 115 pys are for highway mainte-
nance (43 pys), operations (28 pys), closing out the accounts of completed
highway.capital outlay projects. (34 pys), and various other workload in-
creases. The budget also proposes to'add 110 pys to the California nghway
Patrol for increased workload and program enhancements. ‘

Higher Education. The budget proposes an increase of 1 220 pys, or
1.3 percent, above the current year level. The main factor pushing up
staffing is increased enrollments. The University of California’s (UC)
budget proposes a net increase of 451 pys, due to-enrollment growth of
2,900 full time equivalent (FTE) students. The budget for the California
State University proposes a net increase in staffing- of 751 pys, related to
enrollment growth of 5,995 FTE students.

Youth and Adult Corrections. The state’s correctlonal programs ac-
count for the most significant staffing increases in the budget year, as they
have in the preceding four years. Since 1985-86, the last year for which
actual data are available, staffing for this function has increased by 7,411
pys, or 39 percent. The budget proposes to increase the Department of
Corrections’ staffing by 2,126 pys, or 10 percent, in 1987-88. 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 Authorlty will have an increase of
58 pys in 1987-88, largely because of an increasé in the ward ‘population
and the opening of new living units within existing facilities in the budget
year.

Resources The Budget' proposes to.increase staffing in .this: érea-by
326 pys, or 2.3 percent, in 1987-88. Workload and implementation of legis-
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lation, rather than new initiatives in the budget, account for the bulk of
these increases. For example, an additional 86 pys are allocated to the
Department of Conservation to implement new container recycling legis-
lation.

PERSONNEL-YEARS IN HISTORICAL PERSPECTIVE

~ As with last year’s budget, the Governor’s Budget for 1987-88 does not
place a great deal of emphasis on limiting the size of the state’s work force.
Since the Legislature enacted the 1986 Budget Act, the size of the work
force has grown by 6,515 pys in the current year and would grow by an
additional 4,372 pys in the budget year if the Governor’s proposals are
approved. This amounts to a two-year increase of 10,887 pys, or 4.7 per-
cent. Increases in just one department, the Department of Corrections,
account for 6,940 pys, or 64 percent of the total two-year change.

Table 30 summarizes the trends in state staffing since 1981-82. The table
shows that state staffing has experienced large decreases (1,794 pys in
1983-84), large increases (6,515 pys in the current year), and smaller
changes (in other years) . The state’s work force will increase by 11,714 pys,
or 5 percent, during the period 1981-82 through 1987-88, if the budget
proposals are realized.

Table 30 also reveals that:

¢ The revised estimate of the state’s work force in the current year is
6,515 pys larger than what the work force actually was in 1985-86.

e The staffing level proposed by the Governor for 1987-88—240,527
pys—represents the largest request for staffing during the past seven
years, and, in fact, is the largest in-the state’s history.

Table 30

State Personnel-Years °
1981-82 through 1987-88

Change
Proposed  Subsequent From
in Budget Change Actual Prior Year
1981-82 226,743 2,070 298,813 3,246
1982-83 231,375 —2,886 298,489 —-324
1983-84 232,371 —5,676 226,695 —1,794
1984-85 229,540 305 229,845 3,150
1985-86 291,888 1,753 229,641 —204
1986-87 233,008 3,058" 236,156 ° 6515°
1987-88 240,527 — — 4372°¢
“Source: Governor’s Budget. Detail may not add to totals due to rounding.
b Estimated.
¢ Proposed.

475443




90

Chart 28

Trends In State Em gloyment Estimates
1981-82 through 1987-88 (in thousands)
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Personnel-Year Estimates

.Chart 28 illustrates that three patterns we 1dent1f1ed two years ago 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 pys in recent years tend to overstate the actual
number of pys that will be worked, and (3) inflated midyear estimates
make the number of pys proposed in the budget year look smaller.

Proposed Versus Midyear Estimates. Chart 28 shows that, in each of
the last six years, the midyear estimate of the total state work force has
been significantly higher than what the original budget for that year
proposed. There are two reasons for this: (1) the administration and the
Legislature typically increase staffing levels during the course of delibera-
tions on the budget, and (2) the administration typically creates new
positions administratively after the budget is enacted.

Midyear Estimate Versus Actual Staffing. Chart 28 shows that every
year from 1981-82 through 1985-86 (the last year for which actual data are
available), the state’s actual staffing turned out to be below—in two of the
five years, significantly below—the midyear estimate. As we predicted last
year, the midyear estimate of 231,079 pys for 1985-86 (given in the Gover-
nor’s 1986-87 budget proposal) exceeded the 229,641 pys actually worked
in 1985-86 (according to the 1987-88 Governor’s Budget). As in prior
years, the unallocated cuts required by the administration in the 1986-87




91

fiscal year (absorption of merit salary adjustments, price increases, and the
2 percent cuts required by a December 1986 Executive Order) will trans-
late for the most part into unallocated personnel reductions. Given the
need for departments to intentionally hold positions vacant in order to
generate additional salary savings to achieve these reductions, it is likely
that the actual staffing level shown for 1986-87 in next year’s budget will
again be below the midyear estimate for 1986-87.

Inflated Midyear Estimates Make Budget Proposals Look Smaller.
Chart 28 also shows that, from 1982-83 through 1984-85, midyear estimates
for the budget just enacted have been higher than the personnel-year
level proposed for the following year. This gave the appearance that the
state work force was being pared back; when, in fact, the number of pys
proposed for the budget exceeded the number of actual pys in the prior
year. The Governor’s last two budget proposals—1986-87 and 1987-88—
have reversed this trend, by adopting a midyear estimate which is lower
than the personnel level proposed for the budget year. In either case,
however, the inflated midyear estimates make the budget year increase
look smaller than it really is.

What Personnel-Year Changes Have Occurred Since 1983-84?

Table 31 shows the change in pys, by budget category, since 1983-84. It
shows that the same four functional areas account for most of the state’s
work force today, just as they did in 1983-84: higher education; health and
welfare; business, transportation, and housing; and youth and adult correc-
tions. Over the four-year period, however, staffing for youth and adult
corrections has grown by 71 percent, while staffing for health and welfare
has decreased by 5 percent. Business, transportation and housing and
higher education have remained relatively level. :

Table 31

Comparison of Changes in the State’s Work Force, By Function °
: (in personnel-years)
1983-84 and 1987-88

, Change
) . 1983-84
Actual Proposed to 1987-88
Program 1983-84 1987-88 Amount Percent
Legislative, Judicial, Executive .. 9,486 10,666 1,180 12.4%
State and Consumer Services........... . 11,256 12,230 974 8.7
Business, Transportation and Housing................ 33,092 33,921 829 2.5
Resources 13,519 14,564 1,045 77
Health and Welfare 39,288 37,161 -2,127 -54
Youth and Adult Corrections .........cccccermersnscrennes 15,336 26,280 10,944 714
K-12 Education 2,548 2,736 188 74
Higher Education 93,092 92,422 —670 —07
General Government 9,079 10,548 1,469 162
Totals 226,695 240,527 13,832 6.1%

* Source: Governor’s Budget. Detail may not add to totals due to rounding.
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Unallocated Reductions Overstate Personnel-Year Totals

As in past years, this year’s budget requires state agencies to absorb the
cost of merit salary adjustments and general price increases through
“unallocated reductions” in expenditures. For fiscal years 1986-87 and
1987-88, however, departments also must absorb “Special Adjustment”
reductions in addition to these unallocated reductions. These “Special
Adjustment” reductions amount to 2 percent and 1 percent, of most agen-
cies’ General Fund supported operating budgets (state operations) for
1986-87 and 1987-88, respectively. A large portion of both types of unal-
located reductions will be realized through increases in salary savings, as
new or vacant positions are left unfilled. The effect of the “Special Adjust-
ment” reductions is not reflected in the personnel-year totals shown in the
Governor’s Budget.

The failure to fund salary and price adjustments in recent budgets has
already led departments to fund unavoidable cost increases by keeping
more positions vacant every year. Our analysis indicates that the statewide
salary savings rate has increased from 2.8 percent, or 6,744 vacant posi-
tions, in 1983-84 to 3.8 percent, or 9,471 vacant positions, proposed for
1987-88. In dollar terms, the salary savings increase is even greater, grow-
ing from a $176 million savings in 1983-84 to a $320 million savings in
1987-88. This represents an 82 percent increase during the five-year peri-
od. The proposed increase in statewide salary savings from the estimated
current year level is $53 million, or 20 percent.

Given the relatively high level of salary savings built into the budget,
departments will have great difficulty in meeting their salary savings
targets, achieving their “Special Adjustment” reductions, and providing
the level of services anticipated by the budget. This has significant im-
plications for the Legislature.

Specifically, what this means for the Legislature is that it will be asked
to approve department budgets for 1987-88 which do not accurately re-
flect the level of services to be provided. 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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