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LETTER OF TRANSMITTAL

925 L Street, Suite 650 -
Sacramento, California 95814
February 27, 1980

THE HONORABLE WALTER W. STIERN, Chairman
and Members of the Joint Legislative Budget Committee
State Capitol, Sacramento

‘Gentlemen:

In accordance with the provisions of Government Code, Sections 9140-
9143, and Joint Rule No. 37 of the Senate and Assembly, I submit for your
consideration an analysis of the Budget Bill of the State of California for
the fiscal year July 1, 1980, to June 30, 1981,

The purpose of this analysis is to assist the committee in performing its
duties which are set forth in Joint Rule No..37 as follows:

“It shall be the duty of the committee to ascertain facts and make
recommendations to the Legislature and to the houses thereof concern-
ing the state budget, the revenues and expenditures of the state, and of
the organization and functions of the state, its departments, subdivisions
and agencies, with a view of reducing the cost of the state government,
and securing greater efficiency and economy.”

I am grateful to the staff of the Department of Finance and to the other
agencies of state government for their generous assistance in furnishing
information necessary for this report.

Respectfully submitted,

WiLLIAM G. HAMM
Legislative Analyst
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BUDGET OVERVIEW
I. SUMMARY

Expenditures v

The 1980-81 budget proposed by the Governor includes expenditures of
$24.0 billion from all state funds. Of this amount:

o $20.7 billion is from the General Fund. These expenditures are com-
posed of $4.1 billion for state operations, $0.3 billion for capital outlay
and $16.3 billion for local assistance (as defined in the budget).

» $3.1 billion is from special funds.

o $0.2 billion is from selected bond funds.

In addition, the budget provides for $9.3 billion in spending from federal
funds, and $6 4 billion in spending from nongovernmental cost funds in-
cludlng various public service enterprise, working capital and revolving
and retirement funds. Adding these components together, the total state
spending program amounts to $39.7 billion, including $33 3 billion of
spending from governmental funds.

Using this last measure—spending from all governmental funds—the
1980-81 budget is about 9 percent higher than estimated expenditures in
the current year. In total, the Governor proposes to spend about $1,431 for
every man, woman and child in California; or about $91 million per day.

Revenues

The budget is supported from a variety of different sources including
taxes, fees, bond proceeds, service charges and intergovernmental trans-
fers. The most important 1980-81 sources will provide:

¢ $19,362 million to the General Fund (including proposed transfers of

tidelands oil and other funds)

e $2,985 million to some 118 different special funds.

¢ $9,257 million to the state from the federal government. The state will

subvene most of these funds (55 percent) to local government.

Income from state sources—General Fund and special funds—is es-
timated to be $22,346 million. This is an increase of $1,777 million, or 8.6
percent, over 1979-80 and 26 percent above 1978-79 revenues.

The Department of Finance’s estimate of General Fund revenues—
$19,362 million for 1980-81—is $1,581 million, or 8.9 percent, higher than
estimated revenues in 1979-80. The percentage increase is well below the
growth rates achieved during the recent past, if adjustments are made for
changes in tax laws. This reflects the softer economy that the Department
of Finance anticipates in calendar year 1980.

A detailed discussion of the revenue estimates and the economic as- .
sumptions on which the budget is based begins on page A-28 of this over-
view.

Charts 1 and 2 show the relative importance of the state’s major revenue
sources and the primary expenditure programs through which these reve-
nues are spent.

Al




State Budget Picture

Chart 1

TOTAL TOTAL
REVENUES “ 1980-81 - EXPENDITURES

$220604°  io0% (in millions) (Excluding Selected Bond Funds)

P80 tniers) $23,847.6
—_ 0,

$22,346.4 (Total Income) 100%

INHERITANCE AND GIFT TAXES BUSINESS AND
TRANSPORTATION

2.6% ($568.8) \

OTHER

9.0% ($1988.4T e

/ 30.8% ($6,800.0)

(a4

SALES TAX/

33.4% ($7,365.0)

INSURANCE TAX
22% ($490.0)

A

MOTOR VEHICLE
LICENSE FEES
32% ($711.8)

BANK AND
CORPORATION TAX
127% ($2,800.0)

@ Based on budget as submitted, includes General Fund and special funds. Also includes $77.8 million
in proposed tidelands oil revenues which requires legislation.

PERSONAL INCOME TAX

fowf . HIGHWAY USERS TAXES
P sy 6.1% ($1,344.4)

5.7% ($1,356.0) \

PROPERTY
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5.5% ($1,323.2)

EDUCATION—K through 12

/ 30.8% ($7,344.4)

OTHER®
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5.2% ($1,240.1)
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b Other Revenues: € Other Expenditures:
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Chart 2
General Fund Budget Picture

GENERAL FUND 1980-81 GENERAL FUND
- REVENUES (in millions) EXPEND|T,URES .
’ $20,748.4

$19,062.4°  100%
299.4 (transfers)

$19,361.8 (Total Income)

100%
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St .
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14.3% ($2,723.0} . 33.4% ($6,926.2)
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15% ($303.7)

Liquor Taxes and Fees... 0.8% ($152.0) Resources
Horseracing Fees . 0.6% ($122.3) State and Consumer Services
Cigarette Tax .. 1.0% ($195.0} Business and Transportation

All Other ..o 4.0% - ($771.3) All Other ...

requires legislation.
0.9% ($198.4)
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Revenue Shortfall

Comparing revenues and expenditures from state sources (General
Fund and special funds), it is obvious that the state would spend $1.5
billion more than it will receive in 1980-81 if the Governor’s Budget is
approved. Looking only at General Fund revenues and expenditures, the
shortfall, or annual deficit, is estimated to be $1,322 million in 1980-81. This
would be the highest annual deficit in the state’s history. It is possible to-
incur such a deficit only because a surplus of $1,835 million is available
from prior fiscal years. After financing the proposed annual deficit in
1980-81, the year- end surplus on June 30, 1981 is estimated to be $513
mllhon

Prediction or Plan? ‘

It should be noted that the budget estimates of both expenditures and
revenues are. not predictions of what ultimately will happen, although
these estimates reflect countless predictions about expenditure rates, tax
payments, and other factors that are in part outside of the state’s control.
Rather, these estimates reflect the Governor’s fiscal plan—that is, what he
thinks revenues and expenditures ought to be, given all of those factors
that the state cannot control. It is certain that, between now and June 30,
1981, expenditures and revenues will be revised by the Governor, the
Legislature, changing economic conditions, changes in the behavior of
individuals and firms, and many other factors. Thus, actual revenues and
expenditures are likely to be different from the estimates contained in the
Governor’s Budget.

PI’OpOSIthh 4

Proposition 4, Wthh was approved by the voters on November 6, 1979,
becomes effective on the first day of fiscal year 1980-81. The proposition
places constitutional limits on the appropriation authority of both the state
and local governments.

The Governor’s Budget estimates the state’s 1980-81 appropriations
limit to be $16,760 million, which is $789 million higher than projected
appropriations subject to limitation ($15,971 million).

In arriving at this conclusion, the budget makes several key assumptions
about how various terms and provisions of the proposition will be inter-
preted. Our analysis of the 1980-81 Governor’s Budget employs different
assumptions in estimating the impact of Proposition 4 on the state. We
have calculated the state’s 1980-81 limit at $10,156 million, and 1980-81
appropriations subject to limitation at $9,697 million. Under these assump-
tions, the state’s appropriations limit would be $459 million higher than
projected appropriations subject to limitation.

The difference between' the two estimates of the state’s limit results
primarily from different assumptions regarding how state subventions to
local governments will be treated. This dlfference is discussed further in
Section II, Part F (see page A-25).

A-4




Our Analysis

In this Analysis, we report the results of our detailed examination of
each item contained in the budget. Based on this examination, we recom-
mend many reductions that we think are warranted and can appropriately
be made because: ' '

s A program’s objectives can be achieved at a lower cost to the state.

o Amounts requested have not been justified.

¢ A program or activity is not effective in achieving the purpose for

which it was created.

e A program proposed for funding has not been authorized by the

Legislature.

We also recommend augmentations to the budgeted amounts where
factors of legislative intent, inflation or workload have not been fully
recognized. We have made no attempt to tailor these recommendations
to achieve any specific overall spending level.

. EXPENDITURES‘

A. TOTAL STATE SPENDING PLAN :
Table 1 presents the principal categories of the state spending plan in
the 1978-79, 1979-80 and 1980-81 fiscal years. Included are expenditures
from the General Fund, special funds and bond funds totaling $24,004
million in 1980-81. When added to expenditures of $9,257 million from
federal funds and $6,415 million from nongovernmental cost funds, the |
total state spending plan as proposed by the-Governor amounts to $39,677
million. o
Table 1

Total State Spending Plan*®
(in millions)

Estimated 1979-80 Proposed 1950-81

Actual Percent Percent

y 1978-79 Amount =~ Change  Amount  Change

General Fund®.........ocoivnemecs, $16,2508 ~ $18,706.4 15.1% $20,748.4 109%
Special funds 29978 30456 325 30092 18

Budget Totals ......... ; $18,548.6 $21,752.0 17.3% $23,847.6 9.6%
Selected bond funds . . 196.4 3468 76.6 1567 548

State Expenditures.........c.ewines Ceveen $18,745.0 $22,098.8 17.9% $24,004.3 8.6%
Nongovernmental cost funds ............. 4772.8 5,703.8 19.5 6.415.3 125
Federal funds 7452.6 84154 129 92574 10.0

Total State Spending .........cccoeeuecreernns $309704  $36.217.0 169%  $39,677.0 9.6%

2 Based on amounts shown in the Governor’s Budget.
b Amounts shown include funds for local government fiscal relief.

Total state spending, as shown in Table 1, gives a rough estimate of
spending under the state’s auspices. It includes, however, some double-
counting. For example: (1) revolving fund expenditures may also show up
as expenditures in another budget item; (2) amounts spent from bond
proceeds are counted again when debt service is paid; and (3) federal
revenue sharing funds are counted before transfer to the General Fund
and again after transfer.

A-5




B. STATE BUDGET EXPENDITURES

That portion of the state spending plan financed by state revenues
deposited in the General Fund or special funds is usually referred to as
budget expenditures. Altogether, these expenditures comprise $23.8 bil-
lion, or 60 percent, of the $39.7 billion total state spending plan.

Table 2 presents the distribution of budget expenditures (General Fund
and special funds) among the categories of state operations, capital outlay
and local assistance, for the prior, current and budget years. (Detail on
bond fund expenditures is shown in a separate section, beginning on page
A-22). During this three-year period, the budget shows General Fund
expenditures growing by $4,498 million and special fund expenditures
growing by $801 million. In percentage terms, the increase in special fund
expenditures is 34.9 percent as compared to an increase of 27.7 percent in
General Fund expenditures. Rising expenditures for Shared Revenues,
Resources and Transportation programs, including the impact of Chapter
161, Statutes of 1979 (SB 620), account for much of the increase in special
fund expenditures.

Table 2
General Fund and Special Fund Expenditures by Function *
(in millions)
Estimated 1979-80 Proposed 1950-81
Actual Percent Percent
1978-79 Amount Change Amount  Change

General Fund:

State operations $3,062.9 $3,774.7 22%  $4,127.2 9.3%
Capital outlay 115.6 2329 1015 299.1 284
Local assistance 13,072.2 14,698.8 124 16,322.1 11.0
Totals $16,250.7 $18,706.4 15.1% $20,748.4 10.9%
Special Funds:
State operations $845.5 $1,219.9 43% $1,323.7 8.5%
Capital outlay 301.6 406.6 348 . 2816  —293
Local assistance ©1,150.7 14191 23.3 1,4879 48
Totals $2,297.8 $3,045.6 325%  $3,099.2 1.8%

 Based on amounts shown in the Governor’s Budget.

C. GENERAL FUND EXPENDITURES

Of the proposed $24 billion in 1980-81 spending from all state funds
(including bonds), the General Fund portion is $20.7 billion, or 86.3 per-
cent of the total.

Growth in General Fund Expenditures

Historical perspective is a useful tool in analyzing General Fund spend-
ing. Table 3 presents the amount and rate of increase in expenditures since
1973-74.

The proposed 1980-81 General Fund budget is nearly thrée times what
it was in 1973-74. During the seven years preceding the budget year, the
average annual rate of increase in expenditures was 19.1 percent. Thus it
would appear that the proposed increase is well below the norm. The level
of expenditures shown in the budget, however, is generally increased
during the subsequent 18 months. These increases may result from
amendments to the budget proposed by the Governor, budget augmenta-
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Table 3

Annual Growth in General Fund Expenditures

(in millions}

Amount
1973-74 7,295.7
1974-75 8,340.2
1975-76 9,500.1
1976-17 10,467.1
1977-78 11,685.6
1978-79 16,2508
1979-80 (Estimated) 18,706.4
1980-81 (Proposed) 20,7484

Percent

Increase
29.9%
143
133
10.2
11.6
39.1
15.1
109

_ tions made by the Legislature, or legislation that establishes new programs
or expands existing ones. These increases tend to be partially offset by
expenditure shortfalls which result when an agency is unable to spend the
full amount provided by the Legislature

Table 4 shows how General Fund expenditures have increased above
the levels shown in the Governor’s Budget, as submitted to the Legisla-
ture, during the past 7 years.

Table 4
Comparison of Budgeted and Actual General Fund Expenditures °

Budget as Actual __ Change
Year Submitted FExpenditures  Amount Percent
1973-74 $7,151.1 $7,295.7 $144.6 2.0%
1974-75 - 78119 8,340.2 528.3 6.8
1975-76 9,169.5 9,500.1 330.6 3.6
1976-77 10,319.7 10,457.1 1474 14
1977-78 11,822.3 11,685.6 -1367 —-12
1978-79 13,482.5 16,250.8 2,768.3 205
1979-80 17,088.1 18,706.4° 1,6183 95

 Source: 1973-74 to 1980-81 Governor’s Budget, Schedule 1.
Midyear estimate. :

The unusually large net increase of $2,768.3 million shown for 1978—79
was mainly due to fiscal relief legislation enacted in the wake of Proposi-
tion 13, which added over $4.4 billion to the budget as submitted.

Where Does the Money Go?

In 1973-74, state operations and capital outlay comprised 24 percent of
total General Fund expenditures. Local assistance (as defined in the
budget) made up the remaining 76 percent. In the 1980-81 budget, local
assistance accounts for 79 percent of General Fund expenditures, and state
operations and capital outlay account for 21 percent. The growth in local
assistance is displayed in Chart 3.

During this same seven-year period, local assistance has grown from
$5,529 million in 1973~74 to $16,322 million in 1980-81, an increase of 195
percent, while state operations and capital outlay have increased from
$1,770 million to $4,426 million, or by 150 percent. In effect, the budget
suggests that the state General Fund more and more is becoming a financ-
ing agency for local government. This can be seen in Chart 4, which shows
the distribution of General Fund expenditures among the three categories
in 1980-81.
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Chart 4

1980-81 General Fund Budget Structure
(Based on Budget as Submitted)
(in millions)

Total Expenditures
$20,748.4
- 100%

State Operations
$4,127.2
19.9%

Capital Outlay ——
$299.1 .
1.4%

N

Local Assistance
$16,322.1
78.7%

Local Assistance Versus Aid to Local Governments

The categorization of expenditures in the budget, however, is somewhat
misleading. This ‘is because local assistance, as defined in the budget,
encompasses programs more appropriately categorized as state opera-
tions. These programs, such as the Medical Assistance (Medi-Cal) pro-
gram, do not provide assistance to local government agencies. Rather,
they provide assistance to individuals, either directly or through various
intermediaries. Table 5 lists the major programs that our analysis indicates
are usually categorized as local assistance that do not provide aid to local
governments, and the amounts to be expended for each in 1980-81. :

By adjusting the distribution of expenditures among categories to re-
flect the true nature of these programs, it is possible to more accurately
compare the growth in state assistance to local governments with the
growth in state operated programs. On this basis, assistance to local gov-
ernments has actually increased 185 percent since 1973-74, rather than 195
percent as the budget implies. State operated programs have increased
182 percent since 1973-74, as opposed to the 150 percent arrived at using
the traditional budget categories. In other words, the proportion of the
General Fund budget expended for assistance to local governments has
actually remained quite stable over this seven-year period, mcreasmg
from 54.2 percent in 1973-74 to 54.5 percent in 1980-81. :
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Table 5
Programs Categorized as Local Assistance
That do not.Provide Aid to Local Governments
{in millions)

1980-81

Salaries of Superior Court Judges $28.0.
Contributions to Judges Retirement Fund 109
Medical Assistance Program ' 2,341.5
Developmental Services 4712
Mental Health (state hospital portion) 1845
SSI/SSP ' 1,310.3
Contribution to State Teacher’s Retirement Fund . 171.6
Senior Citizens Tax Assistance 27.0
Senior Citizens Renter’s Tax Relief ; 48.0
Renter’s Tax Relief 4180
Total $5,011.0

Controlling Expenditures Through the Budget Process

A large portion of the budget is not easily controllable through the
budget process because funding for many programs is provided by statute,
rather than by the Budget Bill. As Table 6 shows, expenditures of only $8.5
billion, or 41 percent, of the $20.7 billion in total General Fund expendi-
tures are authorized in the Budget Bill. A larger amount of expenditures—
$9.6 billion (or 46 percent), although included in the Budget Bill, is really
authorized by statute. Finally, $2.6 billion, or 12.6 percent of total General
Fund expenditures, does not even appear in the Budget Bill.

Table 6
1980-81 General Fund Expenditures in Budget Bill
{in millions)

Percent
Amount  of Total

Expenditures in the 1980-81 Budget Bill:
Statutory authorizations also included in the Budget Bill:

Education, K-12 $6,949.8 33.5%
Department of Social Services 1,415.6 6.8
Board of Governor’s—Community Colleges 08 —
Tax Relief . 1,242.7 6.0
Legislature ' . 35 —

Total, Statutory Authorizations - $9,6124 46.3%
Expenditures authorized in the Budget Bill 8,523.2 41.1
Total, Expenditures in the Budget Bill $18,135.6 874
Expenditures Not in the Budget Bill 2,612.8 126

Total, Expenditures _ $20,748.4 100.0%

D. SUMMARY OF MAJOR PROGRAM CHANGES

The State Budget has become increasingly dominated by programs in
the areas of health, welfare, and education. Approximately 83 percent of
proposed General Fund expenditures in the 1980-81 budget are for these
so-called “people programs.” Chart 5 illustrates the growth in General
Fund expenditures in these categories since 1973-74.

Not surprisingly, major program increases in the budget year are
proposed in the health, welfare and education categories. In part, this is
because existing law requires that spending for some 16 programs in these
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areas be increased during 1980-81 to compensate for increases in the cost
of living. These increases account for nearly $1.2 billion of the proposed
$2 billion increase in General Fund expenditures. As Table 7 shows, K-12
Education is responsible for one-fourth of the total growth in General
Fund expenditures. The Health and Welfare area accounts for another 44
percent of the growth.

The 1980-81 Governor’s Budget also proposes the addition of 1 ,7198 new
personnel-years representing a 0.8 percent increase from the current year.
A year ago, the Governor’s Budget proposed the elimination of 5,141
positions, but current data indicates there are 789 more positions in 1979-
80 than there were in 1978-79. Chart 6 illustrates the trends in state
employment since 1973-74, as well as the trends for specific functional
areas:

Table 7
~ General Fund Program Changes

1979-80 to 1980-81
{in millions)

Estimated  Proposed Change
1979-80 1950-81 Amount Percent

Health and Welfare:
Medi-Cal $2,104.7 $2,368.1 $263.4 12.5%
SSI/SSP grants......... 1,087.9 1,310.3 222.4 204
AFDC Grants 986.9 1,195.4 208.5 21.1
Mental health . 495.5 553.2 57.7 11.6
Developmental services ......, : 4409 485.9 45.0 102
Special social SErvice Programs .........c.issieense 156.9 195.4 385 245
Other, health and welfare ......... 657.6 724.5 669 102
Subtotals, Health and Welfare ...........ccccconvennennns ($5,930.4) ($6,832.8)  ($9024) (152%)
Education: o
K-12 $6,851.0 $7,3154 $464.4 6.8%
University of California 905.9 959.7 53.8 59
CSuC 8215 852.6 3L1 38
Community colleges: ‘ o 1,000.2 1,090.0 89.8 9.0
Other, education ..... 897 944 47 . 52
Subtotals, Education (89.6683)  ($103121)  (§6438)  (6.7%)
Corrections $53L.3 $540.2 $89 1.7%
Property tax relief 1,020.7 1,323.2 302.5 29.6
Employee compensation ©1404° 280.7 140.3 99.9
Capital outlay 232.9 299.1 66.2 284
All other 1,182.4 L1603 _ —221 -19
Totals $18,706.4 $20,7484 $2,042.0 10.9%

®In 1979-80, $535.9 million was appropriated for employee compensation. Of this amount, all but the
$140.4 million, mostly appropriated by SB 91 for retroactive pay increases, has been distributed to
individual budget programs.

In the sections that follow, we discuss the primary reasons for the ex-
penditure changes in the major programs listed in Table 6. Detailed infor-
mation on every state program is contained in the body of the Analysis.

Estimated  Proposed Change .
General Fund (in millions) 1979-80 1980-81  Amount Percent
Health Care Services: ‘ .
Hospital inpatient $770.2 $854.8 $84.6 11.3%
Professional services 507.9 618.6 1107 218
Nursing homes and intermediate care........ccooweore.- 323.8 ~ 3613 315 116




Chart 5
General Fund Expenditures

Billions By Major Program Categories

of 1973-74 to 1980-81
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@Totals for Health and Welfare include the Youth and Adult Correctional Agency which is being
proposed as a separate entity for 1980-81.
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Chart 6
State Employees (Personnel-Years)

State 1973-74 to 1980-81
Employees
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a. Approximately 97 percent of these personnel-years involve University of California or California
State University and Colleges positions.

b. Totals for Health and Welfare include the Youth and Adult Correctional Agency which is currently
being established.

¢ The Department of Industrial Relations, State Board of Control, Compensation Insurance Fund and
the Department of Food and Agriculture have been included in General Government for all years,
even though they were under what is now State and Consumer Services prior to the 1978-79 fiscal
~ year.
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Prescription drugs 94.7 104.2 95 10.0

Dental services 67.7 779 102 15.1
Other health care services 194.2 194.5 —69.7 —359
Subtotal, Health Care Services.............. ($19585)  (§2,141.3)  $18238 9.3
Other Medi-Cal costs 146.2 146.4 02 0.1
Provider rate increase — 80.4 804 N/A
Totals $2,104.7 $2,368.1 $263.4 125%

The state’s share of costs under the California Medical Assistance pro--

gram, commonly referred to as Medi-Cal, is estimated at $2,368.1 million
in 1980-81, which is a $263.4 million, or 12.5 percent, increase over the
current year. The total cost of the program, including the federal govern-
ment’s share, is estimated at $4.2 billion, an increase of $528.5 million, or
14.2 percent, over 1979-80. This rise is primarily due to the higher cost of
health care services. Inpatient hospital care, the single largest Medi-Cal
component of health care services, is slated to increase 11 percent in
1980-81, and other medical care providers are scheduled to receive an
increase for cost of living averaging 9 percent.

Average Monthly Medi-Cal Caseload
Estimated Proposed Change

) 1979-80 1980-81 Number - Percent

Public assistance 2,167,500 2,178,400 10,900 0.5%
Medically needy 349,850 374,700 24,850 71
Medically indigent 378,700 401,300 22,600 6.0

Totals 2,896.050 2,954,400 . 58,350 2.0%

A projected increase in caseload accounts for approximately $49 million
of the $263.4 million increase in Medi-Cal General Fund expenditures. The
public assistance category is expected to increase 0.5 percent, while the
medically needy and medically indigent categories will rise 7.1 percent
and 6.0 percent, respectively. The health costs of most recipients in the
medically indigent category are fully funded by the state.

Department of Social Services
Estimated - Proposed Change

General Fund (in millions) 1979-80 1980-81 Amount  Percent
SSI/SSP grants $1,087.9 $1,310.3 $292 4 20.4%
AFDC grants 986.9 1,195.4 208.5 211
Special social service programs ..............crireeiresinenns 156.9 195.4 385 24.5
County administration : 95.4 1011 5.7 6.0
All other (including SUPPOTt) ...oeeveveeveverieererereneerrivenns 516 - 56.1 45 87
Totals $2,378.7 $2,858.3 $479.6 20.2%

Total 1980-81 General Fund expenditures for the Department of Social
Services are proposed at $2,858.3 million, a $479.6 million, or 20.2 percent,
increase. Cash payments under SSI/SSP and AFDC, the state’s major
welfare programs, are estimated at $1,310.3 million and $1,195.4 million,
respectively. Total costs from all funds in 198081 are proposed at $5,164
million, an increase of $875 million, or 20.4 percent.

Cost-of-living increases provided to AFDC and SSI/SSP recipients will
total $511.3 million from General Fund. Of this amount, $172.1 million is
for AFDC and $338.9 million is for SSI/SSP. Total expenditures under the
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SSI/SSP program are expected to increase by $222.4 million, or 20.4 per-
cent. This includes: (a) $338.9 million for cost-of-living increases based on
a 14.65 percent change in the Consumer Price Index; (b) $21.0 million for
an increased caseload growth of over 13,000 and (c) $137.5 million in
offsetting savings due to increases in unearned income and other adjust-
ments.

AFDC costs are expected to rise by $208.5 million, or 21.1 percent. This
‘includes: (a) $172.1 million to provide a 14.65 percent cost-of-living adjust-
ment; (b) $38.0 million due to caseload growth of over 80,000 and (c) $1.7
million in offsetting savings.

Finally, special social service programs have been budgeted for a Gen-
eral Fund increase of $38.5 million, or 24.5 percent. This augmentation
includes an increase of $32.4 million for the In-Home Supportive Services
program.

Department of Mental Health

Estimated Proposed Change
1979-80 1980-81 = Amount Percent

General Fund (in millions) , $4954  $5532  $578  1L7%

. Total General Fund expenditures in 1980-81 for the Department of
Mental Health are proposed at $553.2 million, which is an 11.7 percent
increase over current year expenditures. Almost all of the increase is in
state assistance to local mental health programs: (1) $26.2 million to fund
a 9 percent cost-of-living adjustment; (2) $10 million to continue the
development of alternatives to hospitalization; and (3) $15 million to
achieve the goal of a 600-bed state hospital reduction by June 30, 1981.

State programs for the mentally ill are estimated to increase by only 3.6
percent, as increases in operating costs will be offset by a decline in
patients and a corresponding reduction in personnel services. The cost to
the General Fund to care for the 4,536 persons in state hospitals is estimat-
ed at $184.4 million, or over $40,600 per client per year.

Department of Developmental Services

Estimated  Proposed - Change ‘
1979-80 1980-81  Amount  Percent

General Fund (in millions) $440.9 $485.9 $45.0 102%

The Governor’s Budget proposes a 1980-81 General Fund expenditure
of $485.9 million for the Department of Developmental Services, an in-
crease of $45 million, or 10.2 percent. The most significant change is a $37.0
million, or 22.5 percent, increase in the Community Services program. In
state hospital programs, caseloads are expected to decrease by 487 deve-
lopmentally disabled clients and 578 mentally disabled clients. The budget
proposes a net departmental reduction in total positions of 694. Of these,
453 provide direct care and 168 provide indirect hospital services. The cost
to the General Fund to care for 8,351 developmentally- disabled persons
in state hospitals is estimated at $278 million, or over $33,300 per client per
year.
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K-12 Education

' Estimated - Proposed _ Change
General Fund (in millions): 1979-80 1980-81 Amount  Percent

Apportionments ‘ $5,772.4 $6,110.4 $338.0 59%
All Other 1,0787 1,205.1 1964 117
Totals ‘ $6,851.0 $7,315.4 $464.4 - 68%

The Governor’s Budget proposes a $464.4 million, or 6.8 percent, in-
crease in K-12 education General Fund expenditures. The largest dollar
increases are for apportionments ($388 million), expansion of the Master
Plan for Special Education ($51 million), and cost-of- hvmg adjustments for
categorical aid programs ($73.3 million).

Although General Fund support for K-~12 education is proposed to in-
crease 6.8 percent in 1980-81, total K-12 revenues on a per student basis
are expected to rise 7.8 percent. The larger percentage increase is due to
(1) a projected decline in average daily attendance and (2) an increase
in projected non-General Fund revenues (primarily property taxes).

Average Dally Attendance (ADA) and Revenues Per ADA
Actual Estimated Percent FEstimated Percent

ADA: 1978-79 197980 - Change  1980-81  Change
Elementary 2,761,786 2,733,500 -1.0% 2,716,700 —0.6%
High School 1,346,029 1,329,900 —-1.2 1,300,400 —2.2
Adults 163,366 179,100 9.6 196,200 9.5

Totals 4,271,181 4,242 500 -07% 4,213,300 —-0.7%

Revenues Per ADA:

General Fund $1,305 $1,615 23.8% $1,736 7.5%
All other SoUrces .....cco.eemerervvserserssnerens 925 887 —41 961 8.3
Total $2,230 $2,502 122% $2,697 7.8%

Postsecondary Education
Estimated = Proposed Changes

General Fund (in millions) 1979-80 1950-81 Amount  Percent
University of California $905.9 '$959.7 $538 5.9%
California State University and Colleges...........c....... 8215 8526 311 338
California Community Colleges........... . 10002 1,090.0 89.8 90

Totals, Postsecondary Education......... $2,727.6 $2,902.3 $174.7 6.4%

Total General Fund expenditures for Higher Education are proposed at
$2,902.3 million, an increase of $174.7 million, or 6.4 percent.

The Governor’s Budget proposes $959.7 million, in General Fund ex-
penditures for the University of California, a $53.8 million, or 5.9 percent,
increase. This does not include funds for salary increases other than merit
increases. Much of the spending growth is due to merit increases ($15.7
million), general price increases ($10.1 million), and enrollment growth
($8.5 million). Major program changes include: (1) $1.1 million for 92 new
Teaching Assistant (full-time equivalents), (2) $2.1 million to provide
state funding for the Student Affirmative Action Program, and (3) $5
million from the Capital Outlay Fund for Postsecondary Higher Education
(COFPHE) for special repair and maintenance.

Total General Fund expenditures for the California State University and
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Colleges (CSUC) are proposed at $852.6 million, a $31.1 million, or 3.8
percent, increase over 1979-80, not including salary increase funding.
Major augmentations include: (1) $3.6 million to enrich the student-fac-
ulty ratio and accommodate changes in student demand, (2) $2.4 million
for enrollment growth of 1,400 student full-time equivalents, and (3) a $1.0
million increase in-the Student Affirmative Action Program. -
The Governor’s Budget proposed General Fund expenditures for the
- California Community’ Colleges of $1,090.0 million, an increase of $89.8
million, or 9.0 percent. The increase in apportionments of $86.8 million is
required by the formula contained in AB 8 (Chapter 282/1979). An in-
crease of $2.7 miillion is proposed to increase Extended Opportunity Pro-
grams and Services (EOPS) aid to disadvantaged students.

v Enrollment

{Full-time Equivalents)
i _Estimated 1979-80 Estimated 1950-81
Actual Percent Percent

1978-79 Number Change = Number  Change
University of California: :

General campuses ................cwivniieic 107,710 107,136 —0.53% 108,773 1.5%
Health sciences , 11918 12,405 4.09 12,716 _24
Totals........... , 119,628 119,541 007 121489 16
csuc I 299371 929,350 ~001 930,750 06
California Community Colleges (ex- .
pressed in ADA) oo 634,895 697,000 978 715,000 26

Department of Corrections

Estimated  “Proposed Change
1979-50 1980-81 Amount . Percent

General Fund (in millions) o $3025 $328.3 $258 85

- The Governor’s budget proposes a General Fund expenditure increase
of $25.8 million, or 8.5 percent, for the Department of Corrections. Over
- $14.4 million of the growth in expenditures is intended to increase the bed
capacity. The average number of persons in the state’s prisons is expected
to rise from 23,760 in the current year to 25,040 in 1980-81, a 5.4 percent
increase. The budget also proposes $5.6 million for increased workers’
compensation cost, and $1.4 million for increased security. The average
incarceration costs to the General Fund per prisoner is estimated at
$11,178 per year.

Tax Relief ‘
‘ Estimated ~ Proposed Change

General Fund (in millions) 1979-80 198081 - Amount  Percent
Senior citizens’ property tax assistance ................. $24.5 $27.0 $2.5 10.2%
Senior citizens’ property tax deferral ... C 42 45 0.3 7.1
Senior citizens’ renters’ tax relief ....... 44.0 480 40 9.1
Personal property tax relief ............ 2106 4668 . 256.2 . 121.7
Homeowners’ property tax relief ..........cocumes 3380 3440 6.0 18
Open space 140 140 — —
Subventions for tax losses 23 0.8 -15 —652
Renters’ tax relief 383.0 4180 35.0 91
Substandard Housing 0.1 0.1 — -
Totals ; $1,020.7  $1.323.2 $302.5 29.6%
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The passage of Proposition 13 cut state tax relief expenditures almost in
half, from $1.5 billion in 1977-78 to $778 million in 1978-79. In 1978, legisla-
tive changes in the senior citizens’ assistance programs increased tax relief
cost. In 1979, further increases were enacted. The renters’ credit was
increased from $37 per qualified renter to $60 for single renters and $137
for married couples. The change in the renters’ credit will increase tax
relief costs for both the current and budget years. Also in 1979, legislation
was adopted which increased the business 1nventory exemption from 50
percent to 100 percent. v

Proposed expenditures for tax relief programs for 1980-81 total $1,323.2
million, an increase of $302.5 million, or 29.6 percent, over 1979-80. The
complete exemption of business inventories results in an increase of $256.2
million, or 121.7 percent, in personal property tax relief. This represents
85 percent of the growth in total tax relief expenditures from1979-80 to
1980-81.

Employee Compensation
Actual ~ Estimated = Proposed Change

(in millions) 1978-79 1979-50 1980-81 Amount Percent
General Fund $45.1 $535.9 $280.7 $—-255.2 —47.6%
Special funds . 8.6 1308 70.8 —60.0 —459
Nongovernmental cost funds ........... 17 167.9 75.7 —92.2 - ~54.9

Totals $55.4 $834.6° $4272 . $—-4074 ~48.8%

a. Includes $207.6 million for SB 91 retroactive salary increases.

In 1978-79, no cost-of-living salary increase was provided for most state
employees. The increase in compensation in 1978-79, $55.4 million, repre-
sents the cost of increased health benefits ($30 million), judicial salary
increases ($1.6 million) and increased employer retirement contributions.

The Governor’s Budget for 1979-80 did not include funds for compensa-
tion increases for any state employees other than $1.7 million for judges.
The Legislature augmented the budget by $625.3 million to provide for:
(1) an average salary increase of 15 percent for most state employees, (2)
a 20.6 percent salary increase for highway patrolmen, and (3) mainte-
nance of the present state contribution ratio whereby the state pays 100
percent of the health insurance premium cost for its employees and 90
percent of the premium cost for the employees” dependents. The Gover-
nor reduced the augmentation by $227.7 million but his veto was overrid-
den by the Legislature.

SB 91 (Chapter 192, Statutes of 1979) provided a lump-sum payment to
all state employees as of July 2, 1979, equal to the compensation the em-
ployee would have received had a 7 percent increase been approved
effective. October 1, 1978. The act appropriated $207.6 million ($134.5
million General fund, $30.8 million special funds, and $42.3 million in
nongovernmental cost funds) to finance the lump sum payments. These
payments are the subject of litigation. The $207.6 million is part of the
$834.6 million cost of employee compensation increases shown for 1979-80.
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The 1980-81 Governor’s Budget contains $427.2 million for state em-
ployees compensation increases, including $280.7 million from the Gen-
eral Fund. This amount is sufficient to provide an average increase of 9
percent. The distribution of these funds has not been specified.

Capital Qutlay \
Estimated  Proposed Change

(in millions) 1979-80 1950-81 Amount Percent
General Fund $232.9 $299.1 $66.2 $28.4%
Special funds 406.6 2876 -119.0 —29.3

Totals $639.5 $586.7 $-52.8 —83%

M’ajor Capital Qutlay Programs: 1980-81

General Fund Special Funds
Department of Corrections ...........cceweuree. $133.1  Department of Transportation............ $155.0
Department of Developmental Services 704 Department of Water Resources........ 28.3
Department of General Services ............ 478  Higher Education ............ ineeseressossrtnonse 424
Department of Mental Health ................ 219 Legislature 210
All other 259  All other . 409
Total $299.1 Total $287.6

General Fund capital outlay expenditures of $299.1 million are proposed
for 1980-81, a $66.2 million, or 28.4 percent, increase. Of the total, 45
percent, or $133.1 million, is designated for new prison facilities, while
$70.4 million and $47.8 million are proposed for state hospital projects and
state office buildings, respectively. Over one-half of the special fund capi-
tal outlay expenditures ($155 million) is for the Highway Transportation
program. ‘

The 8.3 percent decline in total capital outlay expenditures that the
budget projects in 1980-81 is unlikely to occur. The 1979-80 estimates of
special fund capital outlay expenditures are probably too high because the
budget assumes that projects will proceed at a faster rate than is realistic.

State-Mandated Local Programs

Actual Estimated ProposeH Change
1978-79 197980 195081 Amount Percent

General Fund (in millions) ............ceowrcoene $543  $l012  $263  $151  1236%

In 1972, the Legislature enacted Chapter 1406 (SB 90) which required
the state to reimburse local government for the cost of any state-mandated
programs. Since that time, disclaimers have been included in certain bills
exempting them from the provisions of SB 90. However, Article XIII B of
the Constitution, as approved by the voters in November 1979, elevated
the reimbursement of state mandates from a statutory to a constitutional
requirement. It also limits the validity of disclaimers.

The cost of state-mandated local programs has risen significantly in
recent years. In 1973-74, reimbursements totalled $3 million. These reim-
bursements are expected to reach $226.3 million in 1980-81, an increase.
of $125.1 million, or 123.6 percent, over the current year level. Board of
Control awards on SB 90 claims relating to recent statutes account for most
of this increase, as shown below.
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Chapter/ : ’ Amount

Year Description (in millions)
- 89/1974 Retirement credit for sick leave (teachers) $29.0
1215/1974  School attendance review boards 15.5
1398/1975  Retitement credit for sick leave 82
593/1975  Jury duty for teachers 2.0
961/1975 - Collective bargaining in schools _ ' 25.0
1275/1975 Eminent domain 15
978/1976 - Bilingual education ' 232 -
1146/1977 - Animal euthanasia 6.0
— Other State Mandates . . 87
Total : $125.1

The Governor’s Budget cites four problems with the current reimburse-
ment process: -

1. The lack of a defined process for evaluating the need to continue
prev10usly mandated activities (that is, the absence of a “sunset provi-
sion”

2. The Board of Control has the authority to review all local govern-
ment claims for reimbursement whether there is or is not. disclaimer
language in the statute. The Legislature no longer has the ability to deter-
mine which level of government should bear the cost of legislation.

3. There is no way to reflect wmdfall savings to local government as an
offset against state costs.

" 4. Legislation which passed on the assumptlon that it would not in-
crease costs, may be determined by the Board of Control to contain a

mandate.

Administration’s Toxic Substances Proposal _
Proposed

(in millions) 1980-81
General Fund : $4.5
Special funds 0.6
Federal funds .. . 06
Total $5.7

The Administration proposes to increase the state’s effort in controlling
toxic and hazardous materials in the environment by improving state
activities relating to: (a) transportation and disposal of hazardous wastes,
(b) emergency response to toxic incidents, (c) control of airborne toxic
substances, (d) identification of health hazards through a chemical envi-
ronmental epidemiology program, and (e) procedures for informing
workers of exposure to potentially dangerous substances.

'The Administration intends to accomplish these activities through
budget and legislative proposals and by executive order. The Governor’s
Office indicates that legislation will be introduced to enact necessary
statutory changes. In addition, on February 11, 1980 the Governor issued
an executive order to establish a Toxic Substances Coordmatmg Council
consisting of representatives from seven state agencies and departments
currently involved in regulating toxic substances. The purpose of this
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council would be to coordmate enforcement strategies and eliminate du-
plication.

Budget Proposal. Page A-17 of the Governor’s Budget indicates that
the Administration proposes-a total of $6,295,272, all funds, and 134 posi-
tions to implement its proposal in-1980-81. However, our analysis of
changes proposed in individual items of the Budget Bill indicates that a
total of $5,759,902, all funds, and 135 positions has been proposed. The
following table identifies proposed funding, by department, and our rec-
ommendations as set forth in this Analysis. We discuss each of these recom-
mendations in detail in our analysis of the individual budget items.

Total Funding
for Toxic Substances Proposal

1980-81
: Budget Bill Analyst
Item Agency and Function Amount  Positions  Amount  Positions
4 Office of Emergency Services
(1) Emergency response ... $95,162 3 $55,322 L5
(2) Protective equipment $199,770 - — =
(Subtotal) ($294,932) (@) ($55.322) (15)
121 Office of State Fire Marshal
(1) Training 317,316 3 .- —
186  California Highway Patrol , o '
(1) Vehicle and terminal inspections........ 294,123 9 294,123 9
205  Solid Waste Management Board '
(1) Abandoned site search ......ccconerrrrennns 335,000 —_ 335,000 —
208 & Air Resources Board :
213 (1) Air Pollution Control.....cccoomrceeuenerrnniiie 692,851 - 185 692,851 18.5
(2) Research...... 200,000 —_ 200,000 -
(Subtotal) (892,851) (185)  (892,851)  (185)
272 Water Resources Control Board
(1) Water monitoring 264,512 2 264,512 2
(2) Enforcement and site closure............... 624,440 17 374,440 10
(3) Policy development.........cccvvvivrerernsenns 97,219 35 97219 35
(Subtotal) 4 (986,171) (®5)  (736,171) (15.5)
284  Department of Health Services :
(1). Site- INSPECHONS ....cvovecrrcrsvivsnirerncrerneans 816,824 22 816,824 22
. (2). Abandoned site search . 387,400 23 186,065 16
(3)- Epidemiological studies 632,164 13 316,082 6
(Subtotal) (1,836,388) (58)  (1,318971) (44)
424  Departient of Industrial Relations
(1) Coordinating council.........ccceeeernnrrrvvnen. 86,634 2 —_ -
(2) Occupational programs 716487 19 716,487 _ 19
(Subtotal) (803,121) (21) (T1648T) (1)
Total $5,759,902 135 $4,348925 107.5
General Fund 3,712,529 2,301,552
Hazardous Waste Contro]Account Gen-
eral Fund 816,824 816,824
Motor Vehicle Account, State Transpor- i : .
tation Fund . 294,123 294,123
Air Pollution Control Fund.......... . 86500 86,500
Environmental License Plate Fund ...... 200,000 200,000
Federal funds 649926 649,926
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As the table indicates, we are recommending a total reduction of
$1,410,977 and 27.5 positions. This will leave a total of $4,348,925 and 107.5
positions to carry out the Governor’s proposal. In addition, we are recom-
mending that legislation be enacted to authorize the Solid Waste Manage-
ment Board to study alternatives to land disposal of hazardous waste. The
budget proposes that the Office of Appropriate Technology undertake
this study.

In general, the Administration’s proposal empha51zes the control of
hazardous wastes from their point of origin to their disposition at waste
disposal sites. It appears, however, that increasing the difficulty of dispos-
ing of such wastes through legal procedures may result in more illegal
disposal. We believe that, along with the regulatory features of the budget-
ed programs, the Legislature should consider alternatives for providing
disposal sites in a sufficient number of suitable locations in order to facili-
tate proper disposal of wastes.

E. GENERAL OBLIGATION BONDS

Bond Categories

General obligation bonds are debt instruments which are backed with
the full faith and credit of the state. California’s general obligation bonds
are grouped into three categories, depending on the extent to which debt
service is assumed by the state:

(1) General Fund Bonds. -The debt service on these bonds is fully paid

by the General Fund.

(2) Partially Self-Liquidating Bonds. The only program falling into
this category is school building aid. Prior to 1978-79, debt service on
these bonds was paid in part by the state and in part—depending
on local assessed valuations—by local school districts. Assessed
valuations have now reached such a level that the state has been
relieved of any debt service payments.

(3) Self-Liquidating Bonds. Redemption and interest costs are paid
entirely from project revenues. However, should such revenues
ever fail to cover the required debt service, the state would have
to make up the difference.

Agencies of the state also issue revenue bonds. These are not however,
general obligation issues, as only the revenue generated from the financed
project is pledged as security. This type of debt instrument has been used
by the state to finance the construction of bridges, fair facilities, dormito-
ries and parking lots. Revenue bond totals are not included in this sum-
mary.

Table 8 provides detail on the three categones of general obligation
bonds. As of December 31, 1979, the state had over $1.3 billion in unsold
bonds, or $610 million, or 31.6 percent, less than the total on December
31, 1978. Of the authorized bonds already sold ($9.36 billion), the state has
retired $3.26 billion, leaving $6.1 billion outstanding. During the 1979
calendar year no new general obligation bond measures were passed by
the Legislature.
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Table 8
General Obligation Bonds of the State of California
As of December 31, 1979
(in thousands)

General Fund Bonds: Authorized Unsold  Redemptions Outstanding
State construction $1,050,000 — $576,050 $473,950
Higher education construction ................. 230,000 - 102,290 127,710
Junior college construction . 65,000 — 27,500 37,500
Health science facilities construction ...... 155,900 — 19,545 136,355
Community college construction .............. 160,000 - 35,250 124,750
Beach, park, recreation and historical )

facilities 400,000 $65,000 94,500 240,500
Recreation and fish and wildlife................ 60,000 —_ 17,500 42,500
Clean water : 875000 510,000 72,750 299,950
Safe drinking Water .............usereomeersssesrones 175,000 145,000 — 30,000
State, urban and coastal parks.................. 280,000 155,000 5,750 119,250

Subtotals ($3450,000)  ($875,000)  ($951,135)  (§1,624,765)

Partially Self-Liquidating Bonds:

School bullding aid.......oeoermsmrr $2,140000  $65,000  $1,095670  $1,049,330

Self-Liquidating Bonds: -

Water resources development .........ccccoee.. $1,750,000 $180,000 $52,750 $1,517,250
Harbor bonds 89,303 - 57,453 31,850
Veterans’ farm and home building ......... 3,250,000 200,000 1,172,725 1877275

Subtotals ($5,089,303)  ($380,000) ($1,282,998)  (33,426,375)

Totals, All General Obligation Bonds .......... $10,680,203  $1,320,000 $3,259,733 $6,100,470

Proposed Bond Issues
Two major bond issues are on the June 1980 ballot.

Legislstion  Chapter Amount
_Parklands and Renewable Résources Investment Program
_ Act SB 547 : 9 $495 million
" Veterans Bond Act of 1980 AB 1963 1 $750 million

.. The $495 million Parklands and Renewable Resources bond proposal
would provide funds (1) to acquire and develop state and local parklands
and historical resources, (2) to finance fish hatchery projects and (3) to

fund waste water reclamation and other water conservation measures.
The $750 million veterans bond proposal would provide funds to contin-
ue the Veterans Farm and Home Purchase Program. This act would also
reserve $75 million of the proceeds of bond sales for two years to fund the
installation or improvement of prescribed solar energy devices.

Bond Program Sales

Table 9 shows general obligation bond sales.on a fiscal year basis for the
past, current, and budget years. Two programs—clean water and veter-
ans’s farm and home building—represented 84 percent of 1978-79 sales
and account for most of the new general obligation bond indebtedness in
both 1979-80 and 1980-81. .

Table 9 indicates that bond fund expenditures will rise dramatically in
1979-80 (a 77 percent increase over 1978-79) and then drop sharply in
1980-81 (a 55 percent decrease from 1979-80). By historical standards
neither is likely to occur. Instead, it is almost certain that the estimate for
the current year, like previous midyear estimates, is greatly overstated.
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Table 9
General Obligation Bond Sales
1978-79 to 1980-81

(in miilions)
Actual - Fstimated  Proposed
. ’ 1978-79 1979-80 1950-81
Beach, park, recreational and historical facilities ......civoovvvonnar $45 $25 $40
Clean water . 75 105 160
Safe drinking water — C— 25
State, urban, and coastal parks 40 25 80
Subtotals; General Fund Bonds ($160) ($155) ($305)
School building aid * _— 65 —
Water resources development ® — — 10
Veterans’ farm and home building ® 375 400 75
Totals $535 $620 $390°¢

2 Debt service presently paid entirely by school districts.
b Debt service paid from program or project revenues.

¢ Department of Finance projections of $720 million include another $330 million in sales from bonds not
) yet approved by the voters: $250 million for veterans’ farm: and home building and $80 million for
Parklands and Renewable Resources Investment Program Act.

Each of the last five midyear estimates of bond fund expenditures has
turned out to be too high. On the average, the midyear estimates have
been twice the level of the actual expenditures. For example, the 1977-78
and 1978-79 midyear estimates were $436 million and $406 million, respec-
tively, while actual expenditures in those years were $157 million and $196
million, respectively.

The failure of the budget to give a realistic picture of bond expenditures
makes inter-year bond program comparisons invalid and distorts total
expenditure comparisons. More realistic scheduling of new projects and
those already authorized, particularly in the parks and recreation area,
would result in more accurate midyear estimates and, consequently, im-
proved interyear comparisons.

‘General Fund Debt Service

Table 10 projects the amount of debt service to be paid on bonds fully
supported by the General Fund through 1982-83. Debt service for the
budget year will increase $23.9 million, or 12.1 percent, over the current
year. All of the debt service estimates in Table 10 are based on specific
estimates of anticipated future bond sales. If additional sales occur, the
amounts needed to retire General Fund debt will increase accordingly.

Table 10
General Fund Debt Service -
1978-79 to 1982-83°
(in millions) .
Percent Change Anticipated®

from Future

Debt Service®  Previous Year Sales

1978-79 : : $185.8 11.9% —
1979-80 198.3 . 6.7 " 8155
1980-81 2222 12.1 305
1981-82 260.8 174 200
1982-83 286.3 9.8 200

# All figures are estimates except for 1978-79.
b Includes estimated debt service only on bond issues already authorized by the electorate.
€ An average interest rate of 7.0 percent is assumed on future sales.
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Also interest rates paid on bond sales will tend to rise slightly because one
rating service recently reduced the rating of state general obligation
bonds from AAA to AA.

Selected Bond Fund Expendltures

Even after General Fund bonds are sold, the Leglslature must still
appropriate the proceeds from an issue for specific projects. These appro-
priations, referred to as selected bond fund expenditures, are identified in.
Schedule 3 of the Governor’s Budget. Table 11 groups them according to
the source of funding.

Table 11
Selected Bond Fund Expenditures

1978-79 to 1980-81
(in thousands)

Actual Estimated . Proposed
1978-79 1979-80 1980-81

State Construction : $29 - -

Higher Education Construction 11,866 $399 —
Health Science Facilities Construction ... 17,093 5,022 $1,295
Community College Construction 1,183 2,960 -
Beach, Park, Recreational, and Historical Facilities............ 27,013 59,842 8,282
Recreation and Fish and Wildlife 2,556 4,829 —
Clean Water 72,838 94,800 95,469
" Safe Drinking Water 13,087 36659 - 36,753
State, Urban, and Coastal Parks 50,692 142279° 14,902
Coastal Conservancy — — —
“Totals . $196,357 $346,790* . $156,701
? Includes $14,750 thousand which represents a federal reimbursement to the State, Urban, and Coastal
Park Fund.

F. PROPOSITION 4

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

o It places a limit on the year-to-year growth in tax-supported appro-

___priations of the state and individual local governments.
o It precludes the state and local governments from retaining surplus

““““““““ “funds.
e It requires the state to reimburse local governments for the cost of
certain state mandates.

Spending Limit

Proposition 4 seeks to limit the spending of government entities by
establishing a limit on the level of tax-supported appropriations in each
fiscal year. The initiative establishes a base-year limit for 1978-79, and
adjusts this limit in subsequent years for changes in inflation and popula-
tion. Once established, the limit increases (or decreases) independently
of actual government spending.

Not all appropriations are covered by the initiative’s provisions. Proposi-
tion 4 limits only appropriations from tax revenues, such as revenues from
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property, sales, personal income and corporate franchise taxes. Appropria-
tions financed from non-tax revenues—such as federal funds, user fees and
oil revenue—are not limited by Proposition 4.

The initiative also exempts from the limits of both the state and local
governments appropriations made for the following purposes: (1) debt
service, (2) benefit payments, (3) federal or court mandates, (4) invest-
ment funds, and (5) refunds of taxes. In addition, Proposition 4 exempts
from the state limit state subventions to local governments. After allowing
for these exemptions, the remaining appropriations of tax revenues are
subject to the limit.

Determination of the State’'s Limit

Table 12 summarizes the calculations of the state’s Proposition 4 limit,
as contained in the 1980-81 Governor’s Budget (pages A-26 to A-29). The
budget proposes appropriations subject to limitation in 1980-81 of $15,971
million, which is $789 million less than the projected appropriations limit
of $16,760 million.

Table 12
Impact of Proposition 4 on State Appropriations
As Shown in the Governor's Budget
{in millions)

Inflation and
1978-79 - Population Adjustment — 1980-81
Appropriations Limit $13,494° 24.2%" $16,760
Appropriations Subject to Limitation ...t 13,494° — 15,971

Additional Allowable Appropriations - $789

2 The base year (1978-79) “appropriations limit” is equal to the total of “appropriations subject to limita-
tion” for 1978-79. From then on, the limit is adjusted annually by changes in CPI and population, and -
thus is determined independently of any legislative authorizations or actions.

® This adjustment accounts for changes in CPI and population over a two-year period. Since Proposition
4 is not effective until 1980-81, no limit is shown for 1979-80.

The calculations in the budget are based on several assumptions as to
how key provisions of the initiative will be (or can be) interpreted. The
assumptions used in the budget differ significantly from those we used in
our earlier analysis of Proposition 4. (Anr Analysis of Proposition 4: The
Gann “Spirit of 13” Initiative (#79-20), December 1979.) Under our as-
sumptions and interpretations, the state’s 1980-81 limit would be consider-
ably smaller. As Table 13 shows, we estimate the 1980-81 limit at $10,156
million. Our estimate of appropriations subject to limitation ($9,697 mil-
lion) is also less than the projected limit, although the margin is less than
the $789 million projected in the Governor’s Budget.

Table 13
Impact of Proposition 4 on State Appropriations
As Calculated by Legislative Analyst
{in millions)

Inflation and
1978-79 - Population Adjustment  1980-51
Appropriations Limit $8,053 -26.1% $10,156
Appropriations Subject to Limitation ... 8,053 - 9,697
Additional Allowable Appropriations............cuc.... — $459
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The major differences between the Governor’s assumptlons and ours
are summarized below.

Subventions. The initiative states that state subventions for the use
and operation of local government are counted in the local base. Based on
Legislative Counsel opinions, we have assumed that the term will be
interpreted broadly to include all direct state payments to local govern-
ments. The budget, on the other hand, assumes that subventions will be
interpreted more narrowly to include only general purpose state assist-
ance to localities (for example, tax relief, a portion of K-12 educational
apportionments and shared revenues).

As Table 14 illustrates, the assumptions reflected in the budget result in
a higher state base and a lower overall local base. The impact of including
a larger proportion of state aid to localities in the state base depends on
whether this aid is expected to grow faster or slower than the appropria-
tions limit. For instance, including a fast-growing program such as Aid to
Families with Dependent Children (AFDC), in the state base might in the
future force the state to restrict the growth in other expenditures in order
to accommodate higher AFDC expenditures within its limit. Conversely,
if such payments are included within the local base, other local expendi-
tures may have to be restrained in order to stay within the local limits.

Table 14
- Reconciliation of 1980-81 State Appropriations
Subject to Limitation

{(in millions)
1950-81
Appropriations
' : Subject to Limitation

Legislative Analyst Estimate $9,697

Additions-to the State Base: i
Subventions (+5,110)
K-14-(categorical and Serrano spending) +2,909
Department of Social Services (pnmanly AFDC DAymMents) ....ooovuvmmsvrsssrnes +1,504
Other +697
Non-tax proceeds ‘ +822
PERS debt +175
Other ” +167
Governor’s Budget Estimate ‘ $15,971

Non-tax Proceeds. The initiative provides that appropriations from
user fees and other non-tax revenues are not subject to limitation. The
budget proposes, however, to include appropriations from non-tax reve-
nue sources (except for Federal Revenue Sharing and Capital Outlay
Fund for Public Higher Education) in the state base, in order to eliminate
the need for new accounting procedures. These appropriations would
increase the state base by $822 million.

Other. The remaining difference ($342 million) between the two esti-
mates consists of: (1) $175 million in Public Employees Retirement System
(PERS) debt which the initiative allows to be excluded from the state
base, and (2) $167 million due to all other differences.

The large difference between the two estimates suggests the need for
some legislative clarification of the proposition’s language. The budget
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makes a limited number of recommendations along these lines. We be-
lieve, however, that there are other issues which the Legislature may wish
to resolve, rather than leave to judicial resolution. Consequently, we have
‘'made more extensive recommendations in our report on Proposition 4 to
aid the Legislature in its task of interpreting and clarifying the initiative,
in order that the state and local governments can have the means to fulﬁll
and enforce the provisions of Proposition 4.

Under either set of assumptions, however, it does not appear as if the
state will be constrained by Proposition 4’s lumts in the near future.

ll. REVENUES

" A. SUMMARY

Table 15 summarizes the growth of General Fund revenues in recent
years, and presents the estimates in the Governor’s Budget for General
Fund revenues in the current and budget years. The table shows that:

o Prior year (1978-79) General Fund revenues totaled $15.2 billion, or
11.1 percent ($1.6 billion) above the level of receipts in 1977-78.

o Current year (1979-80) General Fund revenues are estimated to
reach $17.8 billion, 16.8 percent ($2.6 billion) over collections in the
prior year.

e Budgetyear (1980-81) General Fund revenues are prOJected to total
$19.3 billion, an increase of 8.5 percent ($1.5 billion) over the current
year level.

Revenue Growth Trend Slowing

On the surface, these estimates imply a very uneven pattern of revenue
growth during the period 1977-78 through 1980-81. However, as Table 15
also shows, these figures distort the underlying growth trend of General
Fund revenues because they include the effects of the $700 million one-
time personal income tax credit provided by AB 3802 (Chapter 569, Stat-
utes of 1978). Excluding this one-time credit, the table indicates that
General Fund revenue growth would have gradually tapered downward
from the record 20.3 percent gain in 1977-78 to 16.2 percent in 1978-79,
11.9 percent in 1979-80 and 8.4 percent in 1980-81. As further shown in the
table, a slightly less pronounced but steady downward growth trend would
still exist even in the absence of the income tax indexing provisions pro-
vided for by AB 3802 (Chapter 569, Statutes of 1978) and AB 276 (Chapter
1198, Statutes of 1979).

Thus California’s underlying General Fund revenue growth trend
clearly appears to be slowing after having peaked in the 1976-77 through
1978-79 period. This was a time when California enjoyed a “boom” econ-
omy as revenue-related economic indicators: like' employment, taxable
sales and corporate profits all registered record gains. In contrast, the
expected slowing in 1979-80 and 1980-81 revenue growth reflects both the
slowing of economic activity experienced in 1979 and the widely anticipat-
ed 1980 recession.
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Table 15
General Fund Revenue Growth Trends for
Selected Years
{in millions)

Growth Over Prior Year
Excluding: Excluding Indexing
Under One-Time 1978 and One-Time
: Evisting Law . . __Tax Credits® 1978 Tax Credits®
Dollar Dollar * Percent Dollar Percent Dollar Percent

Receipls Amount = Change  Amount  Change  Amount Change
$8,617 $890 115% — — R— —
9,613 996 11.6 — — — —
11381 1768 184 — - - —
13,695 2314 20.3

15219 1,524 11.1 $2,214 162% $2,484 18.1%
17,781 2,562 16.8 1,887 11.9 2,282 14.1
19,284 1,503 8.5 1,488 84 2,263 12.3

# In computing 1974-75 revenue growth, the 1973-74 revenue base has been adjusted to exclude the effects
of the one-time six-month reduction in the sales and use tax; and the one-time 20 percent cut in the
personal income tax. Without these one-time tax reductions, 1973-74 receipts would have been over
$700 million more than the level actually realized.

b Table 32 shows the estimated dollar impacts of the one-time 1978 tax credits and indexing on personal
income tax revenues in 1978-79, 1979-80 and 1980-81. AB 3802 (Chapter 569, Statutes of 1978)
provided that income tax brackets be indexed by the amount of inflation above 3 percent beginning
in 1978, and also that the standard deduction, personal credits and dependent credit be fizlly indexed
beginning in 1979. AB 276 (Chapter 1198, Statutes of 1979) provided that income tax brackets be fully
indexed by the inflation rate, but only for the 1980 and 1981 income years.

¢ Excludes $77.8 million in General Fund tidelands oil revenues which the 1980-81 Governor’s Budget
proposes for transfer to the General Fund.

Economic Assumptions Pivotal

As always, economic conditions in California are the major determinates
of the state’s revenue outlook. The Department of Finance’s revenue
projections are generally consistent with its economic forecast, although
the latter is subject to considerable error because of the especially clouded
outlook for 1980.

The Department of Finance economic forecast calls for a continued
high rate of inflation in 1980, accompanied by a mild national recession
lasting through mid-year followed by a reasonably strong recovery. Cali-
fornia is expected to share in this downturn; however, the impact of the
recession in California is projected to be less than what it is projected to
be nationally. The expected 1980 slowing in the state’s economy and its
implications for state revenues are best seen in the forecasts for those key
variables which most strongly affect state revenues:

o California persona.[ income growth is projected to drop from a record
13.8 percent in 1979 to only 10.9 percent in 1980. ThlS would be the
lowest personal income growth since 1972.

o Taxable sales are predicted to rise only 11.7 percent in 1980, the
smallest gain since 1975 and well below the 15.5 percent increase in
1979.

e Corporate profits are forecast to exhibit no growth in 1980, compared
to increases of 13.7 percent in 1979 and over 23 percent in 1978.

o Employment growth for wage and salary workers is expected to fall
from 4.9 percent in 1979 to only 1.4 percent in 1980.
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Alternative Forecasts Offered
In addition to the Department of Finance’s basic economic forecast and
related revenue projections, the Governor’s Budget includes both a “more
- optimistic” and a “more pessimistic” scenario for economic performance
and state revenue collections. This is particularly helpful to the Legisla-
ture because the Department of Finance, along with all other forecasters,
has had considerable difficulty accurately predicting economic activity in
recent years.
Table 16 shows that, based on these alternative economic assumptions,
the Department of Finance estimates that: »
"o Current year General Fund revenues could range from $345 million
above to $445 million below the projected level; and
e Budget year General Fund revenues could range from $607 million
above to $678 million below the projected level.

Table 16
General Fund Revenue Estimates
Based Upon Alternative Economic Outlooks °
(in millions)

Difference From Budget Forecast
Current Year ) Budget Year
(1979-8)) (1950-81)
High Low High Low
HRevenue Source Estimate Estimate Estimate Estimate
Sales and use tax $+4330 $—330 $+510 $—500
Personal income tax +15 —115 +45 - -130
Bank and corporation — — +52 -58
Other sources — - — —_
Total Revenues and Transfers ..........o.o..ooeones i $4+345 $—445 $4-607 $—678

* Source: 1980-81 Governor’s Budget.

Revenue Ranges Could be Broader

The ranges shown in Table 16 provide a useful perspective on the
revenue forecast. However, we believe that they probably understate the
range in which actual revenues could fall. Consequently, the Legislature
should not place too much emphasis on them when making budget deci-
sions. There are several reasons for this:

o First, Finance’s estimates for some of the major sources of General
Fund income show little or no margin of error. For example, bank and
corporation tax receipts in the current year are the same for all three
sets of economic assumptions, as are revenues from sources other than
the three major taxes in both the current and budget years. Likewise,
‘the “high alternative” for personal income tax collections exceeds the
Governor’s Budget estimate by only $15 million for 1979-80 and $45
million for 1980-81. These margins are extremely small relative to the
amount of income tax revenue and the historical errors made in
estimating it. ;

e Second, the total revenue range for the budget year is significantly
less than the margin of error for revenue estimates in recent years.
Budget year revenues were underpredicted by.over $1.3 billion in
1977-78 and by over $970 million in 197879, For 197980, which is only
one-half completed, the current revenue projection already exceeds
the initial prediction made in January 1979 by $500 million, and pre-
liminary reports indicate that both personal income and sales and use
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tax collections already are running ahead of Finance’s revised esti-
mates in the budget.

The problem of error margins in Finance’s revenue estimate is further
considered below where the revenue estimates for individual taxes are
examined in greater detail. Before doing so, however, we will first look
more closely at the economic conditions which have such a critical bearing
on the revenue outlook.

B. REVIEW OF THE 1979 ECONOMY

One year ago the consensus economic forecast called for a slowing of
real economic growth accompanied by increased inflation. As shown in
Table 17, both predictions came true. However, the degree to which
inflation accelerated exceeded expectations, and the economic slowing
did not result in the mild recession that was so widely anticipated. Rather,
the economy gave off mixed signals throughout the year, performed unev-
enly, and surprised most economists by closing the year on a positive note.
This suggests that, despite its many problems, the economy may have
greater underlying strength than previously was assumed. Thus, as 1979
ended, the general economic outlook and prospects for recession re-

mained clouded.
Table 17
Accuracy of 1979 Economic Forecasts
for California and the Nation ®
: California
Nation Real
HReal General  Consumer =~ Personal - Consumer
FEeonomic  Price Price Income Price

Forecaster Growth  Inflation  Inflation  Growth  Inflation
Department of Finance ..............ooccrressssienns 2.1% 74% 8.3% 5.8% 6.8%
United California Bank 34 6.6 6.8 4.3 6.7
UCLA 21 71 11 4.0 70
Security Pacific Bank 16 8.1 87 39 6.9
Crocker Bank 23 82 95 2.3 9.0
Wells Fargo Bank 18 75 85 19 9.0
Bank of America : 19 75 76 31 79
Chase Econometrics 15 77 85 - -
Actual ® 20%°  90% 11.3% 2.8% 10.7%

2 Forecasts as of approximately January 1979. Real economic growth is the percent change in total Gross
National Product adjusted for general pnce inflation. Real personal income growth is total personal
income growth adjusted for consumer price inflation.

b As estimated in the 1980-81 Governor’s Budget.

¢ Since publication of the budget, the U.S. Department of Commerce has revised 1979 U.S. real GNP
growth up to 2.3 percent.

1979 National Performance—Pluses and Minuses
Table 18 summarizes the 1979 economic performance for California and
the nation. The performance of the national economy in 1979 had both
positive and negative dimensions.
On the positive side:
» A recession was avoided;
¢ The unemployment rate fell for the fourth straight year, to 5.8 per-
cent, the lowest unemployment rate since 1974 (Chart 7);
« Civilian employment rose 2.7 percent, far above the 1.6 percent gain
predicted by Finance last January; and
e Corporate profits before taxes expanded by 13.3 percent over three
times faster than originally forecasted.
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Table 18
Summary of 1979 Economic Performance
for the U.S. and California °

Original = Revised  Revised

. January May June  Estimated
A. Selected National Indicators Forecast® Forecast ~Forecast  Actual®
Percent Change in:
—Real GNP 2.1% 2.1% 18% 20%%
—GNP Prices 14 84 9.1 9.0
—Consumer Prices ‘ 8.3 107 106 113
—Personal Income...... . 104 12.0 114 119
. —Employment (Civilian) 16 25 23 27
—Corporate Profits (Pre-Tax) .......ccomecreereenenee 40 10.1 . 145 136
Unemployment Rate : 6.8% 6.0% 62% 5.8%
Housing Starts (in millions) L75 1.62 1.56 175
New Car Sales (in milljons) 104 109 108 10.6
B. Selected Californis, Indicators
Percent Change in:
—Personal Income 13.0% 12.6% 12.3% 13.8%
—Employment (Civilian) 2.5 43 22 38
—Consumer Prices 6.8 9.0 104 107
Unemployment Rate 70% 6.6% 6.7% 62%
Residential Building Permits (in thousands) ............ - 190 190 190 212
New Car Sales (in thousands) ......c...emeerrercsnonenes 1,080 1,130 1,40 1,140

& Forecasts and estimates by Department of Finance.
b 1979-80 Governor’s Budget.
€1980-81 Governor’s Budget. :
4 Since publication of the 1980-81 Governor’s Budget, the U.S. Department of Commerce has revised real
growth up to 2.3 percent.

~ Chart 7
Unemployment Rates for California

Percent : and the Nation
of , 1971-1981°

Unemployment

0%}
9

- us. Calif.
. ' 1979 58% 6.2%
California 1980 76 7.6
2 4 Nation : 1981 73 7.2

T — T T ‘ T T T T T T
1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 .1981

2 Etimates for 1980 and 1981 by Départment of Finance.
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On the negative side:

o Real GNP rose at the lowest rate (slightly over 2 percent) since 1975,
and actually declined in the second quarter of the year;

o Interest rates skyrocketed, primarily due to high inflation and more
restrictive monetary policies adopted by the Federal Reserve Board
(Chart 8); and .

o Consumer price inflation soared to 11.3 percent—the higest annual
rate in 32 years (Chart 9). Furthermore, inflation was even worse—
13.3 percent—when measured by the increase in prices from Decem-
ber 1978 through December 1979. This higher rate indicates that
inflation was accelerating throughout much of 1979.

Chart 8
Interest Quarterly Changes in Selected Interest Rates
Rate 1977-1979°
% — | 153%
200 20 4 Tt 2od 3a ah 2o 3ea o

1977 - 1978 1979

@ National average interest rates as computed by Chase Econometrics, Inc.
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Chart 9 _
Percent Changes in the Consumer Price Index
for California and the Nation *
infition 1971-1981
Rate
12% -

1979 11.3% 10.7%
1980 116 117
-1981 87 83

California

] I 1 1 | { I I |
1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

2 Annual average increases in the CP1 for all urban households. Estimates for 1979, 1980 and 1981 provided by
the Department of Finance.

Sources of Inflation

Chart 10 shows the relative importance of different items in the national
Consumer Price Index (CPI), while Table 19 indicates how these items
contributed to nationwide inflation during 1979. For example:
¢ Gasoline prices rose by over 50 percent during the year. Although

gasoline represented less than 5 percent of the index at the start of

1979, it accounted for over two percentage points (or one-sixth) of the

total increase in the CPI during the period November 1978 through

November 1979. : :

o The three largest expenditure components of the CPI shown in Chart
10 are housing (44 percent), food and beverages (19 percent) and
transportation (18 percent, including gasoline). These components
represented about 80 percent of the index (Chart 10), but accounted
for 90 percent (or 11.3 percentage points) of 1979 inflation (Table 19).

Because the CPI includes many items not actually consumed by all
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households, it can give a distorted view of inflation, particularly when
certain components of the index dominate its behavior. For instance, at
the beginning of 1979 about 25 percent of the index reflected homeowner-
ship costs. These costs accounted for about one third of 1979 inflation as
measured by the CPI, but did not reflect the actual inflation experience
of households not owning or buying homes. The CPI is also limited be-
cause it generally does not allow for its basic composition of items to
change from year-to-year, even though during periods of rapid inflation
consumers do change the composition of their purchases.

Chart 10

Importance of Different ltems
in the Consumer Price Index *
(Per Dollar of Consumer Spending)

—New Car Purchases (3.9¢)
—Gasoline (4.2¢)
—Ali Other (9.7¢)

Other Goods
and Services

(4.3¢)
Food and

. \ Beverages
Entertainment (19.2¢)
Transportation

(4.0¢) ~
L \ (17.8¢)
Medical Care ___, »

(5.00 (
Apparel and / Housing

Upkeep (44.3¢)
(5.5¢)

™

—Rent (6.3¢)

—Home Purchase (10.2¢)

—Financing, Insurance
and Taxes (9.7¢)

—+Fuels and Ultilities (6.3¢)

—All Other (11.8¢)

s of December 1978
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Table 19
Nationwide Inflation Rates for Selected Expenditure
Categories in the Consumer Price Index
November 1978-November 1979

Nationwide Total Percentage Points
. Inflation of CPI Inflation Due to Each
Expenditure Category Rate Specific Expenditure Category®
Food and beverages 9.7% 19%
Housing 143 6.3

—Rents Y (0.6)

—Home purchase (15.9) (1.6)

—PFinancing, insurance and taxes.........co.ivmee (23.8) 2.3)

—PFuels and utilities (15.3) (1.0)

—All other (1.5) ) 09)
Apparel and upkeep 46 3
Transportation 175 31

—New car purchases (16) 0.3)

—Gasoline (50.8) 21)

—All other (7.1) (0.1)

Medical care 93 0.5
Entertainment 74 0.3
Other goods and services 15 03
All Items Combined 12.6% 12.6%
Other Categories
All items less food 13.3% . 10.9%
All jtems less mortgage interest costs . 111 103
All items less energy-related items ..........ccooemrrereees 105 96

a. Source: U.S. Bureau of Labor Statistics, Department of Labor.

b. Defined as the product of each category’s expenditure weight (Chart 10) and inflation rate. For
example, housing expenditures in 1979 accounted for over 44 percent of the CPI index and rose by
14.3 percent during the year. Thus, they accounted for 6.3 percentage points of inflation.

Because of these limitations, an alternative inflation measure called the
GNP consumer expenditures deflator is useful. As shown in Table 20,
prices have risen rapidly using this index. However, the degree of inflation
is less severe than that for the CPL

California’s Performance was also Mixed

During both 1977 and 1978, California enjoyed an economic expansion
of boom proportions. In 1979, however, the state’s performance was far
less spectacular. For instance:

e Personal income rose by a record 13.8 percent. However, real growth
was only 2.8 percent, compared to over 5 percent in each of the three
preceding years (Chart 14 below).

o Employment continued to rise, registering gains of 4.9 percent for
wage and salary employment (or over 450,000 new jobs) and 3.8
percent for civilian employment (an increase of 370,000 workers).
Although these were substantial gains, they represent declines from
the previous two years. Furthermore, Chart 11 shows that California
employment growth consistently tapered downward over the past 18
months, clearly signaling an economic slowing.

o Residential building permits totaled 212,000, up from the original
forecast of 190,000, but well below the levels of 237 000 in 1978 and
270,000 in 1977.

All'in all, however, California outpaced the nation in 1979 as it has -
consistently done since the mid-1970s, and its overall performance was
favorable.
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Table 20
Alternative Measurements of Inflation Faced by Consumers °

Percent Increase
1978 Quarterly Rates 1979
Average During 1979 Average
1 2 3 4
Consumer Price Index.......c..ocvvrmennenieer 1.1% 11.1% 13.6% 12.9% 13.0% 11.3%
GNP Deflator for Consumer Expend-
itures 6.8 10.7 9.3 9.8 115 9.0 .
® Department of Finance and Chase Econometrics. .

Chart 11
California Wage and Salary Employment
Growth Over the Preceding 12 Months, by Month
Percent June 1978 to November 1979 *

Month 6 7 8 9 0 n 12 1 2 3 4 5 6 7 8 9 L] n
of Year | J_ . |

¢ SOURCE: Employment Development Department. Figures for April through November are the preliminary interim date series.
Percent change over same month one year earlier.

C. THE 1980 AND 1981 ECONOMIC OUTLOOK

Economic activity in calendar 1980 will account for about one-third of
current year (1979-80) General Fund revenues and about two-thirds of
budget year (1980-81) revenues. The remaining one-third of budget year
revenues will be determined by 1981 economic conditions. Although the
Department of Finance has prepared calendar year forecasts for both 1980
and 1981, our discussion focuses primarily on the 1980 outlook because of
its significance for current and budget year revenues. A second reason for
emphasizing 1980 over 1981 is that economic projections beyond a year in
advance have become increasingly unreliable. In fact, a majority of fore- .
casters have not yet even prepared their forecasts for 1981, and thus thece
is not a good basis for assessing the department’s 1981 forecast.
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Critical Assumptions
Table 21 summarizes the economic outlook in 1980 and 1981 for Califor-
nia and the nation. In preparing the forecast, Finance has assumed that:
o The Federal Reserve Board will maintain a tight monetary policy in
the first part of 1980;
o Critical energy shortages will not exist;
¢ The Iranian situation will be resolved without a general conflict in the
Middle East;
Wage-price controls will not be imposed;
A federal tax cut will be enacted in mid-1980; and
The social security rate increase scheduled for January 1981 will be
reduced.

Table 21
Department of Finance Economic Outlook for California
and the Nation
{dollars in billions) °

1979 Estimated 1980 Forecast 1981 Forecast
Percent Percent Percent
Level  Change  Level  Change  Level Change
A. The Nation
GNP in 1972 Dollars.............. $1,496.7 20% $14014  —18% $14640  45%
GNP Price Deflator :
(1972 = 100) ccoocerrs _ vrvveveeenn . 1657 9.0 182.7 103 196.1 73
Consumer Price Index
(1967 = 100) «ccovvveerrnrrrrrerrnnnanns 2174 113 242.6 116 263.8 87
Personal Income ....... . $1922.6 119 $2,122.2 104 $2,369.2 11.6
Savings Rate......ccemevrrennns 4.8% - 5.2% —_ 52% —
Corporate Profits (Pre-Tax) ........ $233.5 136 $214.2 -83 $2543 187
Employment (in thousands) ...... 96,901.3 27 91,0774 02 99,7843 2.8
Unemployment Rate .............c..... 5.8% — 7.6% — 13% —
Housing Starts (millions of units) 175  ~130 132 -242 176 328
New Car Sales (millions of units) 106 —64 9.7 —86 10.5 87
B. California
Personal Income ......ccoucvvvenrrernnne $226.5 138 $251.2 109 $2818 122
Consumer Price Index 215.6 10.7 240.8 117 260.8 83
Employment (in thousands) ...... 10,248 38 10,443 L9 10,893 43
Unemployment Rate .......cooeovennre 6.2% - 76% - 2% —
Residential Building Permits (in
thousands) ........ereerseerenrersecerss 212 —13.1 165 —222 230 394

* Source:-Department of Finance and 1980-81 Governor’s Budget.

To prepare an economic forecast in these unsettled times, it is necessary
to make assumptions regarding matters such as these which involve politi-
cal as much as economic considerations. At the same time, however, these
assumptions clearly make the forecast more vulnerable than ever to error.

National Recession Predicted
The department predicts that the national economy will experience a
moderate recession and continued high inflation in 1980. As shown in
Table 21: ,
e Real GNP is projected to drop 1.8 percent below its 1979 level;
o Consumer pricesare expected to increase at 11.6 percent, and general
prices are assumed to rise at 10.3 percent; and

A-38




o The rate of unemployment is predicted to rise sharply to 7.6 percent,

as civilian employment increases only 0.2 percent.

.As seen in Chart 12, the projected 1980 real GNP decline exceeds that
for either 1974 or 1975 and would be the largest calendar year decline
since 1946. Chart 13 shows the expected quarterly pattern of economic
activity, and indicates that the recesion is assumed to span three quarters
and end in the latter half of 1980. This chart also shows however, that,
based on preliminary data, economic growth was not negative in the
fourth quarter of 1979, contrary to Finance’s assumption that the economy
contracted at a 4.1 percent annual rate. If this preliminary data proves
correct, Finance should address the discrepancy either by revising its
general forecast upward or by changing the timing of its recession. In .
either case, the department’s revenue projections for both 1979-80 and
1980-81 will require some revision.

Chart 12
Annual Percent Changes in Gross National Product
i 1970-81°
Adowal . ,:’ Percent change in nominal GNP ‘ Projected
Eﬁ’::g"e‘ m Percent change in “real” GNP -
2% - 16 '”3 116 v12‘0 A 12.1
10 10.1
8.3 8.1 82 8.3
P
N ?2 2 >3 | a4 45
41 ;;.0 7% W
iy 1 rmy
gl IR B
—0.3
-2 ~14 —13 22

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

2 Estimates of 1979, 1980 and 1981 prepared by the Department of Finance.
b Since publication of the budget, the U.S. Department of Commerce revised
real GNP growth up to 2.3 percent.
California to Share in Downturn ’ _ _
Table 21 indicates the department’s expectation that California, like the» 3
nation, will experience dechnmg real growth weak employment gains,;
rising unemployment and excessive inflation in 1980. Although the state
is expected to be less affected by the projected recession than the nation
generally, California’s outlook is in marked contrast to its past four years
of relatively healthy expansion. In calendar 1980:

e Real personal income is predicted to fall for the first time in the
postwar period. Chart 14 shows that even during the 1974 and 1975

recession years, real income growth remained positive.
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- Chart 13
Quarterly Rates of Change for Real GNP 1977-1981"
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e Expected employment gains for wage and salary workers are only 1.4
percent, lowest since 1975. Chart 15 shows that the predicted number
of new jobs—only 131,000—is less than one-third that of 1979. As a
result, the unemployment rate is expected to rise to 7.6 percent
(Chart 7 above).

o Consumer price inflation is expected to soar to 11.7 percent, slightly
above the national rate (Chart 9 above).

e Building permits are projected to fall by over 20 percent from 1979
levels, to only 165,000 units.

Chart 14
Annual Percent Change in California Personal Income
1970- 80
ll’\e':'c‘::lt D Percent change in total personal income
Change Projected
/
14% V/% Percent change in “real” personal income?® 138 -
* T 13.6 :
T 12.5 . 12.2
2= 117 117
- 1.0 109
10 - 96
T 8.8
8 -
_ 7.0 '
6.4
6 —

w
o

17 14

, >
sy B %7

7/
=2 - =07

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

&\\\\\\\\\NS
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3 Real personal income is defined as total personal income deflated by the California Gonsumer Price Index for all -
urban households. Estimates for 1979, 1980 and 1981 prepared by the Department of Finance

Table 22 details how the projected employment growth slowdown in
California is distributed among different industry sectors, and how these
changes compare to prior years. The employment increase in 1980 is
300,000 /ess than in 1979. Employment reductions are expected in both the
manufacturing and construction sectors. These sectors, which are quite
sensitive to economic conditions, are predicted to have 40,000 fewer em-

. ployees in 1980 than 1979. They would have even less were it not for
~ strength in the aerospace industries. The trade and service sectors actually
are expected to contribute the most to the employment slowdown—over
100,000 fewer new jobs than in 1979.

A-41




Chart 15
Annual Growth in California Wage and Salary Employment

ui 8 1N
R N r
- 1 "

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

—100 -
2 Source: Department of Finance.
bPro;ected
Table 22
California Employment Gains by Major Industry Sector °
1974-1981
, (in thousands)
Sector 1974 1975 1976 1977 1978 1979 1950 198!
Minufacturing 40 107 64 77T 14 125 -15 49
‘Construction -10 -3l 4 49 51 4 -25 29
Trade 49 34 90 106 156 80 29 93
Services 54 4 8 118 186 143 88 143
Government: 61 83 24 43 16 3 42 18
Federal 8 3 -7 -1 8 3 1 1
Other government ..........c.ecvesserrnns 52 80 0 4 8 0 41 17
All Other Nonagricultural Wage and
Salary Employment®.........ccuo. 9 -10 28 5 79 60 _ 14 54
Total Nonagricultural Wage and Sal- )
ary Employment..........cccoranec . 212 14 305 444 632 452 131 389

Total Civilian Employment
Percent Change in Employment:
Total Nonagricultural Wage and Sal-
ary Employment ...........cvceserersssnennee 28% 02% 39% 55% 14% 49% 14% 40%
Total Civilian Employment ............... 39 -08 43 56 61 38 19 43

2 Data from California Department of Finance. Detail may not total due to rounding.
Includes mining, transportation, communications, utilities, finance, insurance and real estate.
¢ Includes nonagricultural wage and salary employment, plus agricultural employment and nonagricultur-
al employment which is not wage and salary employment (such as self-proprietors).

320 —65 359 492 - 572 371 195 450
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Finance Versus Other Forecasters

Tables 23 and 24 show that Finance’s outlook is generally consistent with
those of other forecasters. Most of these forecasts call for a modest national
downturn in 1980, continued double-digit inflation, weak car sales and
housing starts, corporate profits declines, and rising unemployment.

There are two areas in Table 24, iowever, where Finance’s forecast
appears to be pessimistic relative to the other forecasts—California per-
sonal income growth and the level of California building permits. In the
case of personal income growth—an especially important determinate of
General Fund revenues—Finance’s 1980 projection of 10.9 percent lies
below all but one of the alternative outlooks. This is also true of Finance’s
“high” personal income growth scenario presented in the Governor’s
Budget (11.4 percent). Should the projected recession either appear later
than expected or exert a less significant impact in California than assumed,
the personal income forecast could prove to be too low. In this event,
Finance’s projections of both current and budget year General Fund reve-
nues would be too low.

Table 23
Comparison of 1980 National Economic Outlook
for Selected Forecasters *

Percent Change in: Unem- New Car Housing
Before-Tax  ploy-  Sales  Starts

Real GNP Consumer Corporate ment  (millions (millions
GNP Prices  Prces ~ Profits  Rate of units) of units)

Department of Finance..........ivsmeee -18% 103%  116% -83%  16% 97 1.32
Other Forecasters .
United California Bank ® 05 86 95 22 71 100 160
Security Pacific National Bank -20 91 121 -100 78 90 129
Wells Fargo Bank ....... -18 90 113 - NA 16 98 140
Bank of America -21 9.0 110 N.A. 14 93 1.40
UCLA' -17 84 111 -51 74 94 151
Chase Econometrics..........euseecssssssssens -18 82 113 —134 1.7 291 136
Average of Other Forecasters ............. -15% 87% 111% —66%  15% 94 143

® Forecasts as of December 1979 unless otherwise noted.
b Forecast as of October 1979.

Table 24
Comparison of 1980 California Economic Outlook
for Selected Forecasters °

New

Percent Change in: . Unem- Residential

“Beal” Wageand ploy- - Building

Personal Consumer Persomal — Salary ~ ment  Permits
Income  Prices  Jocome® Employment: Rate (thousands)

Department of Finance ... 109% 117% -07%  14% 76% 165
Other Forecasters .. . . -
United California Bank ®::...cocoovcenneeneereenees 12.3 95 2.6 25 . 67 190
Security Pacific National Bank . . 118 129 -1.0 0.7 7.6 195
Wells Fargo Bank .........ccoeernrevmreermencenennes 115 110 0.5 NA. 79 165
Bank of America 115 10.0 14 21 7.7 200
UCLA 81 us 22 13 73 18
Average of Other Forecasters.......... 112% 110% 0.3% 17%  14% 187

2 Forecasts as of December 1979 unless otherwise noted.
b Defined as personal income growth adjusted for consumer price inflation.
¢ Forecast as of October 1979.
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D. PRIOR AND CURRENT YEAR REVENUES
Prior Year Revenues Far Exceeded Expectations

Table 25 summarizes prior year (1978-79) and current year (1979-80)
General Fund revenue collections. Prior yearreceipts totaled $15.2 billion,
an increase of only 11.1 percent ($1.5 billion) over those for 1977-78. As
noted earlier in Table 15, however, growth would have been 18.1 percent
($2.5 billion) if AB 3802 had not been enacted in 1978. This growth rate
would have far exceeded the rate originally predicted by the Department
of Finance for 1978-79 revenues in ]anuary 1978—134 percent (an in-
crease of $1.8 bllhon)

As detailed in Table 25, 80 percent of the 1978—79 revenue gain came
from three sources: .

o The sales and use tax increased by 14.9 percent ($750 million) and

provided for one-half of the total increase;

e The bank and corporation tax contributed an additional $300 million,

reflecting a 14.4 percent increase; and

o Interest income rose by nearly 60 percent ($164 million) above its

1977-78 level, to $447 million.

In contrast, personal income taxes rose only $94. million (2 percent).
However, in the absence of the special one-time tax credit and indexing -
provisions of AB 3802, income tax collections would have risen by more
than 22 percent ($1.1 billion).

Table 25
Growth of Prior Year and Current Year
General Fund Revenues
by Type
{in millions)*

Actusl  Actual Change _ Estimated __ Change
1977-78  1978-79 Amount Percent 1979-80 Amount Percent

Three Major Taxes: : .
—Sales and use $5030 - 5719 © $749 149% $6460  $681 11.8%
—Personal income ® 4668 4762 94 20 625 1513 318
—Bank and corporation........emmecene 2,082 2,381 29 144 2566 185 178
Other Major Taxes and Licenses 1,170 1,266 % 82 137 111 88
Interest Income 283 447 164 580 500 53 118
Other Revenues and Transfers ©......mmmismmne 462 584 122 24 603 19 33

Total General Fund Revenues and Transfers®  $13,695  $15219 $1504 111% $I17781 $2562  168%

® Detail may not total due to rounding.

b Includes revenue reduction in 1978-79 of approximately $960 million, $690 million of which is from a
one-time increase in personal tax credits for the 1978 income year. The remaining $270 million is the
revenue loss due to partial income tax indexing. Without the one-time credit, personal income tax
revenue growth would have been 16.8 percent in 1978-79 (an increase of $784 ‘million over 1977-18)
and 154 percent in 1979-80 (an increase of $838 million over 1978-79).

¢ Includes transfers from Federal Revenue Sharing Fund of $215 m:lhon in 197778 and $276.2 million in
1978-79 and 1979-80.

4Total revenue growth in the absence of the one-time 1978 personal income tax credit would have been
16.2 percent in 1978-79 (a gain over 1977-78 of $2,214 million) and 11.9 percent in 1979-80 (a gain

- of $1,887 million over 1978-79).
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Robust Economy Caused Strong Prior Year Revenue Gains

The reason for the strong 1978-79 revenue trends is that the California
economy in 1978—the prime determinate of prior year receipts—was
extremely robust, plagued by inflation (which increases the revenue base)
and saddled with high interest rates (which increase interest income
revenues). For example:

o Personal income—a major determinate of both personal income tax
and sales and use tax revenues—rose 13.6 percent (Chart 14). This was
the largest gain in 27 years.

e Gains in both taxable sales (14.1 percent) and corporate profits (23 2
percent) were the second highest in recent years, as shown later in
Charts 17 and 18, respectively.

Because the Department of Finance significantly underestimated the

. strength of the 1978 economy, extremely large upward revisions in the
1978-79 revenue estimates were required over the past 24 months. Table
26 shows that:

o Actual revenues exceeded the original estimate presented in the 1978
~79 Governor’s Budget (January 1978) by over $970 million, or 6.4
percent. This included $300 million for the sales and use tax, $220
million for the personal income tax, $180 million for the bank and
corporation tax, and nearly $260 million for interest incomeé. These
amounts exclude the impacts of Proposition 13 and 1978 legislation
which affected tax collections. '
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Table 26

1978-79 General Fund Revenues
History of Department of Finance Estimates

{in millions) *

Original "~ Revisions
Estimate June 1978 - Adjustment )
January May . Adjustment for  for 1978 = January May June January :
1978 1978 . Proposition 13 Legislation® ~ 1979 1979 1979 1980 Actual
Taxes: ’ . .
Sales and use $5,515.0 $+75.0 $—380 $+30 - $+1400 $+300  $+280 §+262 . 85,7792
Personal income 5,500.0 +60.0 +220 —9800  +1450  -220 300 +66.6 477616
Bank and corporation - 2,1200 +600 +81.0 L =11 +211 +830 - +112 2,381.2
Other taxes. . 192824 —16.0 — —-6.1 +16.7 —-321.1 — +9.6 1,265.5
Total Taxes $144174  $+1790 $+71.0 $-9902  $+3288  $+699 $-20 - $+1136  $14,1875
Interest Income 190.1 +99 . —_ - +225.0 . +25.0 —_ —-28 . M472
Other Revenues and Transfersd............ S— 553.6 +52 — +30 +5.7 +50 —_— 113 583.8
Total General Fund Revenues and Transfers ~ $15,161.1 +194.0 $+710 . $-9872  $45596 . $—20  $4+1221 8152185

;Detaii may not add to total due to rounding.

$+999°

" Excludes estimated effects of SB 1 and AB 7X ($+34 million for the personal income tax and $+ 110 million for the bank and corporation tax), which were included

in the Department of Finance’s May revenue revision. This legislation was enacted but did not become effective due to the passage of Proposition 13 in the June

1978 election.

¢ Major 1978 legislation included AB 3802 (Chapter 569), which reduced 197879 personal income tax revenue by $960 million. About $690 million of this represented
a2 one-time increase in personal credits; the remainder was due to indexing the tax brackets. '
Includes $276.2 million transfer from the Federal Revenue Sharing Fund.




* Actual revenues exceeded the estimate made in June 1978 (the latest
estimate available to the Legislature before it made budget decisions
for 1978-79) by nearly $780 million, or 5.4 percent. As shown in Table
27 this estimating error, although second only to that of 1977-78 in

dollar terms, was the lowest as a percent of total revenues since
1974-75.

Table 27
General Fund Revenue
Estimating Errors ®

Dollar Amount Percent

(in millions) Error
1973-74 $184 2.7%
1974-75 . 322 39
1975-76 621 69
1976-77 726 68
1977-78 . 966 76
1978-79 780 5.4

* Difference between actual receipts and receipts estimated in May prior to the start of the specified fiscal
year.

¢ Actual revenues exceeded the estimate presented in the 1979-80 Gov-

ernor’s Budget (January 1979) by $220 million (1.5 percent).

Given the magnitude of these adjustments, revenue ‘estimating errors
continue to be a significant problem. Unfortunately, however, because
these errors appear to result primarily from errors in predicting economic
variables, the outlook for eliminating them is not very encouraging.

Current Year Revenues Also Revised Upward

Table 28 presents the history of 1979-80 General Fund revenue esti-
mates. As indicated earlier in Table 25, General Fund revenues currently
are anticipated to reach nearly $17.8 billion in 1979-80, a gain of almost $2.6
billion (16.8 percent) over the prior year. This increase exceeds the $2.4
billion (15.8 percent) rise originally projected last January. Unlike the
experience in 1978-79, this upward revision was not primarily due to a
stronger-than-expected economic performance during the fiscal year.
Rather it reflects:

¢ Anincrease in the prior year’s (1978-79) estimated tax base of approx-

1mately $200 million (Table 26), caused by unexpectedly strong eco-
normic activity in 1978 and early 1979; and

e An upward revision in current year interest income of over $175

million, due both to unexpectedly high interest rates and the size of
the state’s Pooled Money Investment Account.

The sum of these two amounts (about $375 million) and the effects of
fiscal legislation account for all but about $120 million of the observed $413
million rise in the 1979-80 General Fund revenue estimate since last Janu-
ary. Thus, as shown in Table 29, when interest income is excluded the
estimated 1979-80 General Fund revenue gain over 1978-79 is almost
identical to that originally predicted 12 months ago. So are the gains for
the individual major revenue sources (although, of course, the levels of the
individual taxes have changed because of revisions in the level of the prior

“year tax base).
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Table 28 ‘
1979-80 General Fund Revenues and Transfers
History of Department of Finance Estimates
. {in millions) ° .

- Original Revisions
Estimate Adjustment :
January  May June for 1979 January Current
1979 1979 1979 - Legislation® ~ 1980 FEstimate
Taxes: :
Sales and use.........ccooo.... $6,375.0 '$+5.0 $—-640° :$—459  $+1899 $6,460.0
Personal income® ... 6,213.0 -13.0 —150.0 —69 +2319 - 6,275.0
Bank and corporation .. 9,460.0 +180.0 +1100 +44.1 2277 2,566.4
Other taxes ... 1,394.2 —-228 .. - —44 +94 - 13764
Total Taxes. $16442.2  $4149.2 $—1040 $—131 = $+2035 $16,677.8
Interest Income 325.0 +25.0 - - +150.2 500.2
Other Revenues and
Transfers........oermeneer 601.1 +28 - -59 +5.0 603.0
Totals.....covevmrrrivnmrrnrenns $173683 $+1770  $-1040 $—190 $+3587  $17,781.0

2 Detail may not add to total due to rounding.

b All personal income tax figures have been adjusted to exclude the effects of legislation which was
proposed in the 1979-80 Governor’s Budget but which was not enacted by the Legislature. In January
1979, this amount totaled $1,373 million, including $1,125 million for an income tax cut and $248 million
for a change in the tax treatment of the renters’ credit.

€ Transfer to the Transportation, Planning and Development Account. This transfer was estimated to
occur in 1980-81 in the May revision.

"4 Major legislation included AB 66 (Chapter 1150) which, after special fund transfers, increased General
Fund bank and corporation tax revenues by $51.4 million and sales and use tax revenues by $1.9
million. In addition, SB 620 (Chapter 161) reduced General Fund sales and use tax revenues by $46
million by increasing the estimated 1979-80 General Fund transfer to the Transportation, Planning
and Development Account from $64 million to $110 million.

Table 29

Comparison of General Fund Revenue
Growth Estimates for 1979-80 Over 1978-79
{in millions)

Estimate Made in:
January 1979° January 1950°
Percent Percent
Growth  Change Growth  Change
-Sales and Use Tax $+680 +11.9% $4+681 +11.8%
Personal Income Tax® +1466  +309 +1513 4318
Bank and Corporation Tax +173 - +76 +18  +178
Other Taxes . +117 492 +111 +88
Total Taxes $+2436 +174% $+2490 +176%

$4+2470 +171% $+2509 +17.0%
. 842370 4+158% $+2562 +168%

All Sources, Excluding Interest Income
All Sources, Including Interest Income

* Growth estimates for January 1979 and January 1980 reflect revenue estimates made at those times for
. both the current year (Table 25) and prior year (Table 24).
The abnormally high rate of personal income tax growth is due to the one-time increase in 1978 tax
credits under AB 3802, which reduced 1978-79 revenues by about $690 million.

When measured from June 1979 (the latest estimate available to the
Legislature before it made budget decisions for 1979-80), current year
revenue revisions adjusted for legislation show an increase of about $360
million. Of this amount:
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¢ $150 million represents higher interest income;

e Approximately $115 million can be associated with increases in the
prior year’s tax base; and

+ The remainder—about $95 million—results from the combination of
higher-than-expected personal income and sales and use taxes, and
lower-than-expected bank and corporation taxes.

Trends in Collections Reflect a Slowing Economy

The slowing of current year General Fund revenue growth from the
prior year shown in Tables 15 and 25 is consistent with the slowing of
California economic activity from 1978 into early 1980. Specifically:

e When personal income taxes are adjusted for the one-time effects of
AB 3802 shown in Table 29, the underlying trend in personal income
tax growth has slowed slightly from about 16.6 percent in 1978-79 to
-15.6 percent in 1979-80. This reflects the effects of indexing and the
projected slowing in California personal income growth in 1980 to
only 10.9 percent, as shown in Chart 14. It also reflects the fact that,
although personal income growth for the entire 1979 calendar year
(13.8 percent) actually exceeded that in 1978 (13.6 percent), the
economy’s strength weakened as 1979 progressed. As shown earlier in
Chart 11, California employment growth weakened throughout 1979.

o Sales and use tax growth is projected to decline from 14.9 percent in
1978-79 to 11.8 percent in the current year. As shown in Chart 17
below, this is consistent with the anticipated drop in taxable sales
growth to only 11.7 percent in 1980 and the slowing in employment
growth in the latter half of 1979.

o Bank and corporation taxes are expected to rise in 1979-80 by only 7.8
percent, well below the 14.4 percent gain of 1978-79. This is due to the
sharp slowing in taxable corporate proflts shown in Chart 18 below,
from 23.2 percent in 1979 to 13.7 percent in 1979 and no gain in 1980.

Table 30 shows that reduced profits growth was widespread among
different California industries in 1979. Although oil-related profits rose by
nearly 60 percent ($785 million), this sector accounts for only about 8
percent of the state’s corporate profits base and its strength was not
enough to offset the softening elsewhere, including a 26 percent ($425
million) fall in profits in the utility sector caused by increasing energy
prices. Increased energy costs also undoubtedly contributed to the re-
duced rates of profit growth experienced by other industry sectors as well.

1979-80 Revenue Picture Still Uncertain

Because the current year is only a little more than half completed, the
potential for errors in the current year revenue estimate remains signifi-
cant. This is especially true this year for two reasons:

o First, about one-third of current year revenues will depend on eco-

nomic activity in 1980, the outlook for which is very cloudy; and

e Second, when the current revenue estimates were prepared, Finance

assumed that the fourth quarter of 1979 would be weaker than prelim-
inary data now suggests. ThlS could result in stronger revenue growth '
than predicted.

Recognizing the uncertainties, the Governor’s Budget suggests that the
1979-80 revenues could be $345 million higher to $445 million lower than
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the official estimate (Table 16 earlier). Finance, however, attributes al-
most all of this range exclusively to uncertainties about sales and use tax
receipts, even though historically both the personal income and bank and
corporation tax forecasts have also exhibited large errors. For this reason,
the estimating range for General Fund revenues in 1979-80 is much broad-
er than Finance indicates.

Table 30

California Taxable Corporate Profits °
(in millions)
Preliminary 1978 FEstimated 1979

1977 Percent Share of Percent

Industry Actual Amount Change Amount Total Change
Manufacturing $6,651 $7997  202% $9,045 343% | 131%

Trade 4018 4,909 22.2 5,545 21.1 13.0

Banks® 1,998 2476 239 3011 114 216

Services 1,464 1,964 34.2 2,279 87 16.0

Mining and Oil Production ......cc.e..... 1,157 1,358 174 2,143 8.1 57.8

Real Estate and Other Financials .... 1312 1,560 189 1,766 6.7 13.2

Utilities 1,191 1,643 379 1,219 46 -25.8

Construction 758 904 193 953 36 5.4

Agriculture 251 352. 402 379 ° _Ll 77
Totals $18,800 $23,163 23.2% $26,340 100.0% 13.7%

2 Income of corporations with accounting periods ending from August of the year shown through July of
the following year. Data from Department of Finance.
® Includes all financial institutions subject to the bank tax.

Preliminary data on December revenue collections shows that aggre-
gate collections for the state’s three major taxes are already over $100
million above the pace assumed in the Governor’s Budget. Whether this
trend will continue in the months to come is unknown, and will be largely
determined by the behavior of the California economy. If a recession or
significant economic slowing, as assumed by Finance, does not appear in
the first half of calendar 1980, further upward revenue revisions are likely.

E. BUDGET YEAR REVENUES

Total state revenues from all sources for the budget year (1980-81) are
projected by the Department of Finance at $22.3 billion. This is an in-
crease of 8.6 percent ($1.8 billion) over the current year estimate. Table
31 compares the current year and budget year revenue estimates by
source. For the budget year: ‘

o General Fund revenues are projected to reach $19.3 billion under
existing law. This amount represents 86 percent of total state reve-
nues, and is a gain of 8.5 percent ($1.5 billion) over the current year
estimate.

o Special fund revenues will account for the remaining 14 percent of
total revenues, and are expected to reach $3.1 billion. This is an in-
crease over the current year estimate of 9.8 percent (about $275
million).

Revenue Growth Trend Reduced

General Fund revenue growth in the budget year (8.5 percent) is ex-
pected to fall significantly from that of the current year (16.8 percent). As
shown in Table 15, however, this overstates the slowing in the actual
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underlying revenue growth trend over this period. This is because of
distortions caused by 1978 legislation which provided for partial indexing
of the income tax and a special one-time increase in personal tax credits.
For example:
o Excluding the one-time credit, estimated revenue growth declines
-from 11.9 percent in the current year to 8.4 percent in the budget
year; and
o Excluding both the one-time credit and the effects of indexing under
AB 3802 and AB 276, estimated revenue growth falls from 14.1 percent
to 12.3 percent between the two years.

Table 31
Projected 1980-81 State Revenue Collections
Under Existing Law
{in millions) °

Estimated Projected Change

General Fund . 1979-80 198081 Amount Percent
Taxes:
Sales and use : $6,460.0  $7,240.0 $780.0 12.1%
Personal income 62750 6,800.0 525.0 84
Bank and corporation 2,566.4 2,723.0 156.6 6.1
Inheritance and gift 4919 568.8 76.9 15.6
Insurance 4430 490.0 4710 9.6
Cigarette 191.0 195.0 40 2.1
Alcoholic beverage 1382 141.0 28 - 20
Horseracing, 112.3 122.3 10.0 89
Total Taxes $16,677.8 $18,280.1  $1,602.3 9.6%
Other Sources: )
Health Care Deposit Fund $121.2 $132.5 $11.3 9.3%
Interest on investments 500.2 4004 -998 —200
Federal revenue sharing transfer ......... s 276.2 2762 —_ —
Other revenues and transfers 205.6 1948° —~108 53
Total General Fund $17,781.0  $19,284.0 $1,503.0 8.5%
Special Funds
Motor Vehicle:
Fuel tax $886.6 $902.9 $16.3 1.8%
License fee (in lieu) 601.4 668.2 66.8 111
Registration, weight and miscellaneous fees ........cooone. 4257 4415 15.8 3.7
Oil and Gas Revenues® 203.4 280.6 712 380
Sales and Use ? 1100 1250 150 136
Interest on Investments 97.1 85.0 —-121 -125
Cigarette Tax 815 83.0 15 18
Bank and Corporation Tax® 436 71.0 334 76.6
Other . 339.0 399.2 60.2 178
Total Special Funds $2,7883  $3,0624 $274.1 9.8%
Total State Funds $20,569.3 $22,3464 $1,777.1 8.6%

£ Detail may not add to total due to rounding.

b Excludes $77.8 million in General Fund tidelands oil revenue proposed for transfer to the General Fund
in the 1980-81 Governor’s Budget.

¢ Includes $77.8 million in General Fund tidelands oil revenue proposed for transfer to the General Fund
in the 1980-81 Governor’s Budget. Under current law, this revenue would be special fund income.

4 Transfers to the Transportation, Planning and Development Account in the Transportation Fund as
specified under SB 620 (Chapter 161, Statutes of 1979).

€ Due to provisions of AB 66 (Chapter 1150, Statutes of 1979), which increased bank and corporation taxes
and provides for a transfer of funds to local agencies and to the State Litter, Control, Recycling and
Resource Recovery Fund.
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However, because income tax indexing is now an ongoing feature of
California’s tax system, it is not really appropriate to exclude its effects
. when speaking of the underlying trend of General Fund revenues. Index-
ing has in fact permanently reduced the underlying growth trend of state
revenues. Furthermore, in years.of high inflation such as we are ex-
periencing currently, the impact of indexing on the rate of revenue
‘growth is especially large. The fiscal 1mphcat10ns of mdexmg are further
- discussed below. .

Economic Downturn is Critical Assumption :
Apart from the effects of indexing, the expected slowdown in General
Fund revenue growth is due to the economic downturn projected for 1980.
Economic activity in calendar year 1980 will account for about two-thirds
of 1980-81 revenue collections. This projected economic downturn is re-
flected in the revenue estimates for each of the three major taxes:

o Personal income taxes in 1980-81 are forecast to increase only 8.4
-percent, because personal income is expected to rise only 10.9 percent
(Chart 14) and double-digit inflation will cause a $775 m1lhon revenue
loss due to indexing.

o Sales and use tax growth (estimated at 12.1 percent) will be restrained
by the 11.7 percent projected rise in calendar 1980 taxable sales, low-
-est in five years (Chart 17).

e Bank and corporation taxes are expected to increase only 6.1 percent
‘in the budget year, even less than the modest 7.8 percent gain expect-
ed in the current year. As shown in Chart 18, this is largely because
taxable corporate profits are predicted to experience no growth in the
1980 income year, although a fairly strong rebound is expected in 1981.

All in all, then, 1980-81 General Fund revenue growth is projected to

reflect weaker 1980 economic conditions and be substantially below the
rates of increase realized in recent years. In fact, the predicted 1980-81
revenue growth of 8.5 percent would be the lowest in the past decade. Of
course, if the projected economic downturn does not occur in California
or is postponed, revenue growth could be far stronger.

Revenue Range Too Narrow

Based upon its alternative economic forecasts, the 1980-81 Governor’s
Budget suggests that General Fund revenues could differ from projected
amounts by about $600 million on the high side and $700 million on the
downside, Again, we believe that the Department of Finance’s range is too
ilarrow to adequately reflect the range of revenues which could reahstlcal-

y occur.

On the upside, for example, Table 16 shows that the range is only about
$50 million for both the personal income tax and the bank and corporation
tax. Similarly, the downside range is only $60 million for the bank and
corporation tax and $130 million for the personal income tax. Such small
ranges for these taxes are unrealistic when compared to the magnitudes
of revenue estimating errors in past years, the inability of forecasters to
accurately predict corporate profits, the lack of experience in projecting

_the impact of indexing, and the degree of uncertainty currently confront-
ing forecasters about both 1980 and 1981 economic conditions.
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Indexing to Substantially Reduce Income Tax Collections

Personal income tax receipts are projected at $6.8 billion for 1980-81, a
rise of 8.4 percent ($525 million) over the current year. The reason why
this increase is below that of prOJected personal income growth in 1980
(10.9 percent) and 1981 (12.2 percent) is indexing. For both the 1980 and
1981 income years, California’s income tax brackets, standard deductions,
and personal and dependent credits are fully indexed to the inflation rate
for the 12-month period ending in June preceding the start of each calen-
dar year. Because inflation is expected to outpace income gains over parts
of the forecast period, income tax brackets will increase more rapldly than
income itself for many taxpayers. This means that personal income tax
liabilities will rise at a slower rate than income for many Californians.
Thus, in perlods of high inflation, indexing can more than offset the 1mpact
of a progressive income tax schedule on revenues.

- Table 32 and Chart 16 summarize the impacts of indexing. They show
that:

e Because of the indexing provisions of AB 276 and AB 3802, the state
will collect $1.4 billion less than otherwise in 1980-81 alone; and

o Cumulative personal income tax revenue reductions will have
amounted to $2.4 billion since 1978-79, when AB 3802 first became

effective.
Chart 16
Effects of indexing on California Personal
Income Tax Revenues*
(in billions)
: $10 :
: Personal income tax revenues after indexing
7 Revenue Reduction Due to Indexing
Revenue Reduction Due to One-time Special Credit $8.2
o 8- - ////
"R $70 M //
E s—07 Y ’
v .
E 6 - ' $5.7
$-03
N $4.7 $-07
U
. E 44 : 6.3
A 6.
$6.3
$4.7 $48
2
1977-78 1978-79 1979-80 1980-81
2 Estimate prepared by Department of Finance. Detail may not total due to
rounding.
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This data also shows how significantly indexing can reduce the sensitiv-
ity of personal income tax revenue growth relative to gains in personal
income. As long as inflation rates remain high, annual state revenue losses
due to indexing will be substantial. These losses will continuously grow
over time as the tax base expands.-

b Table 32

B Effects of Indexing on California
Personal Income Tax Revenues °

Bt Reduction Due Reduction

i Tax Revenues  to One-Time - Dueto Tax Revenues
Year Under Old Law  Special Credit® Indexing® Under Current Law
1977-78 X $4,668 —_ _— $4,668
1978—79 5,712 $—690 $—270 4,762
1979-80 6,955 -15 —665 6,275
1980—81 8,240 - T 1440 6,800

d Estlmates prepared by Department of Finance..
b For the 1978 income year, AB 3802 (Chapter 569, Statute of 1978) .increased the personal tax credit for
single taxpayers from $25 to $100 and for joint taxpayers from $50 to $200. Personal credits for other
+, _taxpayers were also increased.
M Includes the effects of both AB 3802 and AB 276 (Chapter 1198, Statutes of 1979).

- )
Sales Taxes to Rise Moderately '

The Department of Finance forecasts that sales and use tax revenues
will increase by 12.1 percent ($780 million) in 1980-81, a slight gain over
the 11.8 percent ($680 million) rise estimated for the current year. The
reason why collections are estimated to rise more in the budget year than
in the current year in spite of the projected 1980 economic downturn
involves both the timing of the recession and subsequent economic recov-
ery within 1980, and the lags between when tax liabilities are assessed and
when tax collections are actually received by the state.

The major determinant of sales and use tax collections is, of course,
taxable sales, which the Department of Finance projects from its forecasts
of personal income, employment, building permits, car sales and the sav-
ings rate for consumers. We believe that this projection is reasonable,
given the economic uncertainties involved. Chart 17 shows that:

o Taxable sales for 1980 are expected to increase 11.7 percent, or slightly

more than personal income (10.9 percent) and

« For 1981 the taxable sales increase is pro_]ected at 15.7 percent, com-

pared to a 12.2 percent personal income rise.

The chart also shows that in “real” terms, taxable sales are not expected
to rise at all in 1980, following an historically weak 3.5 percent gain in 1979.
In 1981 inflation-adjusted taxable sales are forecast to rise 6.2 percent, a
strong rebound but still below the increases of 1976, 1977 and 1978. For
example:

o In calendar 1977, taxable sales rose 18.7 percent, 12.6 percent of which

was “real” growth; and

¢ In both calendar 1976 and 1978, taxable sales unadjusted for inflation

rose by 14.1 percent (less than predicted for 1981), while “real” taxa-
ble sales rose by 8.6 percent and 7.8 percent, respectively (or more
than is predicted for 1981).
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Chart 17

Annual Annual Percentage Change
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Change in California Taxable Sales
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23" Source: Department of Finance
' Real taxable sales are equal to total taxable sales deflated by the national Consumer Price Index
for all items less food. Percent change for 1980 is zero.
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W|II ‘Consumers Increase Savings?

‘Because purchases by consumers generate about 70 percent of sales
taxes (the remaining 30 percent is generated by business spending), the
choice by individuals of how much income to spend or save is a critical
determinant of sales and use tax revenues. From 1970 through 1975, con-
surners nationally saved an average of almost 7.4 percent of their income.
Since 1975, however, the economic expansion has been supported by
strong consumer spending and record levels of borrowing and credit ex-
pansion. Thus, the percent of income saved by consumers has steadily
fallen. In the fourth quarter of 1979, the share of income saved was only
3.3 percent, the lowest level in 29 years.

Whether or not consumers as a group will begin to increase the portion
of income they save is a subject of great debate among forecasters, and will
strongly affect the state’s sales and use tax collections. Many economists
argue that savings will remain low because of inflation-induced buying,
and the low cost of borrowing when interest rates are adjusted for infla-
tion. They buttress these arguments by noting that the government’s
measure of “savings” is highly suspect. Yet, there are many economists
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‘who fear that consumers will suddenly begin to save more because of
declining real incomes and excessive debt burdens, thereby reducing sales
and the tax receipts resulting from them. Clearly, then, the savings behav-
ior of consumers is a major uncertainty in the economic and revenue
outlook. The Department of Finance appears to have a middle-of-the-road
position on this issue, projecting a slight updrift in the savings rate from
an average of 4.8 percent in 1979 to 5.1 percent in 1980 and 5.2 percent
in 1981.

Gasoline Fuels Taxable Sales

" Table 33 provides a breakdown by general sales category of calendar
year taxable sales for 1978 through 1981. Beginning in 1980, the single
largest category is gasoline sales from service stations and refineries (12
percent of the total). As shown in the table:

« Taxable sales of gasoline rose 33.4 percent in 1979 and are projected
to increase 30.4 percent in 1980 and 26.4 percent in 1981.

o By 1981 gasoline sales are projected to be over 13 percent of total
taxable sales, compared to under 9 percent as recently as 1978.

o Excluding gasoline, taxable sales growth in 1980 is only 9.5 percent, or
below the predicted increase in personal income. Other than gaso-
line, in fact, only one of the 16 listed categories of sales is expected to
increase by as much as the predlcted 11.7 percent total taxable sales
gain in 1980.

Clearly, gasohne sales are the major reason why taxable sales are as high.

as they are in the face of the projected 1980 economic downturn.

Table 33
Calendar Year Taxable Sales
{in millions)

1979 1950 : 1981
Actual  Estimated Percent Projected Percent Prgjected Percent
1978 Amount Change Amount Change Amount ~Change

Gas (service stations and refineries) .......... $10,187 $13575  334% $17,720  304%  $22400  264%
Manufacturing ... 13435 1580 180 17400 - 98 19595 126
Wholesaling 11920 14000 174 15530 109 1784 149
General Merchandlsmg .................................... 12,527 13575 84 14670 81 16300 1L1
New Cars 11,702 12110 35 12850 61 15035 170
Eating and Drinking ...........emesmememsesen 9108 10350 136 11450 106 12985 - 134
Specialty Sales 6,876 8035 - 169 8885 106 10360 166
Construction 6542 7880 . 205 8430 70 9865 170
Grocery Sales 6,499 7485 152 8295 108 19420 136
Building Materials.........uemrmmmmicrsnrs . 5,303 6210 171 6770 90 7855 160
Services 4005 475 160 5410 145 6245 154
General Automotive : 4243 4750 119 5250 105 580 120

Household Furnishings 3718 4250 143 4640 92 5435 171
Apparel ; 3870 4315 115 410 98 525 117
Farm and Garden Items .........co.courmiserivns 1,719 2075 207 2285 101 2630 151
Liquor Sales 1,743 1915 99 2075 84 2,250 84
Total ©O§113467  $13L100  155% $146400 11.7% $169400 157%
Total Excluding Gas ......o.ceersivssrsmrscres $103280  $117525 138% $128,680 95% $147000 142%

a. Source: Department of Finance.
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Consumers to Pay $3.3 Billion More for Gasoline in 1980 _

The anticipated gains in taxable gasoline sales—the majority of which
represent retail sales to consumers—reflect a combination of rapid price
Increases and relatively stable physical consumptzon Asindicated in Table
34 below: .

o Cualifornia retail gasoline prices per gallon are predicted by the De-

partment of Finance to rise from an average of $0.86 in 1979 to $1.15
in 1980 (a gain of 33.7 percent), and to $1.43 in 1981 (a gain of 24.3
percent), while gasoline consumption in gallons is predlcted to hold
steady in 1980, and then rise by slightly over 2 percent in 1981 as the
economy strengthens

As a result:

¢ Expenditures on gasoline by consumers are predicted by the Depart-

ment of Finance to rise by $3.3 billion (33.8 percent) in 1980 and $3.5
billion (27 percent) in 1981. Thus, almost one out of every seven new
dollars of California’s personal income is expected to go for gasohne _
purchases in 1980. This will come at the expense of consumptlon in
other goods and services categories.
‘ Table 34
Department of Finance Assumptions

Regarding Gasoline Prices and
Consumption Levels

Dollar Amount
Gallons of Average Price of Retail
Calendar Year ' - Gasoline Sold Per Gallon  Gasoline Sales®
(millions) of Gasoline® (billions)
1978 11,387 $0.64 $73
1979 11,220 0.86 9.6
1980 . 11,295 115 12.9
1981 11,468 143 164

? Before sales tax.

Obviously, the department’s assumptions.about gasoline prices and con-
sumption must be highly qualified because of uncertainty regarding the
impacts of domestic oil price decontrol and “excess profits” taxation, fu-
ture OPEC decisions, the Iranian situation, and the possibility of a reces-
sion. It is quite possible, for example, that the department’s projections of
gasoline price increases could prove conservative.

Transportation Planning and Development Account Transfers Jump

The impact of rapidly increasing gasoline sales on General Fund sales
and use tax collections has been partially offset by increased transfers of
funds from the General Fund to the Transportation Planning and Devel-
opment (TP and D) Account. As a result of SB 620 (Chapter 161, Statutes
of 1979), these transfers are now computed using a formula whlch consid-
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ers (a) the amount of sales tax revenues raised by a % percent tax rate
applied to a//taxable sales (including gasoline) and (b) the amount of sales
tax revenues raised on gasoline sales alone using a 5 percent tax rate. If
the amount computed under (b) exceeds that under (a), the excess is
transferred to the TP and D Account from the General Fund.

Last January, this transfer was estimated to be zero for 1979-80. Howev-
er, as a result of both higher gasoline prices and SB 620, the transfer is now
projected at $110 million for the current year and $125 million for the
budget year. Both amounts are the maximum allowed under the law.

Bank and Corporation Taxes—Mild Gain

The Department of Finance predicts that bank and corporation tax
revenues will reach $2.7 billion in 1980-81, a mild gain of 6.1 percent
(about $160 million) over the current year. However, revenues from this
source are notoriously difficult to project accurately. This is especially true
for 1980-81, for two reasons:

o First, corporate profits can be highly volatile during economic down-
turns, such as Finance forecasts. One cause of this is that businesses
satisfy demand partly from unwanted inventories as well as from new
production. As the former are liquidated, large profits can emerge
depending on past and present price levels and inflation rates, and on
the exact inventory tax accounting methods used. In 1974, for exam-
ple, inventory profits rose to over $40 billion nationally compared to
less than $20 billion in 1973 and $12 billion in 1976. Unfortunately,
there is no reliable way of accurately predicting inventory profits.

¢ Second, federal government policies regarding decontrol of energy
prices and “excess profits” taxation are not entirely resolved, nor are
their probable impacts on the costs and availability of energy to con-
sumers and businesses agreed upon.

Corporate Profits Growth to Deteriorate in 1980

As shown earlier in Table 21, Finance assumes that 1980 national corpo- -
rate proflts before taxes will fall by 8.3 percent because of the projected
recession. This contrasts with a 13.6 percent gain in 1979, and a projected
18.7 percent rebound in 1981:

Based upon this national forecast, Chart 18 shows that 1980 California
taxable profits are predicted to be unchanged from 1979 at $26.3 billion,
and then rise by 18.5 percent in 1981 to $31.2 billion. These figures include
a special allowance for increased profits resulting from federal decontrol
of oil prices equal to $170 million in 1980 and $230 million in 1981. The
department anticipates revising the latter figures as more data becomes
available regarding both the impacts of decontrol on energy costs and
availability, and federal government decisions about excess oil profits taxa-
tion. It should be remembered that while decontrol will raise profits in
certain industry sectors (e.g., those selling energy), it may reduce profits
in others (e.g., those consuming energy).
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Chart 18
Annual Percent Growth In California

Annual Taxable Corporate Profits
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2 Source: Department of Finance.

b nciudes $335 million reduction due to change in depletion allowance.

€ Preliminary estimate. Includes $967 million increase due to Proposition 13.
Preliminary estimate.
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Major Bank and Corporation Tax Legislation

Three major pieces of legislation were enacted in 1979 dealing with the
bank and corporation tax:

First, AB 66 (Chapter 1150) increased the general corporation tax rate

. from 9 percent to 9.6 percent for fiscal years ending in 1980 and

" thereafter. This was done in order to offset the increased state costs

of reimbursing local governments for property taxes lost due to the
complete exemption of business inventories from property taxation

L under the bill. It also made banks subject to the $200 minimum fran-

chise tax and several other taxes, increased the bank tax rate and
changed the tax treatment of nonbank financial institutions. Lastly, it
repealed the “litter tax” and replaced the lost revenue with a transfer
from the General Fund to the litter fund.

Second, AB 93 (Chapter 1168) conformed various state bank and
corporation tax provisions to federal law.

Third, SB 93 (Chapter 1182) provided a tax credit to employers of
persons eligible for certain welfare programs.

Table 35 summarizes the net impact of these bills on bank and corpora-
tion tax revenues for the current and budget years. Collectively, they will
raise 1980-81 General Fund revenues by nearly $104 million, including
$115 million due to AB 66.
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" Table 35
Distribution of Bank and Corporation Tax Revenues
Under Selected Major 1979 Legislation ®

(in millions)
Change in Bank and Corporation Tax Collections
Amount to’ Amount to :

. o : General Fund Special Funds Total -
Major Legislation 1979-80  1950-81  1979-80 1980-81 1979-80  1980-81
AB 66 (Chapter 1150) ......cc.oc... $+514  $+1152  $+436° $+77.0° $+950  $+1922
AB 93 (Chapter 1168) w  —B5 —-55 — - —-55 —-55
SB 93 (Chapter 1182) —~18 —59 — — -18 —~59

Net Impacts $+441  $+1038 $+436 $+770 $487.7  $+1808

8 Esnmates by Department of Finance. )
b Iricome to (i) the State Litter Control, Recycling, and Resource Recovery Fund and (ii) the Financial
- Aid to Local Agencies Fund.

Other Major Taxes

Table 31 shows that General Fund revenues from taxes other than the
three major levies are projected at $1.5 billion, an increase of 10.2 percent
(about $140 million) over 1979-80. These taxes include inheritance and
gift taxes ($569 million), the insurance tax ($490 million), the cigarette tax
($195 million), alcoholic beverage taxes ($141 million) and the horserac-
ing pari-mutuel wagering tax ($122 million). Some of these taxes are far
more affected by economic conditions than others. Thus, their rates of
growth over the current year estimate are not uniform. These rates of
growth range from lows of about 2 percent for the cigarette and alcoholic
beverage taxes to a high of 15.6 percent for inheritance and gift taxes.

Interest Income—Down But Still Strong

The General Fund receives interest income from three primary sources:
(1) the investment of surplus monies left over from the prior year, (2)
earnings on balances in the Pooled Money Investment Account (PMIA)
which are not General Fund balances per se but which the General Fund
nevertheless earns interest income on, and (3) the balance of General
Fund monies being held idle at any one moment because of the time lag
between when revenues are collected and disbursements are made. Of
these three, the last is currently the most important source of interest
income.

The budget projects that General Fund interest income will be about
$400 million in 1980-81, compared to about $450 million in 1978-79 and
$500 million in the current year. This projection assumes that:

o The average fiscal year balance in the PMIA for 1980-81 will be $6.7
billion, a drop of $1.2 billion from the current year. The average
balance is declining because the state is expected to spend more than
it receives in revenues during the budget year.

o The General Fund share of funds in the Pooled Money Investment
Account will be about 65 percent.

o The average interest yield on PMIA investments in 1980-81 will be 9
percent. This compares to an actual average yield for the first half of
1979-80 of nearly 9.8 percent, and an estimated yield for all of 1979-80
of about 10.1 percent.
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Interest income forecasts have required large revisions in recent years,
partly because of the unpredictability of interest rates. Last January, for
example, the average PMIA vyield for 1979-80 was predicted to be only 7%
percent, far below the 10.1 percent now estimated. For this reason alone,
current year interest income was underestimated by over $100 million.
Because the outlook for inflation is so uncertain and inflation rates directly
impact interest rates, the 1980-81 interest income estimate will undoubt-
edly require future revisions.

Final Full Year for Federal Revenue Sharing ,

In 1980-81, the General Fund will receive a $276.2 million transfer
fromthe Federal Revenue Sharing Fund. However, the Federal Revenue
Sharing program for states is scheduled to terminate in September 1980.
Thus, unless Congress decides to extend the program for states, Califor-
nia’s Federal Revenue Sharing Fund will show a balance of only $160.9
million on June 30, 1981, and the General Fund will receive only this
amount in 1981-82. Thereafter, the General Fund will receive no further
revenue sharing monies. :

Special Fund Revenues

Combined revenues from all state special funds are projected to reach
nearly $3.1 billion in 1980-81, or 9.8 percent ($275 mllhon) above the
current year estimate (see Table 31).

About two-thirds of the revenues from these special funds come from
motor vehicle-related levies, including gasoline taxes, license fees and
registration fees. These vehicle-related levies are expected to rise by about
$100 million (4.9 percent) in the budget year, to a level of about $2 billion.
Of this total, over $900 million represents fuel taxes imposed on a per
gallon basis.

#As shown in Table 31, 1980-81 fuel tax revenue growth is prOJected to
be only 1.8 percent. Although up from the 1.1 percent decline estimated
forthe current year, this rate is well below the 5.5 percent gain registered
in the prior year. This low growth reflects the drop off in gasoline con-
sumption discussed earlier which is due to the combination of changes in
the automobile mix, increasing fuel economies, reduced demand due to
the slowing in economic growth, and the impacts of higher gasoline prices
on consumption. Thus, higher gasoline prices reduce the growth in fuel
tax revenues, even though they tend to stimulate sales and use tax reve-
nues. The fuel tax estimate assumes that average gasoline consumption
per vehicle will drop from 622 gallons in 1978-79 to 605 gallons in 1979-80
and 598 gallons in 1980-81. Vehicle registration and license fees are pro-
jected at almost $1.2 billion in the budget year, up 8 percent from 1979-80.
This projection assumes a 2.3 percent average annual increase in vehicle
registrations from 1979 to 1981, and a total stock of 19.7 million registered
vehicles in California by the end of 1981.

Three other sources of special fund income deserve mention:

¢ As discussed earlier, the Y}ansportatzon Planning and Development

- Account will receive $125 million in 1980-81 from sales and use tax
“collections because of both higher gasoline prices and the provisions
of SB 620 (Chapter 161, Statutes of 1979), up from $110 million in the
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current year. Prior to the current year, the transfer to this account was
generally negligible.

o Oil and Gas tax revenues are pr0Jected in the Governor’s Budget to
reach $270 million in 1980-81, up 38 percent from the current year.
This amount, which represents direct revenues received by the state
from the sale of oil and gas produced from tidelands (principally
located adjacent to the City of Long Beach), includes $77.8 million
which the budget proposes to transfer to the General Fund. However,
more recent estimates by the State Lands Commission suggest that
total 1980-81 revenues could reach nearly $455 million. The substan-
tial rise in these revenues is due to the federal decontrol of oil prices.

¢ Under the provisions of AB 66 (Chapter 1150, Statutes of 1979), special
funds will receive income from the bank and corporation tax of $77
million in 1980-81, up from $44 million in the current year (Tables 31
and 35). Of the budget year amount, $63 million will go to local
governments as compensation for the loss of local revenue caused by
the bill’s extension of current law bank tax provisions to nonbank
financial institutions. The remaining $14 million goes to the State
Litter Control, Recycling and Resource Recovery Fund to replace
revenues from the “litter tax”, which AB 66 abolished.

IV. STATE GENERAL FUND SURPLUS

What is Happening to the Surplus?

On July 1, 1980—the first day of the budget year—the state is expected
to have $1,834.8 million remaining from the surplus that built up over the
1973-74 through 1977-78 period.

If the Governor’s estimate of revenues materialize and his expenditure
proposals for 1980-81 are approved, the state will spend more than it
receives for the third consecutive year, resulting in a deficit calculated as
follows:

(in millions)

General Fund revenues and transfers—existing law ...... $19,284.0
Proposed legislation—Transfer tidelands oil revenues.... 77.8
General Fund revenues and transfers, as proposed in the
BUAGEL ..ot nnees $19,361.8
General Fund expenditures (excluding $64.6 million in
expenditures from reserves) ....ooeeeenccsiniinenns 20,683.9
1980-81 Annual Deficit .....ccocveeeevernrnreerreeceeeerennenes $—1,322.1

This deficit would further deplete the year-end surplus as
follows:

Surplus on hand, July 1, 1980 (excluding reserves) ........ $1,834.8
1980-81 annual deficit ..o —1,322.1
Surplus on Hand, June 30, 1981.........cccccvvmnrrrrencresioncmenenes $512.7

If $160.9 million in uncommitted federal revenue sharing funds is added
to the $512.7 million year-end General Fund surplus, total uncommitted
resources available to the state at the end of the budget year would be
$673.6 million. Of this surplus, the Governor proposes to reserve $400
million to cover contingencies.
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The surplus projected in the budget depends on a number of critical
assumptions involving:

¢ Legislation to authorize $77.8 million in transfers to the General Fund
from. tidelands oil revenues.

e The accuracy of the revenue estimates (including tidelands oil esti-
mates).

o The performance of the California economy.

o The willingness of California consumers to continue increasing their
spending at a higher rate than their income is increasing.

e The amount of federal revenue sharing funds provided to the state
during the budget year.

e Increases in the cap on federal Title XX funds for social services.

e Whether the $200 million of unidentified expenditure savings in the
Governors Budget will be realized.

e New fiscal legislation that might be passed in addition to the Budget
Bill. .

« Proposition 9 on the June 1980 ballot—the new Jarvis Income Tax
Initiative. ‘

Trends in the Surplus Since Fiscal Year 1973-74

In order to provide perspective on the financial condition of the Gen-
eral Fund in 1980-81, it is useful to see how and why the surplus grew, and
how this trend has been reversed. Table 36 and Chart 19 show the year-to-
year changes in the year-end surplus since 1973-74. The 1973-74 fiscal year
is chosen as the beginning year because it marks the start of the period
during which the General Fund surplus accumulated.

7 The year-end surplus at the end of 1973-74 was $180 million. It grew
continuously through 1977-78, reaching a high of $3,686 million on June 30,
1978. Following the passage of Proposition 13, however, the state began
spending more than it was receiving on an annual basis and as a result, the
upward trend was reversed.

Changes in the year-end surplus reflect the annual General Fund sur-
plus or deficit for each fiscal year. The annual surplus or deficit is the
difference between resources received and funds expended during any
one fiscal year. After incurring an annual deficit of $444 million in 1973-74,
the state began realizing large and growing annual surpluses. The annual
surplus was $350 million in 1974-75 and reached $1,914 million in 1977-78.
This was the largest annual surplus in the state’s history.

In response to the passage of Proposition 13, state General Fund expend-
itures increased sharply, and a pattern of annual deficits began, as shown
in Chart 20. The annual deficit was $1,057 million in 1978-79. It is projected
to be $845 million in 1979-80 and $1,322 million in 1980-81. The annual
deficit proposed by the Governor for the budget year would be the largest
in the state’s history.
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~_Chart 19
General Fund Unrestricted Surplus
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Chart 20

General Fund
Revenues and Expenditures
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Prior year resources

. Table 36
Trend in General Fund Unrestricted Surplus
1973-74 to 1980-81
(in millions)

1973-74 1974-75 1975-76 1976-77 1977-78

Adjustments to prior-year resources

Prior year resources, adjusted
Revenues and transfers

Expenditures (—)

(Expenditures from reserves)
(Net Expenditures)

(Annual surplus or deficit)
Carry-over reserves (—)

Year-End Surplus

Plus Federal Revenue Sharing Fund

Total Uncommitted Resources Available (Gover-

Reflects increased revenues of $77.8 million from

(Proposed Reserve for. Economic Uncertainties)

1978-79 1979-80 1950-81

; $683.9 $358.3 $660.1 $808.8 $1,818.2 $3,886.9 $2,905.5 $1,980.1
..................... +46 +24.7 +36.0 +95.8 , +50.9 - —
$688.5 $383.0 $696.1 $904.6 $1.877.5 $3,937.8 $2,905.5 $1,980.1

 $6,965.5 $8,617.3  $9,612.8 $11,380.6 $13,695.0 $15,218.5 $17,781.0 $19,361.8°

7.295.7 8.340.2 9,500.1 10,467.1 11,685.6 16,250.8 18,7064 * 20,7484 °

.................................. _ (+113.3) . (=728) (—28.4) (+28.0) (+24.6) (—80.0) (—64.5)
(§7,400.0) - (§8.267.4) {($947L7T) ($10495.1)  ($11,7814) ($162754)  ($18,626.4) ($20,6339)
........................................ (—4435)  (+3499)  (+1411)  (+8855) (+19136) (—10569)  (—8454) (—13221)
1782 105.4 T1.0 105.0 225.3 1453 . 80.8

$180.1 $554.7 $731.8 $1,712.1 $3,686.1 $2,680.2 $1,834.8 $5é(2)';

: 160.

$673.6

($—400.0)

* After $150 million has been deducted in 1979-80 and $200 million in 1980-81 for Estimated Unidentifiable Savings (as shown in the 1980-81 Governor’s Budget).
b proposed tidelands oil revenues, which requires hew legislation. Under current law, the annual deficit would be $1,399.9
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