State BUDGET

2001 Revenue Decline Contributed
To Large Budget Shortfalls

Projected Operating Surplus/Deficit at
Beginning of Each Budget Cycle? (In Billions)
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4Based on LAO projections made in November preceding each fiscal
year shown. Represents difference between current-law revenues and
expenditures, excluding carry-in balances and budget borrowing.

B California policymakers have been dealing with large
shortfalls in the state's budget for most of this de-
cade.

B A precipitating cause of these operating deficits was
the major stock market-related declinein General Fund
revenues that occurred at the beginning of the decade.
Tax receipts fell by over 15 percent between 2000-01
and 2001-02, leading to estimated annual shortfalls of
$15 billion for two years.

B Recent rebounds in revenues, coupled with various
budgetsavings actions, resultedina narrowing of these
shortfalls, although significant imbalances remained
as of mid-decade.
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Total State Revenues—Over
Three-Fourths Are General Fund

2006-07

General Fund Total State Revenues Special Funds
Revenues 2.2 Billion Revenues

Motor Vehicle-Related

Personal Income

Tax $50.9 Levies $8.7
Sales and Use Sales and Use
Tax 28.1 Tax?@ 5.4
. Tobacco-Related
Corporation Tax ~ 10.5 Taxes 1.0
All Other 4.8 All Other® 12.6
Total $94.4 Total $27.8

a Consists of amounts for Local Revenue Fund, transportation-related purposes, and
allocation of local sales taxes for repayment of deficit-financing bonds. Excludes $2.8 billion
allocated to Local Public Safety Fund, which is not shown in the budget totals.

b Includes a wide variety of sources, including regulatory taxes and licenses ($4.9 billion),
certain bond proceeds ($1.4 billion), California State University fees ($1.2 billion), and
other sources ($5.2 billion).

B General Fund revenues account for nearly 80 percent
of total state revenues.

B Personal income taxes are the largest single revenue
source, accounting for 54 percent of General Fund
revenues and 43 percent of total revenues.

B Sales and use taxes and corporation taxes are the
second and third largest General Fund sources, ac-
counting for 30 percent and 11 percent, respectively.

B Special funds are usedfor specific purposes, with motor
vehicle-related levies the largest single component.
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The Composition of Revenues
Has Changed Over Time

1966-67
All Other Sources Personal Income Tax
Corporation Tax
Sales and Use Tax
2006-07
All Other
Sources

Corporation Tax

Sales and Use Tax

Personal Income Tax

B Over the past four decades, personal income tax
revenues have increased dramatically—rising from
22 percent to 54 percent of General Fund revenues.

B This growth is due to growth in real incomes, the
state’s progressive tax structure, and increased capital
gains.

B The reduced share for the sales tax reflects in part the
increase in spending on services, which generally are
not taxed.
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Small Share of Individuals
Pays the Majority of Income Taxes
2004
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B California has a highly progressive personalincome tax
structure—that s, taxes as a percent ofincome rise as
one's income increases. Basic marginal personal in-
come tax rates range from 1 percent to 9.3 percent.

B |n 2004, taxpayers with income of $500,000 and over
accountedforabout 1 percentof returns, but 39 percent
of tax liabilities.

B The recent passage of Proposition 63, imposing
an additional tax of 1 percent on the portion of in-
comes above $1 million beginning in 2005, has likely
increased the tax share of high-income taxpayers
from that shown above.
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Sales Tax Rates Vary by County

County Rates
[]7.25%2
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8ncludes Stanislaus, Nevada, and Solano (7.375%).
Includes Fresno (7.975%).

B Sales taxes vary from county to county because of
the optional sales taxes that counties can choose to
levy.

B Sales tax rates can vary within a county as well, to the
extent cities and/or special districts adopt additional
optional taxes.

B County sales tax rates range from 7.25 percent in
counties with no optional taxes to 8.75 percent in
Alameda County, and the cities of Richmond (Contra
Costa County), Avalon (Los Angeles County), and
National City (San Diego County). The statewide aver-
age county rate (weighted by sales) is 7.94 percent.
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California's Income Tax Gap
Is in the Billions of Dollars Annually
2006-07

Tax Gap ($6.5 Billion)

Underreporting
of Income Underpayment
of Taxes

Tax Nonfilers

Personal and Corporation
Income Taxes Collected ($56.3 billion)

B The tax gap is defined as the difference between what
taxpayers owe and what is actually collected by the tax
agencies.

B |ndividuals represent about 85 percent of the income
tax gap and businesses the remaining 15 percent.

B |n addition to income taxes, there are also significant

tax gaps associated with sales and use taxes and
certain state excise taxes.
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State Tax Expenditures
Are Significant
2006-07

Revenues Tax Expenditure Programs

Personal Income Tax

Corporate Tax

Sales and Use Tax

Sales and
Use Tax

Corporate Tax

Personal Income Tax

B Taxexpenditure programs (TEPs) are special tax provi-
sions that result in lower tax liabilities and are used to
encourage particular activities, reward certain actions,
or provide tax relief.

B Broadly defined, TEPs represent foregone revenues of
roughly $40billionannually. This comparesto revenues
collected of about $90 billion.

B Currently, the largest income tax TEPs are the home
mortgage interestdeduction, the exclusionfromincome
of pension contributions, the exclusion of employer
contributions to health plans, and the special tax treat-
ment of S corporations.
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State Spending Growth Has
Resumed Following the Recession
In Billions
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B State spending declined in the early 1990s due to the
recession. During the rest of the decade, however,
spending grew rapidly—averaging 8.1 percent per
year for all spending and 9.3 percent for General Fund
spending.

B Spending was relatively flat following the 2001 reces-
sion, but growth has returned.

B Real per capita total spending, which controls for both
population growth and inflation, has averaged 1.9 per-
cent annually since 1992-93.
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The Mix of Total State Expenditures
Has Shifted

1966-67
Other K-12 Education
Transportation
Criminal Justice Higher Education
Health and

Social Services

2006-07

Other

K-12 Education
Transportation

Criminal Justice

Higher Education

Health and
Social Services

B The composition of total state spending (General Fund
plus special funds) has evolved over time. Health and
social services programs' share has increased over
the period while transportation's share has declined.
While a relatively small portion of the total, criminal
justice's share of the budget has nearly tripled.

M K-12 education remains the single largest program
area, accounting for almost a third of total spending.
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Education, Health, and Social
Services Dominate Spending
General Fund—2006-07

| Total: $101.3 Billion |

Other

Criminal Justice K-12 Education

Health and
Social Services

Higher Education

| Together, education, health, and social services account
for nearly 80 percent of total General Fund spending
in 2006-07.

B Education’s share of General Fund spending is over
$50 billion—around 50 percent.

B Health and social services represent the next largest
share of total General Fund spending at 29 percent
($29.3 billion).
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Annual Cost Per Participant Varies
Widely Among Major Programs

2006-07
Aver: t
Number of PereP:?t?c(i:;it
Participants
(In General Total
Thousands) Fund Government
Corrections
Adults 174 $36,600 $36,600
Youths 3 140,000 145,000
Education—Students?
K-12 5,957 $6,576 $11,264
Community Colleges 1,181 3,473 5,499
Csu 334 8,345 10,610
ucb 182 16,998 20,231
Health and Social Services—Beneficiaries
Medi-Cal 6,665 $1,836 $3,671
SSI/SSP 1,241 2,917 7,210
CalWORKs 1,191 1,582 4,257
Healthy Families 859 429 1,186
In-Home Supportive 378 3,522 10,549
Services
Regional centers® 212 9,840 15,259
Foster Care 75 5,677 21,159
Developmental centers 3 136,137 248,487

@ K-12 participants are in average daily attendance and higher education
participants are in full-time equivalents.

b Excludes medical schools.
€ Includes funds for the Habilitation Services Program.

B The costs shown are average amounts. The range is
especially large in the Medi-Cal program, as children
can cost around $1,000 a year while disabled nursing
home patients can cost about $70,000 annually.
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Most State Spending Is for
Local Assistance
General Fund—2006-07

State Operations Spending In Billions
Corrections and Rehabilitation $7.9
Infrastructure Debt Service 4.2
University of California 2.9
California State University 27
All Other 6.1

State Operations

Local Assistance

B Of the total $101.3 billion 2006-07 General Fund bud-
get, state operations comprise only about one-quarter
($23.8 billion). These state operationsinclude the vari-
ous expenses incurred at the state government level,
such as state employee salaries.

M In contrast, the remaining three-quarters primarily
involves local assistance—that is, monies spent at the
local level—including funds for education, health, and
social services programs.

B About three-fourths of General Fund state operations
isinjustfour areas: the Department of Corrections and
Rehabilitation, debt service, the University of California,
and the California State University system.
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Higher Education Represents Over
One-Third of State Employment

2005-06

uc

Corrections

Csu

Other

Resources/
Environmental Business, Transportation,
Protection Health & & Housing

Human Services

M 1n2005-06, the state employed the equivalent of 330,140
full-time staff at a salary cost of roughly $19.3 billion
(allfunds). Employeesin higher education represented
more than one-third of the total.

B The state has many positions that are authorized but not
filled. The current vacancy rate is about 13 percent.

B In the last 30 years, state employment has ranged
from a high of 9.9 employees per 1,000 population in
1977-78 to a low of 8.4 employees during the 1990s.
In 2005-06, there were an estimated 8.9 employees
per 1,000 population. On this basis, California ranks
48th among states in the level of state government
employees.
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State Costs for Retirement Benefits
Have Increased Sharply
General Fund (In Billions)
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M In 2006-07, General Fund costs for state employee
and teacher retirement benefits are an estimated
$3.7 billion.

B Unfunded liabilities of California's two largest state
pension systems currently total $45 billion.

B Weestimate that state government’s unfunded liabilities
for retiree health benefits are between $40 billion and
$70 billion or perhaps more. Under new governmental
accounting guidelines, actuaries will determine the
amount of this liability for the first time in 2007.



State BUDGET

Most Bond Debit Is for Education
General Fund Outstanding Bond Debt (2006)

All Other
Transportation

Criminal Justice K-12 Education

Resources &
Environmental
Protection

Higher Education

B As of September 2006, the state had $44.5 billion of
infrastructure-related debt outstanding. Of thisamount,
$36.7 billion involved general obligation bonds and
$7.7 billion was for lease-revenue bonds.

B K-12 education's share of total infrastructure-related
debtis $22.4 billion—or about 50 percent. Higher edu-
cation represents the next largest share at 17 percent
($7.7 billion).

B Prior to the November 2006 election, the state had a
total of $26.6 billion of voter-approved general obliga-
tion debt that was not issued. (About two-thirds of this
amount, however, hasbeen committedto projects.) This
is mostly in the areas of K-12 education, resources and
environmental protection, and stem cell research.

B The voters approved $42.7 billion in additional general
obligation bond debt in November 2006 which will be
sold in future years.



S7aTE BUDGET

Debt-Service Ratio Rising
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@Reflects deficit-financing bond payments from all sources.
PIncludes general obligation and lease-revenue bond payments.

B Thelevel of General Fund debt-service payments stated
asapercentage of state revenuesis commonly referred
to as the state’s debt-service ratio (DSR). This ratio is
used as one indicator of the state’s debt burden.

B The DSR for infrastructure bonds increased in the
early 1990s and peaked at 5.4 percent, before falling
back to below 3 percent in 2002-03. It stood at about
4.2 percentin2005-06, butis expectedtoincreasetoa
peak of 5.9 percent in 2010-11 as currently authorized
infrastructure-related bonds are sold in the future.

B When deficit-financing bonds authorized by the voters
in Proposition 57 are included, the DSR stood at about
5.5 percent in 2005-06, and will increase to a peak of
8.4 percentin2009-10 when the deficit-financing bonds
are scheduled to be fully repaid.



