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INTRODUCTION
The purpose of this document is' to assist the Legislature in setting, its

priorities and reflecting these priorities in the 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 for1987~and
(2) identifying some of themajor issues facing the Legislature in 1987.
Many of these issues are long-range in nature. Even in these cases, how¢v­
er, legislative action during 1987 is warrantedsince the Legislature gener­
ally will have a wider range of optionsJoraddressing these issues in 1~87
than it will have in subsequent years., As such, this document'is' intended
to complement the Analysis ofthe 1987-88Budget Bill, which cO.ntains 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 subcommittee.

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 condition in
1986 and 1987.

P/:lrt 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 ofborrowing being
done by the state and local governments, and analyzes the reasons for
changes in the state's work force in 1~87-88.

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 firstis the

/
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fiscal constraints facing the state and the counties. The second category
deals with program changes that directlyaffect the state budget:.the rising
costs of incarceration, the AIDS epidemic,implementation of GAIN, fi­
nancing community colleges, and California's long4erm 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 thatarise from· the· growing deferred maintenance and
capacity needs of the state's infrastructure systems: prisons, higher educa­
tion campuses, state hospitals, state office buildings, highways~ and sewage
treatment facilities.





Part One

NCES

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.
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Fiscal Situ"tio,! Facing .the Legislature
Table 1 provides 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 shows 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 fot 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 Gover~or'sestimates of
1987-88 revenues and expenditures turn out to be accurate, General Fund
revenues will exceed expenditures by $478fuillion.-

Chart 1

Comparison of General Fund Revenues
and Expenditures
1981·82 through 1987·88 (In billions)

$32

30

28

26

24

22

20

• Expenditures

o Revenues

81-82 82-83 83-84 84-85 85-86 86-87 87-88
(est.) (prop.)



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

1981-82 through 1987"-
(dollars in millions)

1981-&. 1982-83 198'1-84 1984-85 1985-86 c 1986-87c 1987-88 c

Prior year resources .....,.'''.,,,,',''''''.''''......,.....,,..,,.••...,,......~.... $681.0 -$30.8 -$521.3 $490.6 $1,400.2 $686.3 $561:3
Adjustments to prior year resources.".".:""".:..........."...... 50.0 7.0 57.7 40.1 55.1--- ---

Prior year resources, adjusted .......:...................."."......". $731.0 -$23.8 -$463.6 $530.8 $1,455.3 $686.3 $561.3

Revenues and -Transfers .........".........""'...,,..........,.,.,............ $20,920.6 $21,231.1 $23,822.1 $26,605.9 $28,072.2 $30,764.8 $31,742.0
Expenditures ............................,...".."..".....".."............."........ $21,682.3 $21,728.6 $22,867.9 $25,736.4 $28,841.3 $30,889.8 $31,263.6

(Difference) ......................................."......................,.......... (-761.8) (-497.5) (954,2)' (869.5) (-769.1) (-125.0) (478.4)
(Expenditures from reserves) ....,..0".." .............. ,,,, ...,,,,, .. (274.2) (-29.3) _J~:!) (-0.1) (_88.0) (142.6) ~)

(Annual surplus or deficit) ......,.. :.~....;..",,::.:.......;;;......,.. (-487.6) (-526.8) (978.3) (869,3) (-857.1) (17.6) (482.8)

General Fund balance"...........".....;,...................................... -$30.8 -$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) (8.5) (4.1)
Reserve for Los Angeles County Grant Account ........ - - (100.0) - - - -
Disaster Response-Operations Account........."........"..... ,- - - - (99.6) (1.6) (10.0)

Special Fund for Economic UncertaiQties ........."..".."..." - - -". (327.6) (1,337.1) (435.6) (551.2) (1,025.6)

a Source: State Controller.
b Detail may not add to totals due to rounding.
c Source: Governor's Budget. Datafor 1985-86 through 1987--88 are not strictly comparable with prior 'years due to Generally Accepted Accounting Principles (GAAP)­

related adjustments reflected.in these years.

00
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According 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 $55Lmillion
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
Fun~ from unanticipated declin,~sin revenues and .unforeseen increases
in expenditures. Thus, the reserv~ serves a key purpose: by insulating the
budget from ,adverse developments affecting revenues and expenditures,
it helps the state provide a continuous and more, predictable level of
services to its citizens.

Effect
on

1986-87
Surplus
-$177
-259
-191

-$627
18

-$609

Condition ofthe
General Fund

in 1986-87
as Projected by

Governors Budget
january jaiJuary

1986 1987
$863 $686

31,024 30,765
30,699 30,890

$1,188 $561
28 10-- ---

$1,160 $551

Effect
on

1985-1J6
Surplus

$69
-115
-131

..i.$177
-205

-$381

General Fund Condition Deteriorates in 198~7

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

19~6 and 1986-87
(dollars in millions) G.b

Condition ofthe
General Fund

in 1985-1J6
as Projected by

GovetIioABudget
j8JJiJary jl11Juary

1986 1987
$1,386 $1,455
28,187 28,072
28,710 28,841

$863 $686
46 251-- --

$817 $436

Beginning resources , .
RevenueS and transfers .
Expenditures ; ..

General Fund balance ..
Reserves c

..

Unrestricted balance .

a Detail may not add t6 totals due to rounding.
b Source: Governor's Budget.
C Includes unencumbered balance ofcontinuing appropriations, and reserve for Disaster Response-Opera-

tions Account. . . . ,

1985-86. Last year at this time, 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, expenditures ill 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 oflegislation ($120 xpillion) and additional defi-

/



10

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. Mostof these authorized expenditures will occur
instead in 1986-87. '

Table 2 also shows that actual revenu:esand transfers in 198&-86 were
$115 million less than the arriount predicted in last year's'Governor's
Budget. These decreased revenues primarily reflectlower~than"anticipat-
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 originally proposed. This large
decline is attributable to three factors:

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

• Revenue projections are now $259 millipn lower than estimated in
January 1986; and -.

• Expenditure estimates are now $191 million'higher than estimated in
January 1986.

Table 2 indicates that 1986-87 General,Fund 'r~venue 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 fromthe sale ofland at Agnews State Hospital, and revE:lnue losses
due to legislation. The budget anticipates that these decreases will be,
partially offset by legislation authorizing increased transfers of approxi­
mately $78 million.

Table 2 also indicates that 1986-87 General Food expenditure estiiriates
have increased by $191 million. This increase is the net effect of s.everal
large increases, partially offset by other expenditure decreases. Expendi­
tureincreases reflect legislation approved by the Lt:~gislatureand the
Governor (approximately $77 million), expenditures authorized in 1985­
86which 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
sionoffunds appropriated for the school maintenance program and for
unemployment insurance reimbursements, and an additional $129 million
in other identified savings. To the extE:mt that tpe anticipated state operat­
ill.g cost savings are not realized, or the proposed reversio:Qs are not ap­
proyed, expen<litures will be correspondingly higher.



11

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
Hon, or 2.8 percent.

Table 3
Comparison of General Fund Revenues and Expenditures

Adjusted for Proposed County Health Services Funding Shift
(dollars in millions)

Revenues
Governor's Budget .
Proposed sales tax transfer ..

Existing law ..

1986-87
$30,765

$30,765

1987-88
$31,742

477

$32,219

Difference
Amount Percent

$f117 3.2%
477

$1,454 4.7%

Expenditures
Governor's Budget $30,890
Proposed county health transfer ..

Existing law........................................................................ $30,890

$31,264
477

$31,741

374
477

$851

1.2%

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. Our 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.





Part Two

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

• Expenditures: This section presents an overview of the spending
plans propos~p in the Governor's Budget. It discusses the level of
proposed exp~nditures,the major components of the budget, and the
major prografu changes proposed in the budget. It also identifies
some of the likely state expenditures that are not funded in the
budget.

• 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.

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

• The State's Work Force. This section analyzes the reasons for
changes in the state's work force in 1987-88. It also examines historical
trends that account for the changes in state employment in recent
years.

,/
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Expenditures in 1987-88

Percent Dollar
Change Change

1.2% $373.8
12.0 715.7

Proposed 1987..:88

Amount
$31,263.6

6,665.5

Amount
$30,889.8

5,949.8

$34,031.6 $36,839.6 8.3% $37,929.1 3.0% $1,089.5
···945.1 1,775.3 87.8 1,124.3 -36.7 -651.0--

$34,976.7 $38,614.9 10.4% $39,053.4 1.1% $438.5
14,280.3 15,350.6 7.5 15,160.5 -1.2 -190.1

$49,257.0 $53,965.5 9.6% $54,213.9 0.5% $248.4

10,420.8 11,556.3 10.9 12,143.6 5.1 587.3

$59,677.8 $65,521.8' 9.8% $66,357.5 1.3% $835.7

Actual
1985--86
$28,841.3

5,190.3

TOTAL STATE SPENDING PLAN
The Governor's Budget for 1987-88 proposes total expenditures of $66.4

billion. This amount includes:

• $39.1 billion in. state expenditures, consisting of $31.3 billion from the
General Fund, $6.7 billion from speci~lfllnds, and $1.1 billion from
selected bond funds; .

• $15.2 billion in expenditures from federal flHlds; and
• $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·

198!H16 tl:lrough 1987~

Estimated 1986-87
Percent
Change

7.1%
14.6

General Fund .
Special funds .

Budget EXpencli-
tures .

Selected bond funds .
State EXpendittires

Federal funds .
Governmental Ex-

penditUres .
Nongovernmental cost

funds .
Total State Spend-
ing ..

• Source: Governor's 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 expenditllres.

Using this measure of expenditures, during 1987-88, the statewill spend
$1,980 for every man, woman andchildin California, or $148 million per
day..
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State Expenditures

That portion of the state spending plan financed by state revenues
deposited in the General Fund or state special funds is usually referred to
as "state expenditures:" As shown in Table 4, state expenditures are
proposed to total $39.1 billion in 1987-88, which is 1.1 percent higher than
state expenditures in thecurr,eIlt year. This compares with an increase of
lOA per.cent between 198~"T86and the .current year. . .

General Fund Expenditures

The budget propos~sGeneral Fund expendituresof $31.3 billion~near­
lyone-half of all expenditures that will occur under the state's auspices.

Chart 2

Annual Growth in General Fund Expenditures
1981.82 through 1987-88 (in billions}

$32

30

28

26

24

22

20

• Total Budget

o 1981 Dollars

81-82 82-83 83-84 84-85 85-86 86-87
(est.)

87"88
(prop:)

Chart 2 and Tflble 5 show the trend in Gener~Fund e"penditures since
1981-82A;::;hart 2displays expenditures both on a "current qollar." anq "real
dollar" basis. Expenditures in "real dollars" represent expenditure leyels
as they appear in the budget (that is, "current dollars"), adjusted for the
effect ofinflation since 1981. Presenting the budget tot:lls in terms of"real
dollars" allows expenditure levels in different years to be compared on a
common basis.
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Table 5
'Annual Change in General Fund' Expenditures

1981-82 through 1987-88
(dollars in millions)

Total General Fund Budget"

1981-82 .
1982-83 ..
1983-84 ..
1984-85 ..
1985-86 C : .

1986-87 estimated C :;, ..

1987-88 proposed C .

-5.5%
0.6
6.9
7.1
3.9

-2.4

"Source: State Controller.
b "Real dollars" equal ~urrentdollars deflated to 1981--82 dollars using the Gross National Product inlplicit

price deflator for state· and· local purchases of goods·and.services.
C Source: Governor's Budget. Data for these years are not strictly comparable to data for th.e prior years

due to the effect of accounting changes.

In current dollars, the proposed General Fund budget for 1987-88 is 44.2
percent greater than it was in 198h82. 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
GElneral Fund expenditures in "real dollars" actually declined by 5.5 per­
cen( 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. Eor
these two years, total GeneralFund expenditure growth averaged over 12
percent in current dollars and 7 percent in real dollars. Estimated expend­
itures for the current year are expec;ted 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 in1983­
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 inflation rate of3.7percent in the budget
year.

The decrease in the· rate at which 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 governmental
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 c,b

1981-82 through 1987-88
(dollars in millions)

Federal Funds
as Percent
of Total

30%
33
32
30
29
28
28

Totals
$35,874
37,562
39,250
44,348
49,257
53,966
54,214

Selected
Bond
Funds

$230
399
400
588
945

1,775
1,124

Federal
Funds
$10,863
12,255
12,454
13,372
14,280
15,351
15,161

Special
Funds
$3,099
3,180
3,527
4,651
5,190
5,950
6,666

General
Fund
$21,682
21,729
22,868
25,736
28,841
30,890
31,264

1981-82 """,,,,,, ,,.,,,,,,,,,,,,,
1982-83 """.",,,,.,,.,,.,, ,,
1983-84 ,,,,,,,,......,, ..,,,,.,,,,.,,.,, ..
1984-85 "",,,,,,,.,, ,,,,,,
1985-86 c."........".,,,,,,,,,,,,,.,, ....

1986-87 estimated C """",

1987-88 proposed c." " ........

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

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
priIIlarily 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 y(3ars 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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Amount Percent
$19 49%
-1 -5

-92 -6
-35 -17

-125 -1
o 0

-18 -2
76 3

-15 -3-- -
-$190 -1%

ChangePropo~ed

1987-88
$58
21

1,380
167

8,941
1

1,138
2,939

515

$15,161

Table 7
Federal Funds Changes, By Program·

1986-87 and 1987-88
(dollars in millions)

Estimated
1986-87

$39
22

1,472
202

9,065
1

1,156
2,863

530

$15,351

Program
Legislative/Judicial/Executive ..
State and Consumer Services .
Business, Transportation and Housing ..
Resources ..
Health and Welfare .
Youth/Adult Corrections .
K-12 Education .
Higher Education ..
Other Governmental Units/Services ; ..

Totals ..

a Source: Governor's Budget. Detail may not add to totals dueto 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 foods 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
3.
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Chart 3

Expenditures of Federal Aid
Granted to the State of C8l1fornlaa

1981-82 through 1987-88 (In billions)

$14

- Total Dollars

12 Real Dollarsb

13

11

10

9

••• '11 ••••

•••••• ••••••
••• i•••• •• .-.. ,..,.. ',,-.. ,.•......• ,..,.

87-8886-8785-8684-8583-8482-83
8+---.....---....--.....---....--_--_
81-82

a Excludes federal expend~ures for unerrployment insurance and edminislration. .
b "Real" dollars equal total dollars deflated to 1.981-82 dollars using the GNP price deflator for state and local

purchases of goods and services.· .

In order to give a truer picture of federal expenditures during the last
six years, we have adjusted total federal fund expenditures by the state to
exclude· expenditures ·of federal unemployment insurance (VI) 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 VI
expenditures primarily reflect changes in economic conditions, and thus
tend to obscure the underlying trends in federal grants-in-aid. to Califor­
nia.

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
percenfaverage 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-IIQllings (GRH) balanced budget amendment.
The amendment requires a balancedfederal budget by federal Jiscal.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. President issued an order to implement the
automatic spending reauctions required by the amendment. Shortly
thereafter, the UnitedStatesDistrict Court for the District of Columbia
declared the automatic .deficitreduction process unconstitutional. In July
1986 this decision was affirmed by the United States Supreme Court. By
invalidating the automati~reducti8nprovisionsor(;RH,the amendment's
ability to reduce the blJdge(Was signifi~antly constrained. While the defi­
cit maximums of $144.billionand $108 billion forFFYs 1987 and 1988 still
exist in law, the achievement of these t~rgets essentially rests' with the
budget process, as it did prior to GRR.

The Budget of the United States 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 wOlildresult 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 fedetalfimding that would occur if the President's budget were to
bE! enaCted' as submitted.

Total State and Local.GovernmentSpending in California

Local governments also are a significant contributor to public sector
spending in California. Because local agencies receive a substantial por­
tion oftheir tesourcesrroIh the state,however, their expenditures ~annot
simply be added to those of the state in order to determine aggregate
g()vermnent spendiJ}g. Instead, state funds that are allocated to local gov­
ernment llgencies must. first be subtracted from. the state expenditure
totals, toayoid double-c()lJ.nting.

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 eleIllen­
tl;lry .and secondary,schools (K-12) , county offices of education, regional
occupation centers and;.community" colleges.

'Chart 4 displays 1986--87 expenditures by each governmental category
as a portion of total state and local government expenditutes. It showsthat
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

Total Expenditures
$94.5 BIJlJon

Local Education

a Net slate expenditures Special Districts

In the current year, expenditures for all services provided by state and
local governments in California are expected to total approxim~tely.$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 ancllocal governments,
and exclude expenditures from bond proceeds and nOIlgovernmental cost
funds.

Net state spendirig-$26.8 billion-amounts to only halfofwhat the state
spends from governmental sources ($52.9 billidn) 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, showup as local goverIlIIlent
spending in Table 8. About one-half of this amount is!!tate aid to local
school districts ($13.1 billion).

Table 8 provides a perspective on governmentsectdl" 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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,-21,781 -'- ,-23,952 :"'26,061

($21,964) (28.4%) ($25,256) (29.3%) ($26,834) .(28.4%)
$77,269 100.0% $86,Q69 ·100.0% $94,489. 100.0%

Table 8
E~timatedTotal'State a!id tC)qlllIGovernm~ntExpendituresa

. '1984-85 through 1986-87 .
(dollarsJn. mmions),;

1984-85 .' 1985-86 1986-87
Expendi-Percent Expen&. Percent Expendi~ Percent

turfJs of Total tures of Total tures of Total
$HJ,800 21.7% $18,865 21.9% $21,284 22.4%
12,609 16:3 13,928 16.2 '15,385 16.3
9,259 :12:0 ·;9,259 10.8 10,826 .U.5

16,637, 21.5 . 18,761 21.8. 20,160 21.4

($55,305)(71.6%) ($6Q,81q) (70.7% )($67,655) (71.6%)
43,745' .. 49,208 52,895

Government Entity
Counties : .
Cities ; ;..';.'.: ; ; ; ; .
Special Districts.;.;.;; :: ;..;
Local Education b , ,..,.. '

Subtotal, Local GoverIlIl)ent .
State b'.:.:.~: .
Less: Amount expended by local govern-

ments ;.. : ; ; ; ;..;;.;; .

Subtotal, State. (net) ..;;..:;; ; .
Totals, state and lpcalexpenditures'

" Local government expenditure data for 1984--85 are from State Controller's Report on Financial Transac­
tions. Figures for 1985-86 and 1986-87 represellt: Legislative Analyst's Office estimates. All data
include enterprise fund transa<:tiOlls. Stat!! government and local education data are taken from
Governor's Budgets. Detail may not add to totals aue to rounding.

b Includes spending attributable to state lottery operations, including administrative expenses.

T~X,:~)(~ENDITURES

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."

Tax expenditure programs (TEPs) result from various tax exclusions,
exemptions, preferehtial 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
are indiiectlyspenfusirtg· the tax: systeininakesthenl no less "expendi­
tures" than are the funds which pass through the norrnallegislative appro­
priation process. Thus, TEPsare appropriately viewed as part of the Gov­
erIlor:'s.9verallspyn<;ling plan.

The Vo}umeofTax'ExpeI1ditures. Table 9 shows Our estimates of
the revenue losses from state-level TEPs in 1987-88. These estimates are
contained in ourreportentitiedAnalysis ofthe 1987-88 Tax Expenditure
Budget (January 1987), which was prepared in responSe to Assernbly
Concurrent Resolution 17 (1985), Thisineasure also established a tax ex­
penditure budget review process, and requires us to· repoit on the costs
and effectivenE;lSs of TEPson an ongoillg ,basis..•

2-75443



26

The table indicates that the cost of state-level TEPs (which are primar­
ily General Fund costs) is estimated tp total at least $16.9 billion in 1987-88,
an increase of 7.8 percent. :fhe 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 personal income tax. The largest individual
tax expenditure program is the deductibility of mortgageintetest 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 whichwill 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 a

1987-88
(dollars in million)

Tax Expenditure Category
Personal income tax .
Sales and use tax .
Bank and corporations tax .
Other state taxes ..

Totals, all categories .

a Source: Legislative Analyst's Office.

CONTROLLING EXPENDITURES

Amount
$12,241

3,899
386
331

$16,857

. Percent of
Total Identifiable

State-Level
Tax Expenditures

73%
23
2
2

100%

Control through the Constitution

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

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

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

• It requires the state to reimburse loeal 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;l'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 XIII Bon the State a

1985-86 through 1987-88
(dollars in millions)

1986-87 1987-88
Department Legislative
ofFinance Analyst

$24,159 $24,175

Department Legislative
ofFinance Analyst

$25,273 $24,800Appropriations limit .
Appropriations subject to limita-

tion .

Difference ..

1985-86
$22,962

22,467

-$495

23,738

-$421

24,396

$221

25,193

-$80
25,387

$587

a 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'sdefinition of "courfIIlandates"? 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 limitation. The Department of Finance, however, has
excluded them.

If actual revenues differ from those projectEld in. the budget, this will
result in a dollarfor dollar increase or decrease in the state's conformity
with the limit. This is because at year end, all unappropriated revenues are
automatically appropriated to the Special Fund for Economic Uncertain­
ties, and appropriations into this reserve fund are required to be includeq
in the amount of "appropriations subject to limitation." These issues are
discussed more fully in Part Three of this volume.

Prediction or Plan?

It should be noted that the budget estimates are not predictions of how
much ultimately will be spent in 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]une 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 different from the
estimates contained in the Goveriior's Budget.

Percent
4.2%

-6.4
5.5
2.6
3.5
0.6

Change

$883
-0:1,474

1,191
660
977
191

Amount

Budget~d Versus Actual Expenditures

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

Table 11
proposed and Actual General Fund Expenditures

1981-82 through 1986-87
(dollars in rnillions)

Budget as Actual
Submitted a Expenditures b

1981--82 ; ;.. $20,799 $21,682
1982--83 23,203 21,729
1983--84....................................... 21,677 22,868.
1984-85...................................... ·25,076 25,736'
1985-86...................................... 27,864 28,841 •
1986--87 ,........... 30,699 30,890 •

a SbuI'ce: Governor's Budget.
b Source: State Controller.

As Table 11 shows, actualex:penditures exceeded the ~mountoriginally
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 Badget by $191 million. As
a result, General Fund expenditures will exceed General Fund revenues
by $125 million, making 1986--87 the· secoild 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.

-0.1
2.6

-1.3

1.2%

Proposed 1987-88
Percent
Change

5.3%$8,188

23,075
(7,459)

(15,616) .

$31,264

AmountAmount
$7,778

15
23,097
(7,271)

(15,826)

$30,890

$2,258 $2,516 11.4% $2,692 7.0%
362 469 29.6 581 23.9

2,558 2,952 15.4 3,380 14.5
12 12 0.0 12 0.0

-- -- -- --
$5,190 $5,950 14.6% $6,666 12.0%

Actual
1985-86

$7,125
67

21,649
(6,690)

(14,959)

$28,841

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 a

198!H16 through 1987-88
. (dollars in millions)

Estimated 1986-87
Percent
Change

9.2%
-77.6

6.7
8.7
5.8

7.1%

General Fund
State operations .
Capital outlay ..
Local assistance .

Aid to individuals ..
Aid to local governments .

Totals b ..

Special Funds
State operations ..
Capital outlay .
Local assistance ..
Unclassified ..

Totals b .

a 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, expendituresfor state operations have increased by $1.8 billion,
or 39 perGent, during this p~riod. .

Chart 5

1987-88.General Fund BUdget Structure

Total Expenditures
$31.3 Billion

Local Assistance
Aid to Local Governments

state Operations

Local Assistance
Aid to Individuals

Capital Outlay

The budget proposes no General Fund expenditures for capital outlay
in 1987-88. General Fund capital outlay expenditures over the pasfsix
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 adecrease 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
million, or 2.7 percent, during this period.

Aid to Individuals Versus Aid to Local Governments
Local assistance, as the term is used in the budget, encompasses a wide

variety of programs. Some of these programs.do not provide assistance to
local government agencies; instead, they provide assistance to individuals.
Such payments may be madedirectly to individuals, as in the case ofthe
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)

Program
Medi-Cal a , ..

AFDC b •••••••••••••••••••••.•...•.•.••.•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••

SSI/SSP : .
Developmental Services .................•..................................................
Renters' Tax Relief ..
Homeowners Property Tax Relief.. : ..
Senior Citizens Renters' Tax Re!ief... , .
Senior Citizens Property Tax Assistance ' .
Senior Citizens Property Tax Deferral .
Subventions for Open Space .

Totals c , .

a Excludes county administration:
b Grant payments only.
C Detail may not add to totals due to rounding.

Actual
1985--86

$2,306
1,790
1,408

345
453
334
29
6
5

14

$6,690

Estimated
1986-87

$2,399
1,952
1,638

427
466
338
25
5
7

14

$7,271

GOvernor's
Budget
1987-88

$2,391
1,985
1;768

452
475
343
20
4
7

14

$7,459

Aid to Local Governments. Table 14 displays the major 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 lllillion in state subventions for Coun~y

Health Services programs. (These funds would' 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 percent, above
current year levels. This change is primarilytheresultdf a 2.2 percent
ftindingincrease proposed for K-12 education~

Table 14
Major General Fund-Supported

Local Assistance Programs
Providing Aid'to Local Governments

1985-86,~hrough 1987~
(dollars in millions)

Program
Public Health Services , ,
California Children's Services , : .
Departrnent ofRehabilitation ..

~!?~~~1~~~~~:!~;SafE:::::::::::::::::::::::::::::::::::::::::~::::::::::::::::
Social Services-County Administration .
County Justice Subvention , ..
K-12 Education '.: ..
Community Colleges : :; ;: , :.:: ..
Special Supplemental Subventions/Special District Loans ..:':':,
Local Streets and Roads :: :: :: ,.
State Mandates :.: ..
All Other ; : ;; ..

Totals· ; ..

• Detail may not add\:<> totals due to rounding

Actual
1985-8.6

$1,039
46
57

459
70

307
125
67

10,928
1,165

73
125
110
388

$14,959

Estimated
1986-87

$1,049
52
62

497
72

431
140
67

11,783
1,195

27
77

133
241

$15,826

Governor's
Budget
1987-88

$591
48
66

496
72

521
157
67

12,040
1,213

25

58
263

$15,616

SPECIAL FUND FOR ECONOMIC UNCERTAINTIES

The Governor's Budget indicates that $1,040 million from the General
Fund will be held in reserve during 1987~8.Of thi.samount, $1,026 would
be in the Special Fund for EconomicUncertaiilties, $10 rnillionwould be
set aside for the Disaster Response Operatiohs Account, and $4rnillion
represents flUlds which have already been appropriated but are. not ex~

pected to be spent during the budget year.

The Special Fund for Economic Uncertainties provides a source of funds
to meet General Fund obligations in the event of an unanticipated decline
in revenues or increase in expendituresfollowingenacttnent of the
Budget Bill. In addition, monies in this fund can be loaned, interest-free,
to the General Fund in.the eVEmtof a cash-flowshortageduring the fiscal
year. Normally, the balance in the reserve is invested arid 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 referredto as COLAs. These adjust­
ments generally have a common objective: to compensate for the effects
of inflation on the Imrc,hasing power oftheprevious year's funding level.

Discretionary and Statutory COLAs

Existing law authorizes automatic COLAs for 22 differeritprograms,
most of them in the health, education and welfare areas. These adjust­
ments, generally ar(:l referred to as statutory COLAs.ty1any otherJocal
assistance programs traditionally have received COLAs ona discretionary
basis, through the budget process.

In 1987-88, statutory COLAs range from 2 percent (K":12 instructional
materials) to 7.5 percent (Medi-Cal noncontract hospitals); The statutory
COLAs having the largest costs are those for K-12apportiorimellts($253
million) and SSI/SSP grants ($84 million). The General Fundcost of fully
funding statutory COLAs in 1987-88 is approximately $563 miIlloll"01' $278
million more thanthe 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. Thlls, in most cases, the Governor proposes
to provide one-half of the amount required by existiilg law. In three
cases-court ordered and voluntary desegregation and gifted a.nd talented
education-the Governor proposes that no funds be provided for statutory
COLAs. The amount provided for discretionary COLAs pJ:"iInarily reflects
funding for changes in employee' compensation; few other discretionary
COLAs are funded. The specific increases proposed by the Governorare
shown in Table 15.
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Table 15
General Fund Cost·of·Living Increases

1986-87 and 1987-88
(dollars in thousands)

1986-87 1987-88
Budgeted 1% Statutorfu Bud."et
Percent Dollar Percent Daar Percent Budget as

Department/Program Increase Increase Increase Increase Increase a Proposed
HEALTH AND WELFARE

~~~oi"~d"Drni'p~~~~~:::::: $334
718

Mew-Cal
Noncontract Hospitals ............ 6.0% 656 7.5% $4,922 7.5% b $4,922
Long-Term Care Facilities,

Stat:H~:Jss~~.~~ ..~~~.:.~~~~ ..
1.1-16.2 c 5,077

8.4 c 1,573
OB/GYN Providers .................. 26.5 193
Other Providers ........................ 5,770
Beneficiary Spin-off,................. 5.1 2,228d 3.6 7,293 1.8 2,791
Drug .Ingredients ..........,........... 5.5 869 3.3 2,867 3.3 2,867
County Administration e ........ 4.8 4(ff 4.8 1,956

Health Services .
County Health (AB 8) ............ 3.95 4,164 3.5 14,624 1.53 6,369
Medically Indigent Services .. 5,446
Public Health ............................ 937

Emergency Medical Services .... 17
Developmental Services

Regional Centers:
Out-of-Home Care .............. 2,235
Other Client Services .......... 1,651
Personal Services .................. 6 922 1.5 1,383
Operations .............................. 1 112

Education Programs ................ 1 56
Local Mental Health Programs 4,600
Social Services

SSI/SSP........................................ 5.1 23,184 3.6 83,600 1.8 f 41,822
AFDC/FG&U ........................ 5.1 18,421 3.6 66,316 1.8 34,215
AFDC-Foster Care ................ 1.0 2,982
County Administratiori-

Grants e .................................. 5.0 1,452 1.8 5,398
Child Welfare Services............ 13.5 2,169 1.8 7,879
County Service~ Block Grant 634
IHSS Maximum Grant ............ 5.1 142 3.6 511 1.8 256
IHSS provider............................ 1.0 3,840
Deaf Access ................................ 34
Maternity Care.......................... 23
Emrcloyment Programs .......... 150
Chi d Abuse Prevention ........ 206
Adoptions.................................... 148
Community Care Licensing .. 84

Department of Rehabilitation .. 1.0 656
YOUTH AUTHORITY

County Justice System Subven-
673tion Progr!\IIls ........................ 1.0

Delinquency Prevention ............ 1.0 23
K-12 EDUCATION

Apportionments:
K-I2-District Revenue

Limits ...................................... 5.49 114,982 2.20 252,960 1.1 126,480
Meals for Needy Pupil~ .......... 6.00 261 6.00 1,564 3.0 782
Sununer School ........................ 5.49 693 2.20 1,524 1.1 762
Apprentice Programs .............. 3.00 27
Small School District Trans-

portation ............................ 1.00 100
Transportation .......................... 1.00 2,919



3.85 9,015

2.05 61,371
2.0 28,152
1.8 23,590

$414,660

K-I2-County Offices of Edu-
cation ..

RegionaLOccupational Cen-
ters/Programs ..

Court-Ordered Desegregation ..
Voluntary Desegregation ..
Child Nutrition ..
American Indian Education

Centers ; ..
Native American Indian Educa-

tion g ..

Child Care Program .
Special Education ..
Dropout Prevention .
Staff Development .
Preschool ; .
Libraries ..
Meade Aid g, , ..

Urban Impact Aid g .

Gifted and Talented g : .

Instructional Materials (K-8) ..
Instructional Materials (9-12) ..
Demonstration Programs in

Reading and Math .
Educational Technology ...
Economic Impact Aid g ; ::..

Adult Education ..
Adults in Correctional Facilities
School Improvement Program

(K--6) .
School Improvement Program

(7-12) ..
Miller-Unruh Reading

Program g ; ..

High School Pupil Counseling ..
Specialized Secondary Schools ..
Foster Youth Services ..
Opportunity Classes/Programs

COMMUNITY COLLEGES
Apportionments .
Community College Categori-

cals .
Financial Aid Awards .

ALL OTHERS
State Contribution to STRS ......
Employee Compensation j

Civil Service and Related ..
University of California ..
California State University ..

Totals ..

5.49

3.00
5.49
5.49
3.30

1.00

1.00
1.00
5.4~

1.00
1.00
1.00
1.00
1.00
6.00
3.60
3..00

3.00
1.00
1.00
6.00
6.00

5.49

1.00

1.00
1.00
1.00
1.00

5.77

1.0
5.0

3.50

5.85
5.7
6.6

2,166

2;118
2,690

550
386

9

4
2,500

15,925
148
213
358
75
52

381
212
731
224

44
262

1,970
2,174

19

1,924

325

199
78
21
8
8 i

17,673

551
1,029

2,342

29,993
14,157
13,268

$326,575

2.20

2.20
2.20
3.86

2.20

6.00
2.00

6.00
6.00

2.20

2.7

3.85

4,764

5,917
1,210
1,486

35,034

1,274
1,462

14,488
116

4,232

47,718

9,015

$562,897

1.1

1.93

1.1

1.0

3.0
3.0

1.1

1.35

35

2,382

743

17,517

731

7,244
58

2,116

23,859

a Generally, these increa.ses are effective January 1, 1988.
b Effective July 1, 1987.
C These COLAs are funded through the proposed deficiency bill. There were no funds for these COLAs

in the 1986 Budget Act.
d The effect of a given percent COLA cannot be calculated directly using this figure.
"The amount of funding included in the 1987-88 budget is to be. used to reimburse counties for cost

increases incurred during 1986-87. .
f Effective April 1, 1988.
g The Governor's Budget proposes to eliminate 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/Educa.tional Assistance Program.

h Program started in 1986-87.
j Funded by reappropriation of 1986-87 unexpended balance; dollar amount represents Legislative Ana­

lyst's Office estimate based on 1985-86 participation rates.
j 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
Other

Youth/Adult Corrections

K-12 Education

Health and Welfare

Higher Education
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Table 16
Expenditures for Health'Welfare, and Education a

As a Percent of Total General Fund Expenditures
1987-88

(dollars in millions)

37

K-12 Education b ..

Higher Education .

Subtotal, Education C : •• ::.: .

Health and Welfare ,..

Subtotal, Education, Health and Welfare C '"

Other program areas i , ..

Total General Fund Budget C ..

State
Operations

$205
3,637

$3,842
628

$4,470
3,718

$8,188

Local
Assistance

$12,040
1,332

$13,371
8,665

$22,037
1,039

$23,075

Total
$12,244

4,969

$17,213
9,294

$26,507
4,756

$31,264

Percent of
General Fund

Budget
39%
16

55%
30

85%
15

100%

a Source: Governor's Budget.
b Includes $507 million for State Teachers' Retirement System contribution.
C 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)

$14

12

10

8

6

4

K-12 Education

...•...........
•••••••••,,,-

............................••-
Higher Education

All Other

·····································~;~th&·~d~uC5~rr~;ti~n;

2t-__--------------
1981"82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88

(est.) (prop.)
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adult corrections expenditures have increased by 137 percent in current
dollars, and by 81 percent in "reaLterms." 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 Changes 0

1986-87 and 1987-88
(dollars in millions)

Estimated Proposed Change
1986-87 1987-88 Amount Percent

Health and Welfare:
Medi-Cal b .

~~~~~~.~~~..~..::::::::::::::::::::::::::::::::::::::::::::::::::::::
AFDC grants b .

Social services programs b ..

Mental health .
Developme~tal services ..
Other, health and welfare ...

Subtotals, Health and Welfare .
Education:

K-12 .
State teachers' retirement .
University of California ..
California State University ..
California Community Colleges .
Other, higher education .

Subtotals, Education ..
Other:

Youth and adult corrections ..
Resources ..
Tax relief .
Bond interest and redemption C ..

Interest on General Fund loans ..
All other ; ..

Subtotals, Other ..

Total d .

a Based on amounts shown in Governor's Budget.
bLocal assistance only.
CDistributed to program categories.
d Detail may not add to totals due to rounding.

$2,461
959

1,638
1,952

431
819
446
768

$9,474

$11,497
465

1,788
1,626
1,195

190

$16,761

$1,711
693
943

(538)
117

~
$4,655

$30,890

$2,463 $2
545 -414

1,768 130
1,985 33

521 90
834 15
473 27
705 --63--

$9,294 ~$180

$11,737 $240
507 42

1,859 71
1,690 64
1,213 18

207 17--
$17,213 $452

$1,873 $162
667 -26
896 -47

(617) (79)
81 -36

1,240 49--
$4,757 $102

$31,264 $374

0.1%
-43.2

7.9
1.7

20.9
1.8
6.1

-8.2

-1.9%

2.1%
9.0
4.0
3.9
1.5
8.9

2.7%

9.5%
-3.8
-5.0
(14.7)

-30.8
4.1

2.2%

1.2%

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
f1stimated for the current year. Table 17 shows the primary factors that
a<.:count 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
million, 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-Callocal 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
co:ntaina specific program to achieve these savings.

County Health is budgeted at $545 million, a $414 million, or 43 percent
reduction from current year fundinglevels. This reduction is primarily the
result of a proposal to eliminate the County Health Services· (AB 8) pro­
gram and to transfer the associated funds to the counties as "shared reve­
nue."

SSIISSP 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) anincrease of $96 million to fund the full-year
cost of the 1986-87 COLA provided on JaIlUary 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 estirnated 3.3
percent Federal COLA effective January 1,1988:

AFDC grant costs are budgeted to increase by $33 million, or 1.7 per­
cent, abQve 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 mil1ion 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 expenditures 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 estimated ex­
penditures. This increase is primarily the result of caseload increases at the
regional centers.
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OtherHealthand Welfare e-1'penditures are expected10 decreaseby $63
million, or 8.2 percent, below estimated current year expenditures. This
reduction is primarily due to the county health programs shift proposal,
whichinvolves$52 milliqnincluded in this budget category.

K-12 Education expenditl.lres:ire expected to increase by $240 millioh,
or 2;1 percent; over estimated current year expenditures.. The 'primary
factorsaccountingJor this increase are: (1) an increase of $260 million for
increased enrollment 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 schooldeferred maintenance
(the Governor proposes that a $90 million appropriation for this purpose
be revertedto the GeneralFun,d inI986--87) ;(4) an increase. of $66 million
to provide additional' fUnding .for special education s.ervices to hand­
icapped studeIlts;and (5) an increase of $34 IIlillion to reflect the elhnina­
tionof aone-time "loanrepayment"(reduction in school apportionment
funding) made duringI986--87. These increases are partially offset by (1)
a $281 million reduction in General Fund requirements resultiIlg from
anticipatedincreases in school district property tax receipts; (2) the elimi­
nation Of $43 million in funding for two programs providingstate aid to
school districts with high concentrations of dis~d\1antage<lstudents; and
(3) a reduction of $40 million in funding for school desegregation.

Higher Educ:ation expenditures ar~ p~oposed to'illcreaseby $170rnil­
lion, or 3.5 percent. Theprtmaryfactors accountipg forihisincrease ,are:
(1) $30 million' due to enrollment increases; (2)$22millionfor workload
and cost adjustments; (3)$52 million for a 3 percent salary increase begin­
ning]anuaryl, 1988; and (4) program. augmentations of$49 million, which
inelude:$12 million for instructional eqillpIIlent replacement and library
materials and $7.5 million for a teaching hospital subsidy.

YouthandAdulf,Correc.tions expe.ndituresare proposed to increase,by
$162 million in the budget year. Most of this, amount, or $130 million, will
flInd 2,1~6 addHiOIial personnel-years for the Dep.artm.f)nt 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 population between ]une30, 1987 and JUrie30,
1988 and a16 percynt growth rate ihthe parolepopulaHonover the same
period.' " ", ' '

De"MService expenditur'es for bon:~lintere~tandredem.ption; are expect­
ed to be $79 million, or15 percent, higher in lQ87-88 than in the current
year. This reflects the large volmne of general obligation bonds approved
by the. voters in recent statewide elections. " ,,' , "
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Expenditures. Not Recognized in the Budget

... Inpreparing the Governor'id3udget, the Department of Finance must
estimate the impact of program caseload growth, court decisions,and
other factors on expenditure levels; in the current and buq.get year, Our
analysis indicates that th~Governor'sBudget has underestimated expend­
itures for the two-year.period (198&-87 and 1987-88) by $262 million. The
components of tpis$262 million are as follows:

School DesegregatioIi. .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 ofA.B38 (Ch 180(85) .We estimate that the budget proposal
would result in a cumulatiyeliefic:it in fUQ.cliq,g for school desegregation
reimburseme.nt 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 198&-87 and 1987-88 for child
care services provided to eligible participants in the Greater Avenuesfor
Independence (GAIN). program, Recent information from· the State. De­
partment of Education, however,indicates;thatthe.actuallevel of reim­
bursem,ents in the current yearis likely to be only $2 million. Should this
estimate prove to be accurate, the child carebudget cpuld he underfund~

ed byupto $29 million in the eurrelltyear.

. :K.'-12 Education Apportionments. In contrast to other understated
expenditures; the budgetoverestimates by a net $10 qtillion the amount
needed to fund. K-12,schoQl and special educ.ation apportionments in
1987--88. This is because of technical budgeting errors that (1) .overfund
sp~cia1.~ducatipnbY$16Il:lill~onand (2) UIlderfund school apportionments
by$6 niillioQ.. The buqget,however, also overestimatespy $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.

AFDG. 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 Funq 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
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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, drama.tic 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 higher than budgeted
in 1987-88.

Medi-CaJ. 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
II).illion in the budget year, and the General Fund's share of costs for
Medi-Cal abortions will be $14.7 million.

Department ofForestry. - Based on an average fire year, we would
expect General Fund expenditures for emergency firefighting by the De­
partmentof 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 increasing 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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Revenues 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
tota.l-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 certain bond and
pension ftl.I1ds.

Thissection examines the Department of Finance'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 ofhow 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:

• 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.

• 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) anq special fund revenues of $5.1 billion.
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Table 18

FtevenueSummary
General Fund and Special Funds

1985-86 through 1987-88
(dollars in millions)"

$5,486
442
8.8%

$33,558
1,910

6.0%

Prior Year
General Fund Revenues (1985-86l

-Amount ,..... $28,072
-Dollar change L'......... 1,466
-Percent change ,.................................. 5.5%

Special Fund Revenues
." -Amount : ; "' : ;; .
-Dollar;change , ; ..
-Percent change ..

Total, General Fund and Special Fund Revenues
.::....Amount : : ..
-Dollar change : : ..
-Percent change.: , ,.; ..

Current Year
(1986-87)"

$30,765
2,693

9.6%

$5,149
-337
-6.1%

$35,914
2,356

7.0%

Budget Year
(l987-88)d

$31,742
977
3,2%

$6,112
963
18.7%

$37,854
1,940

5.4%

aSource:'JY87--88 Governor's Budget and State Controller:'Detail may not addto t6talsdue to rounding.
Figures include effects ofvarious 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
reve.nues from the California StateLottery, because the funds into which these lottery revenues are
put have been classified as nongovernmental cost funds.

b Dollar and percent' change' figures may be distorted, due to accounting reclassifications of certain
revenues and reimbursements made between 1984-85 and 1985-86.

C General Fund revenue total includes a net gain of $425 lllillion due to federal tax reform and $76 million
in proposed transfers from special fund balances.' .

dGl)neral Fund revenue total includes a net loss of $250 million due to federal 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 goveriuhetits:'

Chart 8

Trends in State Revenues
1975-76 through 1987-88 (In bllllons)8

Projected
$40 mGeneral FundRevenues

35 mSpecial Fund Revenues

30

25

20

155_
76 77 78 79 80 81 82 83 84 85 86 87 88

·800rca:00_.Budgets and Stale Contdler'sreports. Damaralor liscel years ending In years shown.
bIncludesolher taxes, IicenS8$.fees. interestincome, "anafers; end otter sources. Some C?fthe year·Io"Y.,~ fluctualions'n revenues In lhia
calogoryand in apeclel ..nd revenuasrelleclyear·m-year shifts In'revenuasbelween _aMo categories.
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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 reporftheir
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 assumes that a $75
million one-time inheritance tax settlement will be received in 1987-88.
In the absence of these four factors, a fairly Jevel, 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 ~d 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
economic forecast comes true, and $485 million higher than predicted if
the consensus economic outlook of other forecasters prevails. As the box
onthe following page shows, however, there isa 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 departments revenue forecast appears
conservative, this bias is not nearly as large as the deviations which could
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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Key Factors In the 1987 Economic Outlook

Positive Factors
• Continued moderate inllation
• Reduced interest rates
• Strength in service industries
• Improved corporate profItS
• Continued growth in 'rear

personal income

• Accomodative m0f\8!a1Y policy
• Absence of eXC8SS11/8

inventories .
• Reduced crude oil and fuel prices
• E1CP8cted decline in the value

of the dollar

-Modest strength in hoUsing
sector

• Positive effects on consumer
spending due to federal
tax reform

·Negative Factors
• large foreign trade deflC~
• lower federal defense spending

inCallomia
• Weak business investment

spending
• High levels of consumer debt

• Historically low savings rate
• Continued large federal

bUdget deflC~
• Softness il manufacturing .

employment
• International debt problems

• Negative effects on business
investment due to federal
tax reform

•Relatively weak overseas
economies

Major Areas of Uncertainty
• To what extent will the dollar • How Will federal tax reform

continue to depreciate, and affect consumption spending
by what amount will this and business Inv.estment?
reduce the foreign trade deflC~? • Will crude oil prices remain

• Will consumers retrench in their stable, oreventually trend
spending, due to their low savings upward due to output restrict-
rate and high debt levels? ions by OPEC members?

• By how much and in what
areas will federal spending
be trimmed to reduce the
federal budget defic~?

THE ECONOMIC OUTLOOK

The economy's performance during 1987 and 1988 will be the prime
determinant of state revenue collections during thelatteLhalf of1986-87
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

Table 19 summarizes the budget's economic forecast for 1987 and 1988,
as well as th~ economy's performa.nce 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.



47

Table 19
Department of Finance Economic Outlook for

California and the Nation
1986 through 1988 a

Economic Indicator
1. National Economy

Percent change in:
-Real GNP , .
-Personal income .
-Pre-tax corporate profits , ..
-Wage and salary employment ; ..
-Civilian employment , .
-GNP prices , , .
-GNp·consumer prices : ..
-Consumer Price Index ; .

Unemployent rate (%) .
Savings rate (%) ..
Prime interest rate (%) ; ..
New car sales (millions of units) .
Housing starts (millions of units~ .
Net exports (billions of dollars) ..

2. California Economy
Percent change in:,
-Personal income ..
-Wage and salary income ..
-Wage and salary employment .
-Civilian employment .
-Consumer Price Index ..
-Key elements of the state's tax base:

-Taxable personal income c
..

-Taxable sales .
-Taxable. corporate profits .

Unemployment rate (%) .
New car registrations (thousands of units) ..
New building permits (thousands of units) ..

1986 1987 1988
Estimated Projected Projected

2.5% 2.4% 3.4%
5.2 4.5 5.8
3.9 10.4 23.4
2.5 2.0 2.3
2.3 1.4 1.9
2.8 2.4 3.3
2.0 2.8 3.6
2.0 3.1 3.6

7.0% 7.1% 7.0%
4.1 3.3 3.2
8.3 6.8 7.3

11.2 10.0 10.7
1.84 1.72 1.86

-$147 -$133 -$125

7.0% 6.1% 7.2%
7.8 6.9 7.7
2.8 2.3 2.8
3.6 2.9 3.3
3.3 4.0 4.6

7.2 5.9 7.4
3.7 4.0 6.2
5.5 12.0 12.6

6.7% 6.9% 7.0%
1,405 1,278 1,363

271 254 276

a Source: 1987-88 Governor's Budget and Department of Finance.
b Defined as United States exports minus imports, measured in constant 1982 dollars;
C 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 correla­
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 anunspectacular-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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co.untry importing far more goods, than we were exporting. Likewise,
Table 20 shows that even though California home building activity and car
sales exceeded expectationsin 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 downvvard
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-erid(see box on
page 46). The majoruncertainties 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, ~dpr6spects 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

6.7%

7.0%
3.6
2.8
3,3
3.7
5.5

271
1,405

Actual C

7.3%
3.5
3.4
3.7
6.0

10.4

6.7%

250
1,265

7.1% 7.0% 7.7% 8.8%
2.4 1.9 3.0 4.3
2.9 2.5 3.2 3.7
4.6 3.8 4.6 5.2
6.3

13.7

7.2% 6.8% 7.3% 7.8%

229 210 216 229
1,120

Unemployment rate (%) ..

Residential building permits (thousandS) ..
New car sales (thousands) .

Revised, ,
___-,---:-'o:::.'T1"'ifm"'·"'al""Fi"'oJ",""ec"'as"'ts"-- Department
Department ofFinance

of Other Forecasters b May 1986
Economic Indicator Finance a Lowest Average Highest Forecast
Percent change in:
-Personal income .
-"Real" personal income d .

-Wage and salarYjobs .
-Consumer prices .
-Taxable sales .
-Taxable corporate profits : ..

a 1986-87 Governor's Budget. .' ..'
b Includes First Interstate BanI<, Security Pacific Bank, Bank ofAmerica, Crocker Bank, UCLA, Wells

Fargo Bank and the 'Commission on State Finance. Forecasts are as of approximately year-end 1985,
. corresponding to \Yhen'the Oepartmentof Finance constructed the economic assumptions contained
in the 1986-87 Governor's Budget.. For detail on these forecasts, see 198H7 PersPfictive and Issues,
Table 23, page 65. .

C As estimated in the 1987-88 Governor's Budget.
d Defined here as nominal personal income deflated by the California' Consumer Price hld~l'. ",

Key Aspects of the Economic Outlook

Table 19 aI\d Chart 10 summarize the most critical Jeatures of the de­
partment's economic outlook Jor the nation and California in 1987 and
1988. They indica~e that for the nation:
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Chart 9

Year-over-YearPercent Change In
California's Wage & Salary Employmenta
1978 through 1986

7%

6

5

4

3

2

o
-1

-2

-3 1978 1979 1980 1981 1982 1983 1984 1985 1986

a Source: Calffornia E~oyment Devek!Pment Department. Dala shown are through November 1986, and
represent percent changes in CaJ'rfomi«s wage ilnd saialy erlll/oyment over same month 01 prior year.

• GNP isprojected to increase by 204 percent in 1987 and 3.4 percent
in .1988. (Most' e~onomists view GNP growth of under 3 percent as
unsatisfactory over the long term.) .

• The unemployment rate is projected to remain basically unchanged
from 1986, at about 7 percent.

• The Rrime interest rate is predicted to drop below its 1986 level (8.3
percent) in both .1987 (6.8 pyrcent) and 1988(7.3 percent). This
reflects the combined effect of three expected factors: low economy­
wid~lnflation,weak overallcredit demal1ds (due to the sluggish econ-
{)my),andaccommodative monetary policy. .

• The savings rste (that is, savings as a percent ()f disposable income)
. is predicted to drop to only 3.2 percent by 1988, as consumers attempt
to support their spending habits through borrowing and by saving 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 19888

Projected
200/cr.­
18
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8

6
4

2
o
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-4

M:W Growth In ',001' GNP

-- Prineinterestrate

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

aSource: 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
eccmomy, 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 considerable 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:
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Chart 11

Trends In the United States Trade Balance
1965 through 1988 (In blillons)8
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-50
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-200
68 73

Trade/
Deticn

83 88

aData shown represenllhe differel1ge between annualized Unned Sl~les exports and irrporls. as measured
quarterly in oonslantl982 dollars. Pt'9leclions for 1987 and 1988 are by lhe Department of Finanoe.

• 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 national
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 force 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.

• Both new buildingpermits 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 rates, and the will­
ingness of consumers to maintain their curre:nt low savings rate.
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Chart 12

Annual Growth In California Personal Income
1976 through 19888 . ,
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o Total personal income (entire bar)

II ·Real" personal incomeb
Projected

76 77 78 79 80 81 82 83 84 85 86 87 88
aSource: Deportmental F1nence, Oete ere _aled lor 1986,
b"Real" personal incomela dlOlined.. !Dial perscnal inoane dolaledby"eGNP con....ption eXpendiuee della"",

Chart 13

Trends in California's Employment
and Unemployment
1976 through 19888
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•• •• •• Civilian unemployment rate
. ,..... Po· clad

• .. . Annual growth in .I' r Je
'" - wage and salary I "

'. employment' ,
~~~ . . ~I '- _

~~ ~-~-- ~---- .•.......................
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aSource: Department of Finance and Employment Development Department. Dataare estimated for 1986.
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Implications of the Economic Forecast for the Revenue Forecast

The implications of the department's economic outlookfor 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" personalincome (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 production costs).
As shown in Table 19: .

• "Adjusted" personal income (that is, personal income adjusted for
transfer payments, social securitycontributions 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. .

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

• Taxable sales, which rose by only 3.7 petcent 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 neatly 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 ofCalifornia, however, the department
is at the.low 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 personalincome. growth fore­
cast is almost one percentage point below the consensus. This is animpor­
tant difference, since each percentage point of income growth typically
translates into at least $300 million in additional revenues, and we h~ive

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 isa bit conservative.

Of course, many things could occur during the next year that ~ould
dramatically alter the economic situation, including a reescalation of
world oil prices, a retrenchment by consumers, and either a further deteri­
oration orsignificantlygreater~than-expectedimprovemeTlt in the foreign
trade balance. Such developments obyiously could requiresubstantial
revisions ih"l:he economic outlook.
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Table 21
Comparisons of Different Economic Outlooks for 1987 a

Percent Change In: New Gar
Real GNP Pre-Tax Unemploy- Sales
GNP Prices Profits b ment Rate (miDions)

Housing
Starts

(millions)

U Forecasts available as of approximately year-end 1986.
b Defined as pre-tax profits with inventory valuation and capital consumption adjustments. The Blue Chip

Surv~y 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.

C Includes the projections of50-odd economists as published in Blue Chip Economic 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.

e 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) .

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) a

Change
Estimated Projected 1986-87 to 1987-88

1986-87 19Ei7-88 Amount PercentGeneral Fund
Taxes:

Sales and use b .

Personal income C , ..

Bank and corporation d ..

Estate, inheritance and gift e ..

Insurance .
Cigarette ..
Alcoholic beverage .
Horse racing ..

Subtotals, Taxes ..

Actual
·1985-86

$10,202
11,419
3,843

253
840
181
132
112

$26,982

$10,730
12,800
4,315

270
993
180
134
114

$29,536

$10,898
13,200
4,675

367
1,106

180
134
116

$30,676

$168
400
360
97

113

_._2
$1,140

1.6%
3.1 .
8.3

35.9
11.4

1.8

3.9%

Other Sources:
Interest on investments ............................................ 521 450 380 -70 -15.6
California. State University fees f ............................ 270 252 291 39 15.5
Other revenues g ........................................................ 317 318 328 10 3.1
Transfers ........................................................................ -18 209 67 --'-142 -67.9--- --- --- -- --

Totals, General Fund ............................................ $28,072 $30,765 $31,742 $977 3.2%

Special Funds
Motor Vehicle:

Fuel taxes .................................................................. 1,194 1,238 1,252 14 1.1
License fee~ _(in lieu) ............................................ 1,522 1,688 1,891 203 12.0
Registration, weight and miscellaneous fees .... 998 1,Q12 1,051 39 3.9-- --
Subtotals, Motor Vehicle Revenues .................... $3,714 $3,938 $4,194 $256 6.5%

Other Sources:
Oil and gas revenues h .

Sales and use taxes .
Interest on investments : ..
Cigarette tax ::.; :,., ,"' ~ .
Other :: : ,.

Totals, Special Funds ; ..

Totals, State Funds ; ".., ..

404
116'
135
81

1,036

$5,486

$33,558

100

112
77

922

$5,149

$35,914

128
477 i

108
77

1,128

$6,112 i

$37,854

28 28.0
477 NMF k

-4 -3.6

206 22.3-- --
$963 18.7%

$1,940 5.4%

a Source: 1987-88 Governor's Budget. Detail may not add to totals due to rounding.
b The estimate for 1987-88 includes (i) a $24 million revenue gain from the Governor's proposalto 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.

C 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).

d 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).

e The pattern of year-to-year changes in these revenues is partly due to Proposition 6 (June 1982), which
repealed inheritance 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 a $75 million payment from one large estate. The
State Controller, however, has the option ofaccepting certain real property in lieu of this payment.
Under this option, the revenues received would depend pn when the property is sold by the state,
and for what price. . . . c" '.' ••

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

g Includes revenues from various regulatory ta.xes and licenses, local agencies, user charges for services
prC)vid~d to the public, property-related income, and other miscellaneous revenues.

h 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 Accountcin·,the
Transportation Tax Fund, as specified under Ch 161/79 (SB 620) and Ch 541181 (SB215).

j Reflects the Governor's proposal to allocate a portion of state sales and use tax revenues asgeneral
purpose revenues to local governments, in exchange for'diminating certain subvention programs.

k Not a meaningful figure.' ,

derived from three large taxes-the personal income tax, the sales ang use
tax, and the bank and corporation tax. The remaining 9 percentofr~ve­
nues is attributable to the insurance tax, interest income from state invest­
ments, estate and inheritance taxes, and various other sources.

Chart 14

1987:.a8 General Fund Revenues, by Source a

Total Revenues
$31.7 billion

Sales and
Use Tax

Personal
Income
Tax

Bank and
Corporation
Tax

aSq~rce: 1987{18 ~vemo"s Budget
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$pecialFactors Distort Revenue Growth

Table 22 shows that projected 1987.-.88 GeheralFund revenue growth
is only 3.2 percent, compared to'9.6percent,in the current yeat:These
highly dissimilar growth rates reflect distortions due to a number of special
factors, in whose absence these gJ:pwth rat~s would be in a more nQrmal
7,to-8 percent range.,:rhesedi~tortion$inv()lve:

• Federal Tax Reform. Projected revenues have been increased by
$425millidn in 1986-87,and:reduced by $250 million iri1987-88, to

,account for the effects on state taxcoUections of the federal 1986 Tax
'Reform Act (discussed later) .

• tRevenueSharingProposal; Sales and use tax r'evenueshave been
red1:iGed in1987.-.88 by $477 million, reflecting tneGovernor'sproposal
to replace certain local subvention programs with an a.llocatioll of
general purpose revenues to localgbveinmEmts;,

• Large Inheritance Tax Payment. A $75 million one-time inheritance
tax payment is expected jn 1987-88 from an unusually large estate.

• 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.

Thec6mbined effect of these factors is to make 1986-87 revenues over.
$500 milliongreater than otherwise, and 1987-88 revenuys$()50"millioh
lessthan otherwise. Without these f:;ldors, Ge~eralFund rjwenu~growth

would be about 7.8 percent in 1986-87 and 7 percent in 1987-88.

The t=orecast for Personal Income Taxes-Moderate Growth

The personal income tax is the single largest Generl;l.l Fund revenue
source, accounting for over 40 percent of thetotaI. The tax is imposed on
income using a progressive tax rate schedule ranging from 1 percent to 11
percent, and includes a variety ofincome exclusions, deductions andcred-
its. '

Personal income tax (PIT) revenues are projected to total $12,8 billion
in the current year and $13.2 billionin the budget year; There are two key
assumptions behind these projections: the effects bffedel'anax reform,
and the underlying rate of tax liability growth in the 1987 and 19~8 inco~e

years. ,,,' "., ," '" ','
,S,tl1teRevenue Effects ofFederal Tax Refo,rm. AssuIIlIll-ari:zed in Ta­

ble, 23, PIT revenues are projected to increase by $3~5million in tpe
current year,and then be reduced by $220 million inthe budget year, due
tothe 1986 Tax ReformAct. (Adetailed discussion of taJ(refo~rrlappears
iriPart Three.) The largest revenue effects involve sales of assets on which
capital gains taxe~ ml1st be'paid. ('The act encouraged taxpayers to ,sell
such assets in 1986~by increasing the-federal.t~xrate on capital. gl:l.ins
beginning in 1987. T!::le act also may affect, the 'reporting of futUl;e capital

3-75443
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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 assumptions 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 ina 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--§8 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 departments 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) a

Type ofEffect

A. Personal income taxes
a. Changes in the timing and amount of reported capital gains ..
b. Reduced investments in losscgenerating· tax shelters ..
c. Other effects b ..

Subtotal, personal income tax : :,.:.

B. Bank and corporation taxes
a. Early audit-related payments ; .
b. Increased incorporations by taxpayers with loss-generating investments ..

Subtotal, bank and corporation taxes : ..

Total state revenue effect .

Predicted
State Revenue

Effect
1986-lJ7 1987~

$350 -$350
100

-25 30

$325 -$220

100

$100
$425

a Source: 1987--88 Governor's Budget and Department of Finance.
b These "other effects" relate to changes in the amount and titning of charitable donations and consumer

interest deductions, 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 underlyihg growth in PIT income-yell.r liabilities will be about 7.8
percent in 1987 and 7.9 percent in 1988.

Evaluation of the PIT Forecast. The department's estimated tax liability
growth rate for 1987 is substantially abov~the department's projected
growth rate in taxable personal income~nly5.9 percent (see Table 19).
Ordinarily, 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 df General Fund reve­
nues-around 34 percent of the total-and are projected to reach $10.7
billion in the current year alld $10.9 billion in the budget year. These
revenues are derived from 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 discontinuing 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
ningin 1988-89.) After remqving the distortions caused by the Governor's
proposal, the projected increase for sales and use taxes is 5.2 percent in the
current year and 6 percentill 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
adjustm~ntfor 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'l' 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 nearly6 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"
inent rate, interest rates, inflation, and the willingness of consumers to



60

Chart 15

Annual Growth In California Taxable Sales
1976 through 1988a
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IScuce: DeparmentOf Anance.
b·R...·Ia~abI.oaIes squallDlal texeble "'es(currenldolers) _loci b\'fl.GNP prto8 dele'" lor coneumpllon expendibKes.
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Chart 16

Ratios of california Taxable Sales' and
Corporate Profits to Personal Income
1976 through 198sa .

·Corporate profits
ratio (right uis)

__ Tuablesales
ratio (leftuis)

8886

Actt.ial Projected
ralios ratios .

8482807876

.47

.46

.54­

.53

aSource: Department of Finance. Data are estimated for 1986 and projected for 1987 and 1988. .
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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 relatively weak growth in taxable sales
and a decline in the sales~to-incomeratio. However, the actual dollar level
of taxable sales that our model generates is somewhat higher than predict­
ed by the department. This is becausethedepartinent's projected decline
in the savings rate and in interest rates will partially offset various other
negative fadors affecting taxable sales. We~stiinate. sales taxreyenues
generated by the departments economic forecast will begreater than
predicted, by $50 million in 1986-87 a~9-$1l5 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 ofPetroleumExportihgCoun~

tries (OPEC) recently announced it will attempt, through outputrestric­
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 milUona.ndfuelsales tax
revenues by about $12 million. Thus, ifoil prices averaged $18 per barrel
rather than the $15level estimated by the department, thIs could add over
$35 million to the departments fuel sales tax forecast in the budget year.

Th. For.cast for Bank an~ Corporation Tans...:....H.altlwlncr.as.
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 offederal tax reform and the underlying forepast for taxable profits.

State Revenue Effects ofFederal Tax Reform. As summarized 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 million decrease in the budget year. The
current year gain reflects the early payment pycertain 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 thereportingofbusiness 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 Corporat~ Profits. After removing the distor­
tions caused by tax reform, corporate tax revenJles are projected to rise
by 9.7 percent in the current year and 11.6 percent in the budget year.
These healthy increasesare '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 ap.d will exceed personal income growth,
thereby returnmg the ratioofprofits-to-mcome to where itstood at the
start of the decade.

Chart 17

Annual Growth In California Taxable
Corporate Profits
1976 through19888
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aSource: Department 01 Finance;Pr~fh totals include a $967 milliOn increase in 1975 due to Proposhion 13.
Preliminary 1986 estimate by Department 01 Finance and Franchise Tax Board.

Evaluation ofthe Bank and Corporation Tax Forecast. Califorriia cor­
porate profits are related to such economic variables as the volume of
business activity in California, interest rates, labor costs, and national CQr­
porateprofits. The level of tilxable profits thatour revenue estimating
modelgerierates from the department's economic assumptions differs,
somewhat from the department's,althoughitconfirms 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 ~evemi.e
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estimate should be increased by $140 million, due to certain audit-related
payments that were received in January butwere not included>in the
department's revenue forecast. Taking both of these factors into account,
we estimate that bank and corporation tax revenues generated by the
departments economic forecast will be greater than predicted, by $130
million in 1986--87 and $20 million in 1987-88.

Insurance Taxes-Continued Strong Gains
Insurance tax revenues, which primarilyare derived from a 2.3.5 p~rc~nt

levy on taxable insurance premiums, are projected to reach nearly $1
billion (18 perce"nt growth) in the current year, and more than $1.1 billion
(overll percent growth)in the budgetyear. 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 amqunt to less than
4 percent of total collections. .

Above-Average Growth in Insurance Premium$. . Because of the way in
which insurance tax prepayments are computed, 1986--87 revenuespri­
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

Annual Growth in California Taxable
Insurance Premiums .
1974 through 198'78
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a SoUrce: Departmental Finance. Insurance lax revenues in 1986-87 prilnarlly depend on 1986 premiums.
while revenues in 1987-88 primarily dePend on 1987 premiums. .
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creases predicted for 1986-,87 and 1987-88 reflect the department's fore­
cast thatinsurance 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 monetaryjudgments to plaintiffs.

Evaluationofthe Insurance TaxForecast. Insurance tax premiums are
onlylooselyrelated to the outlook for theeconomy. Chart 18 shows that
growth in irisurance tax premiums tends to follow. a cyclical pattern over
time. This ispecause the insur.ance industry tends to experience cycles of
underwriting profits and losses, in response tq which it continually adjusts
its premium rates. Thus, periods of large underwriting losses are followed
by periods of large premium increases, which in turri are followed by
periods of improved underwriting profits and Idwer premium increases.
Recent in.surance in.dustry 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 mi1lion in the
current year and $367 million in the budget year. The badget '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-relatedt~esare projected to increase ata modest 7-to-8 percent
pace. Thisis consistent with the state's death rate, and the rate of apprecia­
tion in values',ofreal property and other assets onwlJ.ich deathtaxes must
be paid. Thlls,th(} depaz;tment's baseline revenue {ore9El~tis reasonable.

, Wi11 the One-Time Gain Be Realized? Whether the $75 million one­
time inheritance taxgain will berealizedin the budget Year dependsupon
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) taketitle to or reali~e the proceeds frqm thesaJe or other use of
specified property belonging to the decedent's estate. If the second option
is chosen, a state reVenue 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.......NoGrowth

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 riot growing much.
Charf'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

California Per Capita Consumption of
Cigarettes and Distilled Spirits
1978-79 through 1987-888
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The Forecast for Interest Income.......SignificantDrop 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.GeneralFund revenues that are temporarily not
needed to pay for expenditures; and (4) "arbitrage income" from the
short-term investing of temporarily idle moniesthat 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 1987-888
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ending in year specified.

Key Assumptions. The interest 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
notfallen 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:

• 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
interestJor 10 months on$1.8 billion ofexternally-borrowed funds in
1.987-88, whereas the Governor's Budget assumes that $2.4 billion will
be borrowed.

• Second, it appears that the Genelial Fund .will have to return about
$15 million in 1986-87 interest income to the Petroleum Violation
Escrow Account (PVEA), in order to comply with federal require­
ments.

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

B. Reliability of the General Fund Revenue Forecast

How ReUable Have Past Revenue Forecasts 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 ofat least several hundred
million dollars, and it is within this band ofllncertainty 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 estimates
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, \\\hile
very simila,r to the consensus forecast in its general thrust, is s~me­
what on the conservative side relative to the cbnsensus 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) olIr earlier evaluation
of the estimates for individual revenue sources, and (2) the consensus
economic outlook. We estimate that:

• If the department'seconomic forecast comestnie and all of the spe­
cial adjustments we have identified are considered, revenues will be
higher than predicted by $115 million in 1986-87 and $35 million in
1987-88.

• The'consensus economic outlook, if it comes true, will 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 1987-88, or $485 million for
the two years combined. "

Table 24
Selected Adjustments 'to the

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

Type ofAdjustment
A. Adjustments assuming the department's economic

forecast comes 1:rue:
1. Personal income taxes .
2. Bank and corporation taxes .
3. Sales and use taxes ..
4. Interest income .

Subtotal .

Two-year
1986-87 1987-88 Total

-$50 -$130 -$180
130 20 150
50 115 165

-15 30 15--
. $35

--
$115 $150

B. Additional adjustments, assuming the consensus economic
forecast comes true : .

Total revenue adjustments .

$85
$200

$250

$285

$335

$485



69

Chart 21

Alternative Revenue Forecasts
for 1986;'87 and 1987-88 (In bllllOnS}a
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aSource: 1987-88Govemc($ BudiJetand Legislal~Analyst'sOOice.·

Significant Error Margi~s~xist ." ...•
What if the economy's behavior during 1987and 1988 differs significant­

ly from both the department's economic forecast and the consensus eco­
nomic outlook? In this event, Qhart.2lshowsthat GeneralFund revenues
could be either well below thedepattment'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, reveriueswould 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 tothe state'sappro­
priations limit); under the pessimistic alternative, revenues would fall
short of the forecast by over $3.5 billiori.'Thus, even though the depart­
ment's revenue forecast appears conservative, this bias is not nearly as
large as the deviations which could occur due to the economy.

C. The Forecast for Special Fund Revenues

Special fund revenues are projected ,to total $6.1 billion in 1987-88, or
16 percent of totalreve:g:ues. Ta1:>l~ 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 billion), and vehicle registration and
related fees ($1.1 billion) .

• The remaining one-third ($1.9 billion) of special 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.

Chart 22

1987·88 Special Fund Revenues, by Sourcea

Total Revenues
$6.1 billion

Cigarette tax
revenues

Interest
income

Oil and gas
revenues

Proposed sales and use tax
revenue sharing funds

aSource: 1987-88Governor's Budget.

How Are Speci~l.FUlid .Revenues Used?

Special fund revenues are· us.ed for a wide variety of purposes. For
example:

• Over half of motor vehicle-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 ofMotor
Vehicles (DMV) , the'California Highway Patrol (CHP), and the De­
partment of Transportation (Caltrans).
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• The local share of cigarette. taxes is distributed between cities (83
percent) and counties (17 percent).

• Interest income generallyis credited to various specill1 funds,based
on how much they have invested in the PMIA.

• Oil and gas revenues are used primarily to finance capital outlay
projects.

Moderate Revenue Growth Expected

Table 22 indicates that special 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 propqsed reve­
nue sharing program and changes in the amount oftransfers from special
funds to the General FUnd. This, moderate underlying growth trend,
however, incorporates somevery different trends for individual revenue
sources.

Mixed Growth Trends for Motor Vehicle-Related Revenues

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 19888
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aSource: 1987-88GO\I8/7Jot's Budget and State Board 0/ Equalization.
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'. Vehicle license fees, whiCh are imposed for the privilege ofoperating
vehicles on public roads in California and are in lieu of the personal
property tax on vehicles; are thesinglelargesfspecial fund reVenue
source. Their expected strength iIi 1987"'-88 reflects tw6factorS:First,
the average market value ofnew cars continues torise, and is expect­
ed to reach $15,000 in 1988 (higher-priced vehicles translate into 'more
revenues, because a vehicle's licellse fee depends onjtsmarketval­
ue). Second, the number of registered vehicles continues to rise on
a per capita!basis. '"

• Registration fees, which arelevied at a flat r~te, am projected to grow
only modestly because of fewer newvehicle sales than in'1986.

• Fuel taxes, which also are levied 'at a flat rate, are projected to in­
crease hardly at alL This is because of weak growth ingasoline sales,
due to declining percapita gasoline use.As shown in Chart'23, the per
capita level of gasoline distributions remains well below its pre-198o'
level.

Oil and Gas Revenues To Remain Low·'

Chart 24 showsthat state oiland gas toyalty income is projected todrop
dramatically from its level during the' past few years. This reflects the'
early-1986 decline in world crude oil prices, which reduces the rev~nues
derived from oil produced (~n state-owneci J!inds. Tot::!.l state oil and gas

Chart 24

State Oil and Gas Royalties
1981~2Jhrough1~87~88 (In milllons)8

$600
"Projeoted

81-82 82-83 83-84 84-85 85-86 86-87 87-88

. aSource: 1987-88 Governor's Budget and State'Lands ConvniSsioo. Data shown inclUdeCliI,gU and mineral
royalties collected by the State Lands Commission.
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royalty incomeis projected to be only $140 million in the current year and
$150 million inthe budget year. compared to an average of $450 million
during the preceding five years. As a result. the portion of oil and gas
rev~nues distributed to special funds will represent only 2 percentof total
special fund revenues in 1986-.87 and 1987-88. compared to an average of
nearly 10 percent over the prior five-year period.

D. The California State Lottery

The special fund revenue totals contained in thebudgefdo not include
any revenues derived from the CaliforniaState 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 reV'enueCrutlook is summa­
rized below. A more detailed discussion of the lottery appears under Item
0850 in the Analysis.

Projected Lottery Sales-$l.8Bmi~". " ".
Predicting lotteiysales9ver thenext 18 months is extremely difficult.

both due to the r~lativelylimitedhistory of lottery wagering in California.
and the contiIJll,ed phasing-in of electronic on-line lotto games which
began in October 1986. .

The budget projects tha:tlotterysales will tptal $1.8 billion in the budget
year. This is the same as in the prior yea:r(which included 9 months of
operation). and an inqrease over the current year's projection of $1.4
billion. Lotto gam~sllre.exp'ectedto account for $1 billion of 1987-88 sales.
c()mpared to $750 million for instant ticket games.

Whether or not projectedlottery sale§will be realized depends primar­
ily on whether lotto wagering. which is assumed to offset a declining trend
in instant ticket game wagering. reaches expectations. In order for pro­
jected sales to be achieved. percapita 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 billion of
projected lottery receipts in 1987-88. Existing law provides that these
proceeds must be distributed as follows:

• 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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• At least 34 percent (about $600 million), along with any unclaimed
prize monies and unused administrative allotrrients, 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 enrollments' and attendance. Altogether, the
1987-88 lottery revenues earmarked for education amount to about 3.5
percent qf total proposed General Fund educational expenditures.

Chart 25

Estimated Distribution of a
1987-88 State Lottery Receipts.

Total Sales
$1.8 billion

Revenues to education
(in millions)

K-12 Education $493
CornnunRy Colleges 72
CalWornia Stale UniversRy 27
UniversRy of California 15
ahM 1

Total $608

aSource: 1987-88 Governors Budget. ...
b Includes $595 million from 1987-88 lottery sales and $13 million in net interest income.



75

Stateond .Loctll 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 capital outlay programs.

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

• General obligation bonds are backed by the state~s full faith and cred­
it. Thus, when the State of California issues a general obligation bond,
the state pledges to use its taxing power, if necessary, to payoff 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.

• 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'slocal 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 ofstate and state-assisted
local capital outlay programs. Short-term borrowing is accomplished
through the issuance of notes, such as revenue anticipation notes, which
are repaid by the end of a given fiscal year. The funds obtained from the
sale of short-term notes are used to meet the state's cash flow require­
ments.

State General Obligation Bonds

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

During 1986, a record volume ofnew general obligation bond authoriza-
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tions-over $3.4 billion-was approved by the voters. Most of this amount
consisted.of additional authorizations for existing state bond programs­
thosefinanciilg' neW state prisolls ($500 million), county jails ($495 mil­
lion) ,school building lease-purcJlase($800 million), assistancefo veterans
($850 million) ,deanwater ($150 millio~), parks and recreational facilities
($100 million) and higher educational facilities ($400 million). The voters
also approved funds for one newprogram:· $100 million for safe drinking
water.

Status of Bonds Authorized.' Table 25 identifies, for, the state'sgen­
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.Tbillionat theendof,1985. Of the ·authorized bonds already sold
(approximately $14.6 billion) ; the state had retired '$6.3 billion; leaving $8.3
billion, (57 percent) still. outst::mding.

Table 25 .
General Obligation Bonds-of the

State of California a,

As of December 31.1986
(dollars in millions)b

Progrllm Authorized
Beach; park; recreational and historlcaffacilities ·.: ;.. $400
Gl~iill.water .•..: ;..: : ; , ; 1,200
Community collegeconstruction :..... 160"
Community parklilhds ...;..........: ;............................................ 100 .
County correctional facilities ;•.; ;..; ;.; , ;; ;'. 495
County jail construction 530
First-time homebuyers.................................................................. 200
Harbor. bonds 89
Hazardous substance c1eailUp :.: ; ; ;; ;...... 100
Health sciences facilities:.; ;..; ; ;.............. 156
Higher e.ducation construction ;............ 230
HigheT ~ducation facilities .: ;;....................................... 400
Juriidr'college construction ; ; ,.. 65'
Lake Tahoe land acquisition ;;.;.............................. 85
New prison cQnstruction ,............................................ 1,295
Park aildrecreatioIial facilities :: ::........................370
Parklallds acquisition and development :....... 285
Recreation, fish, and wildlife 145
Safe drinking water 350
School building aid ~,.l40

School building lease-purchase 1,150
Senior'··centers : ,.. ;.; :.:.;................................................ ,50
State construction ;." ; ,............ 1,050
Stat~, u~ban,and coastal park :..................... .. 28()
Veterans farm and home loan : :................... . 5,950
Watetcoilservation and quality :;......................... 150
Water resources development •..;................................................ 1,750.'

Totals $19,775

OM-
Unsold Rede'emed standing

$234 $166
$375 300 525

91 69
100'
495
255 13 262
1815 15

76 14
50 3 48

74 82
177 53.

400
51' ".- ~ 14

'-.55 1 30
500 58 738
275 4 92

45 48 192
55 40 50

170 19 161
40 1,649 451

1,000 67 683'" '.
50

891 159
25 84 171

.. 850 2,215 2,885
. 150 -

180 195 .1,375-- --
$5,205 $6,287 $8,283

a Source: State Treasurer's Office.
b Detail may not add to totals due to rounding.
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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 perbeht of the total amount of outstand­
ing general obligation bonds. For self-liquidating bonds, the debt service
costs are either p~rtiallyor 'fully paid from project revenues. Should such
revenue ever be inadequate to cover the required debt service, llowever,
the General Fund would be obligated to pay for the shortfall. These bonds
comprise 57 percent of the total outstanding amount.

Sales of General Obligation 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 schoolbuilding 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 thanthe volume of sales in 1985,-86, due to a lower level of sales
for the veteransprogram. Bonds forthe 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 in 1986-87.

"

For 1987-88, the budget shows thllt a,total of$855 millioll 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 million). The next largest amqunt willbe sold
for county jail construction ($230 million), followed by higher education
and state school lease-purchase programs ($100 million for each program).
In addition, the. budget anticipates the sale .. of bonds for clean water
projects ($25 million). ' ,

General Fund Cost for Paying OffBonds. 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 servic.e payments on bonds fully paid by the GeneralFund 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, approximately $305 million is fot payment of interest and
$312 inillion is for repayment of principaL The totalj:>ayments represent
an increase of$79 million,or 15 percent, overestimated expenditures in
the current year. While debt service represents a small percentage of total
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Total
Bond
Sales"

$360
740

1,240
845
855

Percentage of
General Fund
Expenditures

1.4%
1.5
1.6
1.7
2.0

$318.7
378.6
452.3
537.9
616.9

Debt
Service b

Table 26
General Fund Debt Service a

1983-84 through 1987-88
(dollar$ in million$)

Percent Change
From

Previous Year
21.6%
18.8
19.5
18.9
14.7

1983-84 "..; .
1984-85 : ; .
1985-86 .
1986-87 .
1987-88 ..

" Includes payment of interest and principal on bonds currently authorized by the electorate and fldly
supported by the General Fund.

b Interest ra~es 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 hondscontinues to be one of the most rapidly
growing General Fund "programs" in the state budget.

The amount of debt service actually paid by the GeneralFund in 1986­
87 and 1987-88 could differ from the amounts shown in the budget, for two
reasons:

• Project Revenues May Offset Debt Service Costs. The authoriza­
tions for some bond programs, such as the programs to assist first-time
homebuyers and to provide loans to water agencies for water supply
iinprovements, call for project revenues to pay at least part of the
costs of debt service. The hudget, 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.

• Changes in BondSale 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
estimatedvolume, orifinterest 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 $537.9million, 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.



Table 27
Selected Bond Fund Expenditures

1985-86 through 1987-88
(dollars in million) a

Program 1985--fJ6
Safe and clean water $64
County jails........................................................................................................ 120
Fish and wildlife enhancement.................................................................... 17
Lake Tahoe land acquisition ,. ,............... 2
New prisons 383
State construction . b

School building lease· purchase 250
State parks and recreational facilities C 109
Higher education capital outlay ..

Totals :.............................................................. $945

198f3:-87
$172 .

120
28
27

602
1

400
192
233

$1,775d

79

1987-88
$224
189
28
27
45

400
56

157

$1,124

a Detail may not add to totals due to rounding.
b Less than $1 million.
C Includes expenditures for parklands acquisition, parks and recreational facilities, coastal conservancy

programs, and urban and coastal parks.
d This amount differs from the amount showniTi Schedule 1 of the Governor's Budget, due to an error

made inthecomputatioJi~fthat total.

Past Year. . In 1985-86; expenditures 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 shortfallwas 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 selectioll of prison sites. Delays in the county jail
construction program accounted for an additional $189 million of the
shortfall.

Current Year. In 1986-87,. th~ 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 expenditure level
can be attributed to four programs: hew prison construction ($219 million
increase), higher education capital outlay ($233 million) , school.building
leasecpurchase ($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 amqunt, however, approximately
$200 million in construction funds for the Los Angeles and Riversidepris­
ons will not beexpendedbecallse 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 expenditures for the period 1981-82
through· 1985-86.
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o Mid-year Estimated Expenditures

• Actual Expenditures
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Chart 26

Selected Bond Fund Expenditures
Estimated Versus Actual Expenditures
1981-82.· through 1986-86 (In bllllons)a

$2.0 ­

1.8

1.6

1.4

1.2

1981-82 1982~83 1983-84 1984-85 1985-86

aSource: GovemoIs.Budget

As noted above, the midyear estimate contained in last year's budget
exceeded the amount actually spend by more than $636 Illi1lion. 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 billion
estimated by the budget.

Budget Year. The level of bond fund expenditures are expected to
returnto a more normal level ($1.1 billion) foiJ987--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 Revenue Bonds

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

Revenue honds traditionally have been used to finance t~e construction
of such projects as state-operated bridges, fair facilities, and higher educa~
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tion dormitories. However, beginning in the 1970sthestate expandedlhe
scope ofrevenue 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 CaliforniaIndustrial
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 apd alternative energy facilities) that actually are owned or
operated by aprivate entity, rather. thana state or local agency.

Table 28 identifies the 20 different types of st~te 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 account for over $3.6 billion, or 31 percent, of the
total outstanding amount: the California Housing Finance Authority ($2.5
billion), Veterans Revenue DebeIlture ($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, approximately $6.1 billion (42 percent)
was unused at the end of 1986.

Table 28
State Agency Revenue Bonds a

As of December 31, 1986
(dollars in millions)

434

650

198

73
1,250

365
200
100

$6,068

27

2,675
102
92

1,522
7

902
842
66

224
1,135

50

$14,475

650

500

300

100
1,250

1,500
250
100

14,279

Authorization Out- Remaining
Issuing Agency Limit, IF Any standing Authorization
California Alternative Energy Source Financing Authority $200 $116 $84
California Educational Facilities Authority 1,250 688 562
California Health Facilities Financing Authority.................................. 4,429 3,491. 938
California Housing Finance Authority ;................................ 3,750 2,536 1,214
California Industrial Development Financing Advisory Commission

(Small· business financing) , .
California National Guard ; : .
California Passenger Rail Financing Commission ....•...........................
California Pollution. Control Financing Authority .
California Student Loan Authority .....................•...•....•......" , .
California Transportation Commission : : .
California Urban Waterfront Area Restoration Financing.Authority
Departrrientrif Water Resources ,.................................•." : .
Hastings· College of Law : : .
Regents, University of California ., ;.; , ,.
State Public Works Board ..
State Public Works Board (Energy Conservation and Cogeneration)
Trustees, California State University ..
Veterans Revenue Debenture ..
California School Finance Authority ..
Hazardous Substance Cleanup Financing Authority ..

Totals ..

"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 hillion), 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 General Obligation Versus Revenue. Bonds

Chart27 comparesthe sales. and outstanding volumes ofstate 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 Obligation and Revenue Bonds
Annual Sales and Total Outstanding Volumes
1980-81 through 1985-86 (In bllllons)a

Revenue Bonds

$12 0 Total Outstanding
(entire bar)

10

General Obligation Bonds

8

6

4

2

.. Annual Sales

aSource: Calnomia Stale Treasurer. Data as 01 June 30 of each fiscal year.
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The increase in revenue bond sales, relative to general obligation bond
sales, reflects severalfactors, 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 eight ofthe state's 20 revenue bond
programs. Finally, the large increase in the volume of revenue bonds
reflects the growing trend towards using this niethod 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 facilities ($2.8 billion) and private health facili­
ties ($2.9 billion).

Additional Long-Term'Borrowing

In addition to issuing general obligation and revenue bonds, the state
also engages ill other forms of long-term borrowing. These forms involve
the issuance of certificates ofparticipation (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 Service Hidden in· Agency Budgets. The fund­
ing needed to payoff 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 curr,ently 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
compensate 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 isa routine and integral part of
rnaml.ging the state's fiscal affairs.

,Inthe 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 authorized the use of external borrowing, even
when sufficient internal fundsan~, 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 fromextern:u sources at tax-exempt
interest rates, while internal sources must be paid interestat 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.

Forthe 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 billion in short-term
notes. will be sold in August 1987. .

LOCAL· BORROWING

The State of California does not directly regulate most types of borrow­
ing by local governments. However, state law does govern such factors as
the permissible types of borrowing that local entities can.undertake and
the maximum interest rates which can be paid on certain debt. In addi­
tion, the state has .been required to implew,ent 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 borrowing
program appears in Part Three of this document.

Regardless of the scope of its specific responsibilities for regulating local
borrowing;the state has animportant 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
198~6. According to information from the California Debt Advisory
Commission, the volume of local bond sales exceeded $18.5 billion in
198~6,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.

Sbort-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 198~6, 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 Slale's Work Force
c 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 (11percent).

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---C.youth and. adult corrections (+2,195 pys), higher
education (+ 1,220 pys), and business, transportation and housing (+520
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 SfateWork Force, By .Function a

(in personnel·years)
1985-86 through 1987-88

Change
1986-87

Actual Estimated Proposed to 1987-88
1985-86 1986-87 1987-88 Amount Percent

Legislative, Judicial,
Executive ................ 9,995 10,405 10,666 261 2.5% 671 6.7%

State and Consumer
Services .................. 11,749 12,060 12,230 170 1.4 481 4.1

Business, Transporta-
tion and Housing .. 33,277 33,401 33,921 520 1.6 644 1.9

Resources ........................ 13,801 14,238 14,564 326 2.3 763 5.5
Health and Welfare .... 37,371 37,800 37,161 -639 -1.7 -210 -0.6
Youth and Adult Cor-

rections.................... 18,868 24,085 26,280 2,195 9.1 7,411 39.3
Education ...................... 2,474 2,725 2,736 11 0.4 262 10.6
Higher Education ........ 92,133 91,202 92,422 1,220 1.3 290 0.3
General Government .. 9,974 10,240 10,548 308 3.0 574 5.8

- - --
Totals ...................... 229,641 236,156 240,527 4,372 1.9% . 10,887 4;7%

a Source: Governor's Budget. Detail may not add to totals due to rounding.

Table 29 indicate~ 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 programswill increase by 7,411 pys, or 39 percent, while 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
a reduction of425 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, worldoad changes in the UI program, and
program terminations. Staffing cuts proposed for the state hospitals <>per­
ated by the Department of Developmentill Services account for an addi­
tional reduction of360 pys, reflecting f1.lrthe! implemehtation of the ad­
ministration's efforts to "contract-out" laundry and housekeeping'duties.

These decreases are partially offset by increases infwo areas. Ftrst, the
Department ofMental Health shows an increase of 217 pys,primarily due
to the full-year effect of the Mentally Disordered Offenderprogramadd­
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 the 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, de:;ign 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. Thehudget also proposes to-add 110 pys to the California Highway
Patrol for increased workload and program enhancements~'

Higher Education. The budget proposes an increase of 1,220pys,'or
1.3 percent, above the current year level. The main factor pushing up
staffing is increased enrollments. The University of California's(Uq
budget proposes a net increase of 451 pys, due to enrollment growth of
2,900 full time equivalent (FTE) students. The budget fortheCal.ifornia
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 correctional programs ac­
co,-uit for the mostsignificant staffing increases in the budgetyear, 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 by2,126pys,or 10 percent, in 1987-88. This increa~e
is primarilydue to significantincreases in the adult inniate population and
the opening of new facilities to acco,mmodate the additional inmates.
Similarly, the Department of the Youth Authority will have anincrease of
58 pys in 1987--88, largely because of an increase in the ward populatioIl
and the opening of new living units within existing facilities in the budget
year.

.Resources. The budget proposes to increase staffing in this area 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 tvtal 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.

• 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 a

1981-82 through 1987-88

Proposed
in Budget

1981-82 226,743
1982-83 231,375
1983-84 232,371
1984-85 229,540
1985-86 ;......................................... 227,888
1986-87 ;.................................. 233,098
1987-88 240,527

Subsequent
Change

2,070
-2,886
-5,676

305
1,753
3,058 b

Actual
228,813
228,489
226,695
229,845
229,641
236,156 b

Change
From

Prior Year
3,246
-324

-1,794
3,150
-204
6,515 b

4,372 c

U Source: Governor's Budget. Detail may not add to totals due to rounding.
b Estimated.
C Proposed.

4-,...,.75443
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Chart 28

Trends In State Employment Estimates
1981-82 through 1987-8Q (in thousands)
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Personnel.;Year Estimates

Chart 28 illustrates that three patterns we identified 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
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fiscal year (absorption ofmerit 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 1987-8~

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 198~4?

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; healthand
welfare; business, transportation, and housing; and youth and adult correc­
tions. Over the four-year period, however, staffing for youthand 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 a

(in personnel,years)
1983-84 and 1987-88

Amount Percent

Change
1983-84

to 1987-88
Program
Legislative, Judicial, Executive .
State and Consumer Services ..
Business, Transportation and Housing .
Resources ..
Health and Welfare ..
Youth and Adult Corrections .
K-12 Education .
Higher Education ..
General Government ..

Totals ..

Actual
1983-84

9,486
11,256
33,092
13,519
39,288
15,336
2,548

93,092
9,079

226,695

Proposed
1987-88

10,666
12,230
33,921
14,564
37,161
26,280
2,736

92,422
10,548

240,527

1,180
974
829

1,045
-2,127
10,944

188
-670

~
13,832

12.4%
8.7
2.5
7.7

-5.4
71.4
7·1

-0.7
16.2

6.1%

a 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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