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. LETTER OF TRANSMITTAL

925 L Street, Suite 650
Sacramento, California 95814
February 18,1981

“THE HONORABLE WALTER W STIERN, Chairman
* and Members of the Joint Legislative Budget Committee
~ State Capltol Sacramento

' Gentlemen

In accorda.nce with the provisions of Govemment 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 1,1981, -
to June 30, 1982.
- The purpose of .this analy31s is to assist the cormmttee in performmg its dutles
~ which are set forth in Jomt Rule No. 37 as follows ‘ ‘

“It shall be the'duty of the cornmittee to ascertain facts and make recommen-

dations to the Legislature and to the houses thereof concerning the state budget;

= the revenues and expenditures of the state, and of the organization and func-

tions of the state; its departments, subdivisions and agencies, with a view of -

_ reducing the cost of the state govemment and secunng greater efficiency and
economy.” .

“ Tam grateful to the staff of the Department of Finance and to the other agencies
‘of state government for their generous. assmtance in furmshmg information neces-
‘ sary for th1s report. .

Respectfully submitted,

WILLIAM G. HAMM
Legislative Analyst
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BUDGET OVERVIEW
L INTRODU_CTION e

Our Anulysns : :

- This Analysis reports the results of our détailed exa.mmatlon of each 1tem in'the’
Budget Bill. It also contains our recommendations on the budget, as well as recom-
mendations for new legislation and for legislative guidance to the departments and
agencres in state government. :

Based on our analysis we have recommended many reductlons that appear to
be warranted and can appropriately be made because:

o A program’s objectives can be achieved at a lower cost to the state
"« Amounts requested have not been justified.

s A 'program or actlv1ty is not effective in achxevmg the purpose for whlch it was

created.

« A program proposed for fundmg has not been authorized by the Leglslature

In addition, we have recommended augmentations to the proposed budget
where factors of legislative intent have not been sufficiently recognized. No at-
tempt, however, has been made to ta.llor these recommendatnons to achieve any.
specific overall spending level. ;

Organlzaﬁon of the Analysis '
This Analysis is divided into two major components :
L The A-pages present overall expendlture, revenue, surplus and economic -
" data to provide perspective on budget issues faced by the Legislature in -
'-1981-82. This overview contains both historical data and the outlook for the
General Fund beyond 1981-82. Other sections of the A-pages discuss: (a) state
and local borrowing through the issuance of bonds. (b) the major compo-
nents of the budget, including information on state-operated programs, local
assistance and fiscal relief, and capital outlay, and (c) a summary of the major
issues facing the Legislature this year.
2. The body of the report presents a consecutive 1tem-by-1tem analysis of the
specific budget issues. Recommendations for legxslatlve action are made rela-
tive to our ﬁndmgs on each budget issue.

Expenditures

" The 1981-82 budget proposed by the Governor provides for expendatures of
$24.7 billion. This amount includes:

o $20.8 billion from the General Fund, of which $4.3 billion is for state opera-
tions, $15.9 billion is for local assistance, and about $28 million is for capital
outlay. The remaining amount, $0.5 billion, is proposed for cost-of-living ad- .
justments. This amount has not been earmarked for distribution to spemﬁc
budget items. ‘ :

o $3.7 billion from special funds.:

¢ -$0.2 billion from selected bond funds.

" In addition, the budget proposes expenditures of $10 6 billion from federal funds
and $6.8 billion from various “nongovernmental cost” funds including retirement,
working capital, revolving, public service enterprise, and others. Adding all these
components, the total spending program proposed by the Governor is $42 billion,
of which $35.2 billion is from governmental funds. Using this latter measure, the
state will spend. $1,443 for every man, woman, and child in the state during the
‘budget year, or at the rate of $96 million per day.




Revenues

The budget is supported from a vanety of dlfferent sources including tax fees,
bond proceeds, service charges and intergovernmental transfers. In 1981-82, the
most important sources will provide:

e $21,020 million to the General Fund.
;e $3,340 million to some 133 different special funds. -
 $10,586 million in federal funds for.a myriad of purposes. The state will sub-
vene most of these federal funds (54 percent) to local government.

Income from state sources—General Fund and spec1al funds—is estimated to be
$24,360 million in the budget year. This is an increase of $2,153 million, or 9.7
percent, over 1980-81, and 16.4 percent above.1979-80 revenues.

The Department of Finance’s estimate of General Fund revenues—$21,020 mil-
lion for 1981-82—is $1,964 million, or 10.3 percent, higher than estimated revenues
in 1980-81. The percentage increase is on the low side because of changes in tax
laws and in the budget year the continued softness in the economy that the
Department of Finance anticipates in calendar year 1981. .

A detailed discussion of the revenue estimates and the economic assumptions
on which the budget is based begins on Page A-16 of this overview.

Il. REVENUES, EXPENDITURES, AND THE SURPLUS
A. CONDITION OF THE GENERAL FUND—THE SURPI.US

Overvuew

The budget problem facing the Legislature in 1981-82 is centered in the General
Fund. Essentially, the challenge facing the Legislature in 1981-82 is how to avoid
a deficit while providing for the needs of ongoing programs and activities in the
face of high rates of inflation. !

Chart 1
Comparison of General Fund
Current Expenditures to Current Revenue
1977-78 to 1982-83 (in bllllons)
Dollars

$24 v 23.6°

22 ;

- Current Expenditures 20.7
20 188 )
- 20.8
18J ) 19.0.
16_ el 18 0 \
Revenue

141 137 -

12T

104 11.7

0-— R 1
77-78 78-79 79-80 80-81 81-82 8283
a (estimated) (proposed}. (projected)
Department of Finance projection.
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Table 1

Trend in General Fund Unrestricted Surplus
1973-74 to 1981-82
(in millions)

1973-74 1974-75 1975-76 1976-77 . . 1977-78 1978-79 1979-80 1950-81 1951-82

v Prior year resources..........oeecssenennes '$683.9 $358.3 $660.1 $808.8 $1,8182 $3,886.9 $2,905.5 $2,540.7* $399.1
Adjustments to prior-year resources ... - - +46 +247 +36.0 +95.8 +59.3 +509 +184.7 (47.6)* —

Prior year resources, adjusted............ $688.5 $3830 $696.1 $904.6 $1,8775 $3,937.8 $3,090.2 $2,540.7 $399.1
Revenues and transfers............. . 6,965.5 86173 - 9,612.8 11,380.6 13,695.0 15,2185 17,984.6 19,055.4 21,019.7

Expenditures (=) ..ocooonniens 7,295.7 8,340.2 9,500.1 10,467.1 11,685.6 16,250.8 185341 - 21,197.0° 20,798.7°
(Expenditures from reserves). (+113.3) (=72.8) (—284) (+28.0) (+95.8) (+24.6) (+317.5) (—466.4) (—28.6)
(Current Expenditures) ....... ($7,4000)  ($8.267:4) ($94717) -($10495.1) ($1L,7814) ($162754) ($18851.6) ($20,730.6) ($20,770.1)
(Annual surplus or deficit) . . (—4435) (43499) (+1411) (+885.5) (+19136) (—1,0569) (—8670) (—16752) - (+249.6)

Carry-over reserves (—) ... 1782 1054 710 105.0 200:8 225.3 542.8" - 280 01

Reserve for Economic Uncertainties.... - — —_ — — —_ — 3700 620.0
- Year-End Surplus ......cceiccreeereesionnces $180.1 $5547 . $7318 $17131 - $3,6861 $2,680.2 $1,9979 $0.3 0-

Plus Federal Revenue Sharing Plan ... » ' ’ 302.9 179.0 -

Total Uncommitted Resources Avaxl
able, including reserve for econom- : : :
i uncertainties ............wmmeesmecerie » $2,300.8 $549.3 - $620

* Includes (1) $38.5 million in Genera! Fund capltal outlay reappropnat:ons that were made payable in 1980--81 from the Special Account for Capital Outlay (SAFCO)
and (2) $9.1 million which will be reverted in 1980-81.

b After $180 million has been deducted in 1980-8} and $200 million in 198182 for Estimated Unidentifiable Savmgs (as shown in the 1981—82 Govemor ] Budget)




Chart 2
General Fund Unrestricted Surplus
1973-74 to 1981-82

Dollars

(Excluding Federal Revenue Sharing Fund)
$5.000 (in mlllions)
Annual Surplus
4-000 Annual Detficit
’ $3,686.1
3,000 Year-end Surplus— )
$2.680.2
2,000 . $19136 $1,997.9
$1.713.1 ' :
1,000
$

-1,000 $-1,056.9
$-1675.2
-2,000
i
~3.000 |
73-74- 74-75  75-76 76-77  77-78 ~78-79 79-80  80-81 81-82
Fiscal Year (est) (prop.)
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If the Governor’s estimate of revenues proves to be valid, and his expenditure
proposals for 1981-82 are approved, the state will begin the budget year on July
1,1981; with a surplus of less than $300 thousand and will end the year, June 30,
1982, w1th a zero balance. The reserve for economic uncertamtles will have a
balance of $620 million on June 30, 1982.

Trends in the Surplus, 1973-74 through 1977-78

From 1973-74 to 1977-78, current revenues grew 97 percent as compared to an
increase of 60 percent in expenthures As shown in Table 1 and Chart 1, this more
rapid growth in revenues caused year-end surpluses to accumulate rapldly, from
a level of $180 million in 1973-74 to a peak of $3,686 million in 1977-78:

The year-end surplus is also a reflection of the annual General Fund surplus or
‘deficit, which 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 accumulating 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, as illustrated in Chart 2.

Whai Hcppened to the Surplus?. ~

In the three years subsequent to 197778, state expenditures exceeded revenues
by a cumulative total of $3.6 billion. These spendmg levels will reduce the remain-
ing General Fund surplus to $0.3 million by June 30, 1981. The state, however, will
still have. $370 million in a newly created Reserve for Econormc Uncertainties.

The passage of Proposition 13 in 1978, a one-time income tax reduction and the .
ongoing income tax indexing program, are the major reasons why the state will-
end 1980-81 with a relatively insignificant surplus of $0.3 million and with a reve-
nue base that is $1,675 million below the current expenditure level. Essentially, the
problem in 1981-82 will be to hold back the growth in expenditures sufficiently to
allow revenues to catch up. Table 2 summarizes the fiscal situation faced by the
state in 1981-82.

Table 2 -

: General Fund
Summary of Balances Available for Expenditure

During 1981-82
{in miilions)

Priof-Year Funds Available :

Reserve for economic uncertainties, start of year ... $370.0

Uncommitted General Fund surplus, start of year ... $0.3
Revenues and transfers. . $21,019.7
Expenditures - : : 20,770.0 ‘

Difference : ' ‘ ; : N - $2497

Total—To Replenish reserve for economic uncertainties .............. . . . $250.0

Total reserve for economic uncertainties, end of year. 6200
Uncommitted General Fund Surplus, end of year ............ ieeesessaieseraeias 0.

As indicated earlier, revenues in 1980-81 will be $1,675 million below expendi-
tures. The 1981-82 budget proposes to finance this gap by:

« Transferring to the state $500 million in local revenue from the unsecured

property tax, by offsetting state costs for selected local assistance. programs.

A-5




. Replacmg $420 million in state educational aid witha like amount of. property-
_tax revenue from cities, counties, and spec1al dlstncts which would be redi-
‘rected to local school districts. - :

o Reducing the costs of existing state programs by over $100 mﬂhon :

« Replacing state funds with federal dollars to finance cost-of-. living increases in
SSI/SSP and other programs.

Through these measures, the Governor would hold expenditures during 1981-82
at $20,770 million, which is $250 million below revenues. The $250 million would
be used to restore the Reserve for Economic Uncertainties to its original $620
-million level. The end result is that there would bé 1o General Fund surplus on
~ June' 30, 1982. Moreover, during 1981-82, the last portion ($179 million) of the
Federal Revenue Sharing Funds-will be used.

Is the Budgei that Stringent?

The budget indicates that expenditures will-only grow by $40 mllhon (or 02
percent) in 1981-82. This figure does not count the $920 million in state expendi-
tures which will be financed, in effect, from -diverted property tax révenues:
Therefore, it could be said that the total growth in state expenditures is closer to
'$960 million which is equivalent to an increase of 4.6 percent. This amount is still
below the 8.6 percent inflation rate projected for state and local governments, but
it indicates that the budget is not qu1te as strmgent as it appears :

Underlying Assumphons . ' _
The condition of the General Fund on June 30, 1982 as shown in. the budget
, depends on a number of critical assumptions mvolvmg :
".e. The performance -of the California economy.
'« Whether the unidentified savmgs—$180 million m 1980-81 and $200 million
_in 1981-82—will be realized. :
« Whether legislation is passed in the exact form proposed by the Governor to
effect legislative and other changes in numerous programs that are neededin -
order to realize the savings reflected in the budget
o Whether new fiscal legislation is passed increasing expenditures beyond the
level proposed in the budget. :

Outlook for the General Fund Beyond 1981-82

The longer-term outlook for the General Fund depends upon the relative rates
of increase in future revenues and expenditures. Because the Legislature can pass
laws which change the amount of revenues collécted and expenditures made,
there is really nothing automatic or inevitable about the future levels of these two
variables. Nevertheless, some conclusions about the period beyond 1981-82 can be
drawn by looking at révenues and expenditures under existing law.

Since the state cannot engage in deficit spending once the surplus is exhausted,
as it is expected to be by the end of 1981-82, the main budgeting constraint will
be the growth in General Fund revenues annually. Thus, the question becomes:
Will General Fund revenues grow at a rate sufficient to cover the growth in the
expenditure base, beyond the budget year, without further expenditure reduc-
tions or general tax increases?

We believe that the answer is yes. This is because:

o ‘The state must ahgn annual expenditures with annual revenues in 1981-82, so

that new spending in the budget year will not exceed current income, and

« After 1981-82, we have estimated that General Fund revenues under current

- lawwill probably grow approximately in line with California personal income

growth. This income growth averaged about 12.4 percent per year from 1974
through 1980.
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o Therefore, given the realignment of annual expenditures and revenues in the -
budget year, annual expend.ltures after.1981-82 should be able to rise at a
relatively good pace, in line with personal income growth.

The fiscal outlook for the state—where the néar-term need for 31gn1ﬁcant spend-
ing restraint is accompanied by the prospect of affordable expenditure growth in
the future—is analogous to the situation in which many households find them- -
selves from time to time. When consumers find themselves with large and unan-
ticipated ‘amounts of extra income or savings—as the state did after its surplus
accumulated—they may increase their monthly spending for a period of time.
Eventually, however, they must adjust their living standards to correspond to their
monthly paycheck. This adjustment is more difficult to make when the temporar-
ily higher spending is not on one-time purchases, but rather on items with the
potential for ongoing financial commitments—as in the case of the state’s in-
creased spending for local governments following Proposition 13. As with the state
government, however, such households must ultimately make this adjustment if
they are to stay out of debt. Once this one-time adjustment is fully accomphshed—
as the state must do in 1981—82—spend1ng can be increased as income rises in
future years:.

s.' '-EXPEND_ITURES |

Total State Spending Plan , : '

Table 3 and Chart 3 present the pnnmpa.l categones of the: state spendmg plan-
in the 1979-80, 1980-81 and 1981-82 fiscal years. Included are expenditures from
the General Fund, special funds and bond funds totaling $24,653 million in 1981-82,
When added to expenthures of $10,586 million from federal funds and $6,784
million from nongovernmental cost funds, the’ tota.l as proposed by the Governor
amounts to $42,024 million.

‘Table 3
Total State Spending Plan ®
(m millions)

v E’samated 198081 _ Proposed 1981-82

Actual - " "Percent Percent

1979-80 Amount Change Amount Change
General Fund ... $18534.1 $21,1970° 1449 - $20798.7° -19%
Special funds-....... - 27604 - 34798° . - 261 3,693.7° 61
Budget Totals.... $21,9045 - - $246768-  159%  $24:4924 ~07%
Selected bond funds. 1930 212.6 412 1606 —411
State Expenditures............ $21,4875 $24,949.4 161% - $24,653.0 ~12%

Nongovernmental cost funds... 56580 6,544.4 15.7 6,784.4 3.7

Federal funds......wcemmens 81602 104452 . 280 105863 14

“Total State Spending $35,305.7. $41,939.0 188% - $42,003.7 02%

* Based on amounts shown in the Governor’s Budget.
b Includes expenditures from reserves of $466 4 million in 1980-81 and $28. 5 million in 1981-82.
¢ Includes expenditures from reserves of $261.6 million i in 1980-81 and $107.5 million in 1981-82.

State Budget Expenditures ~

That portion of the state spendmg plan financed by state revenues deposited in
the General Fund or special funds is-usually referred to as budget expendltures
The budget totals are shown in Table 3—$21.3 billion in 1979-80, $24.7 billion in
1980-81, and $24.5 billion in 1981-82. Budget expenditures account for 58 percent
of the $42 billion state spending plan in 1981-82.-General Fund expenditures alone
are nearly one-half of the total.
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‘ Growfh in General Fund Expenditures : .

"Historical perspectiveisa useful tool in analyzing trends in. General Fund spend- -
ing. Table 4 presents the amount and rate of increase in expendltures since 1973-
74. The proposed 1981-82 General Fund’ budget is nea.rly three times . what it was

" in 1973-74: During the last eight years, the average annual rate of increase was

nearly $1.7 -billion, or 18’ percent. Thus, it is evident that the proposed i increase:
between the current and budget years—0.2 percent—represents an abrupt halt to ,
the expendlture trends of the past. -

Table 4 -
Annual Growth in General Fund Expendltures
(in millions)

Percent

RIS > o » v Amount . Increase-’
1973-T4...., e : : ‘ o $1,.285.7 299%
197475 ..o i _ ’ 83402 143
1975-76 Ginraee : " . e 9500 7138

. 1976-T1 .... - : 10,467.1 102"
1971-78...... - . : : - v 1168567 - 116
1978-79. iseiaiteniens oo - 162508 - . -39.1-
_1979-80 b - , ‘ 185341 141
1980-81 (estlmated) B : 20,7306 . 118
1981-82 - (proposed) ....... ; 207701" 02

. Not including $466 million in expenditures from reserves.
b Not including $29 million in expenditures from reserves.

Budgeied Versus Acluul Expendliures

' The expenditure program initially proposed in the budget, has invariably been
changed—usually upward—during the budget process. Table 5 compares the mag-
nitude of the original estimates with actual expenditures during the past eight

- -years.
Table 5 :
Comparlson of Budgeted and Actual General Fund Expendltures
: (in mllllons) o
BudgetAs sl . Change
) : Submitted E'Apendztures Amount Percent
1973-74 . $7,151.1 $7,295.7 $144.6 20%
1974-75 . G 18119 83402 5283 6.8
- 1975-76 iveseessaisisresinisseis o, 951698 LT 0 9800 330.6 36
1976-77 ; 10,319.7 : 104571 . 0 1474 - 14
1977-18 fnee - 11,8923 o070 11,6856 v —1367 -12
- 1978-79 s 134825 - 162508 2,768.3 - 205
1979-80 s 17,088.1 - 185341 ¢ 1,4460 - 85
1980-81 : i 207484 ,207306'” - 178 ~01

- Source: 1973-74 to 1981-82 Governor’s Budget Schedu.le 1.
b Midyear estimate. i
“Excludes $466 million in expendltures from reserves

In 1977-78 and 1980—81 the actual amount expended was less than initially
proposed. The unusually large net increase for 1978-79 was mainly due to the fiscal
‘relief program enacted in the wake of Proposmon 13. This local fiscal relief added
$4.4 billion to that. budget; but reductions in other state programs held the net
mcrease to $2,768 million.




Prediction or Plan?

It should be noted that the budget estxmates are not predzcbons of how much
ultimately will be spent, although these estimates reflect countless. predictions
-about expenditure rates 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 expendltures ought to be, given all of those factors that the state cannot
control. It is certain that, between now and June 30, 1982, expenditures (and
revenues) will be revised by the Governor, the Legislature, changing economic
conditions, and many other factors. Thus, actual revenues and expenditures are
likely to be different from the estimates contamed in the Governor s Budget.

Where Does the Money Go?

Table 6 and Chart 4 show the distribution of General Fund expenditures by
'major program categories. Adding the $10.2 billion for education to the $7 billion
for health and welfare indicates that a total of $17.2 billion, or 82.7 percent of total
expenditures goes to the so-called people programs. The remaining $3.6 billion, or
17.3 percent, goes for tax relief and other programs such as corrections and re-
sources.

These “people programs” have been the fastest growing components in General
Fund expenditures. Chart 5 illustrates the trends since 1973-74, when health,
welfare, and education made up about 75 percent of the budget. These programs
have moved up from around $5.5 billion in 1973—74 to more than tnple that level
in 1981-82—$17.2 billion.

Chart 4
 General Fund Expendlturos—Major Components
198 1—82

Health and Weltare
33.7%

Property Tax Relnef
55%

All Other
11.8%

Higher

K-12
Education/' ~Education’
34.2% 14.8%

A-10




: “‘Table 6 :
Expendrturas for Health Welfare, and Educatlon
As a Percent of Total General Fund Expendltures

: . 1981-82:
_(mv millions) -

ik Pércent of

e . General Fund
‘ E , v s o Amount . Budget: "
Health and Welfare i X o - Co810223 0 337%
Education: -~ = .- o : o s
K-12 AR : : eenimision | HIOTL 342 -
Higher education : , ivineizons .+ S0T6.8 148
Total, Education e : . $10,1839 . 49.0%
_ Total, Health, Welfare; and Educatwn : . $17,2062 - 87%
Other Program Areas : » SR — - - 3,5925 173
Total General Fund Budget . . : $20,798.7 100%
Less expenditures from reserves . : —285 —14
Total Current General Fund Expendltures ‘ -$20,770.2 98.6%
Chart 5
General Fund Expenditures By Major .
Program Categones 1973-74 to 1981-82
.. (in:billions)
Dollars . - S
$8 o
. : . . : )/A\\ il ;
‘ 7 1 _ . ‘ K-12Educatiqn g ",f"f"",:‘_,' o
6 et
5 _ » Health and Welfare
4
ngherEducatlon : )
34 )
2. -
14 -
. AII Other
| -] I I | l I I T
73-74 - 74-75" 75-76 76—77 77-78 ' 78-79 79-80 80—81 - 81-82.
T (est) (prop.)
2 Includes $509 million in 198 1—_8_2 for unallpcated cost-of-iiving increases. ’

Summary of Mqor Program Chcnges .
Although Table 7 shows that expenditures in total will increase by only $39.6
million, there are significant increases and decreases within individual programs

that tend to offset each other. Somie ‘of these major changes are:
1 S81/8SP grants will be reduced by $201 million, desplte increased caseload
- The overall reduction will occur because (1) recipient’s unearned income
such as social security will increase, (2) the federal government will provide
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the entire amount needed to fund the 4.75 percent cost-of-living adjustments
proposed in the budget, and (3) the mid year change in' grant levels during
1980-81 affects the growth rate for the budget year. :

. Special Social Service programs appear to decline $37.2 million. The actual
amount available for these programs, however, will actually in¢rease in the -
budget year. Currently the Department of Education spends $52 million in
federal funds to support child development programs. In the budget year,
these federal funds will be shifted to Social Services and a corresponding
amount of General Funds will be shifted from Social Services to the Depart-

_ment of Education. After accounting for these funding shifts, this program

- will experience a net fundirg increase of $14.8 million, rather than the reduc-

tion indicated in the budget:

Table 7

Estimated General Fund Program Changes
1980-81 to. 1981-82
(ln millions)

_Governor’s Budget Cizange
1950-81 ‘ 1951-82 . . Amount Percent -

Health and Welfare: ) ) .
Medi-Cal R, "~ $2,493.0: $2,676.9 - $183.9. 74%
SSI/SSP grants ...... . : 12520 1,051.0 - '=201.0 —16.1
AFDC grants . 1,195.9 12150 19.1 16
Mental health 568.6 5715 89 . 1.6
Developmental services......... SO 521.1 525.6 45 09

_ Specnal social service programs ... 1879 1507 -372. 0 -198
* Including federal buyout of General Fund : ' .
program: - (202.7) (14.8) (7.9)
Other; health and welfare.......... 801.5 825.6 23.1 - 30
"Subtotals, Health and Welfare ... . $7,0200. $7,022.3 - $23 0.03%
Adjusted, Health and Welfare ................ Lo = (T0743) (543) ©.7)

Education: o

K-12 $7,656.3 $7,107.1 —$549.2 ~12%
Property tax shift - (361.2) - -
Unsecured roll ) — (228.0) — —

Adjusted K-12 Budget ..ccocooocreomnrseons — . - ($7,696.3) ($40.0) (05%)

“University of California .........covcicveenrmrressieins 1,041.0 1,081.2 40.2 39

California State University and Colleges...... 932.6 9287 =39 —04

California Community Colleges...................... 1,088.8 969.0 -1198 —11.0
Property tax shift . — (588). — —
Unsecured roll : ; —_ (31.0) - - —

. Adjusted CCC Budget ........coorcecrn —  ($10648)  (—$240) (~2.2%)

Other, higher education’ - 937 979 o 42 45
Subtotals, Education ........... . . $108124 - -$10,183.9 $628.5 —5.8%
Adjusted: Education 51111 R — - (10,868.9) (56.5) (0.5)

Property tax relief 13272 . L1442 1830 ~138
Unsecured roll ......; — 0 (235.0) - —

Adjusted property tax relief ... — " .($1,3792) ($52.0) (3.9%)

Employee compensation : 1392 - —1392 ~N/A

Unallocated cost-of-living adjustments.............. — 509.1 509.1 N/A

Capital outlay 585 2.7 -30.8 —52.6

Debt service 2120 2313 : 198 9.1:

All other g . LT 1,680.2 - 52.5 32

Totals $21,197.0 - $20,798.7 —$398.3 - —19%
Less expenditures from reserves............... —4664 —285 - 4379 ~N/A
Current Expenditures............ccommmmmnssernnies $20,730.6 $20,770.2 $39.6 02%
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3. K-I12 education appears to decline by $549 million. This figure, however, -
makes no allowance for the $589 million 'in new property tax revenues these
districts would receive under legislation proposed by the Governor: If these
funds are included, the K~12 program shows an increase of $40 million.

4. Community Colleges appear to decline by almost $120 million, but this does
not reflect the shift in property tax revenues. The net reductlon therefore,
is closer to $24 million.

5. Property Tax Reliefappears to decline by $183 mﬂhon However, tlus figure
does not reflect the $235 million that cities, counties and special districts will
receive from unsecured property taxes. The state; in effect, is.capturing these
funds by making offsetting rediictions in state payments to these jurisdictions
for Homeowners® Property Tax Relief ($209 million) and Personal Property
Tax Relief ($16 million). If these adjustments are recognized, then expendi-
tures for this category show a $52 million increase. '

6. Unallocated cost-of-living adjustments show an increase of $509 million. The
budget states that these funds can be used for cost-of-living increases in state
programs, employees’ compensation, or for other purposes: In addition to the -
$509 million in unallocated cost-of-living adjustment funds, the budget pro-
poses $742 miillion for eost-of-living increases spread among the various pro--
grams. This amount would be in lieu of the statutory increases that these
programs would otherwise receive. Exlstmg statutory - cost-of- living adjust- -
mente wonld: cost £1.3 hl"mn in 19R1-RK2. - N )

Conirollmg Expendlfures Through the: Budgef Process :
A large portion of the budget is not easrly controllable through the budget
process because funding for many programs is provided by statuite or the constitu- - .
tion; rather than by the Budget Bill. As Table 8 shows, expenditures of $10.5 billion, -

or 50.6 percent of the $20.8 billion in total General Fund expenditures proposed " -

by the budget, are authorized in the Budget Bill. A 51gmﬁcant amount—$9.7 billion

(or 46.9 percent), although included in the Budget Bill is really authorized by .

statute. (This figure would be higher if the budget requested funds to-pay the full -
statutory cost-of-living adJustments ) Finally, $520 mllhon, or 2.5 percent does not
even appear in the Budget Bill."

Table 8 :
1981-82 General Fund Expendlturas in the Budget Bill
(m millions)
: Percent
Amount . of Total

Expenditures in the 1981-82 Budget Bill:
Statutory authorizations also included in the Budget Bill:

Education, K-12 _ $59119 98.4%
Department of Social Services ‘ : 22728 109
Board of Governor’s—Community Colleges 4973 24
Tax Relief 1,063.2 5.1
Legislature 37 0.02
Total, Statutory Authorizations . $9,7489 - 46.9%
Expenditures authorized in the Budget Bill 10,529.6 506
Total, in the Budget Bill $20,2785 97.5% -
Expenditures Mot in the Budget Bill Leneparen 520.2 25
Constitutional (231.3) (1.1)
Other (288.9) (1.4)
Total, Expenditures ; . $20,798.7 100.0%
Less Expenditures from reserves —28.5
Current Expenditures : $20,770.2
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ARTICI.E X B

- On November 6, 1979 Cahforma voters overwhelrmngly approved Proposmon
4, the *Spirit ‘of 13” Initiative.’ Proposxtlon 4, which’ placed Artlcle XIII B in the
» Cahforma Constitution, has three main provisions:

o It placesa limit on the year-to-year growth in tax-supported appropnatxons of

the state and individual local governments.
o It precludes the state and local governments from retaining surplus funds.
-~ Any unappropriated balances at the end of a fiscal year must be returned to

“taxpayers within a two-year period.
- It requires the state to relmburse local govemments for the cost of certain
state mandates.

Spendlng Limit

Article XIII B seeks to limit the spendmg of government entities by establishing
a limit on the level of tax-supported appropriations in each fiscal year. The article
‘establishes a base-year limit for 1978-79, and adjusts this limit in subsequent years
for changes in inflation and population. Once established, the limit increases (or
decreases) independently of actual government spending. The ]umts are effective
beginning with the 1980-81 fiscal year.
-Not all appropriations are covered by the article’s prov1s10ns The article hmnts
~‘only appropriations from tax revenues, such as revenues from ‘property, sales,
_personal income and corporate franchise taxes. Appropriations financed from
.- non-tax revenues—such as federal funds, user fees and oil revenue—are not lim-
" ited by Article XIII B.
"< The article also exempts from the lumts of both the state and loca.l govemments
.appropnatlons made for the following purposes: (1) debt service, (2) retirement -
" ‘benefit payments, (3) federal or court mandates,. (4) investment funds, and (5). -
- refunds of taxes. In addition, it exempts from the state limit state subventions to.
.local governments. After allowing for these exemptions, the remaining appropria-
* tions of tax revenues are subject to the limit.
The' ambiguity of certain provisions of Article XIII B led to much uncertainty
~.as to how the article 'was to be implemented. In response to this problem, the
Legislature passed and the Governor signed into law Chapter 1205, Statutes of 1980
_ (SB 1352). Among other things, Chapter 1205 clarified (1) the definition of “state
- subventions,” (2) the method of calculating the annual adjustment factors, and (3)
“the process by which local government limits are established.

- Impact of Article XIiI B in 1980-81
Table 9 summarizes the impact of Article XIII B on the state in the current year,
as ‘estimated both by the administration and .our office. The Department of Fi-
nance estimates that the state is $810 million under its appropriations limit in
1980-81, while we ‘estimate ‘that the state is $275 million under its limit. The
- difference between the two estimates—$535 million—is due to several factors.
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o Base Year Limit Disparity. As Table 9 shows, our estimate of the 1978-79 or
base-year limit ($12,422 million) is $276 million Jess than the Department of
,Fmance s estimate ($12,698 million). This disparity-is due to: (1) different
" methodologies on how to count appropriations financed by non-tax proceeds
and (2) a disagreement on the calculation of the State Highway Account

* special reserve appropriation made in 1978-79. The Department of Finance’s
higher base-year limit translates into a higher 1980-81 limit than ours ($16,386
million versus $15,759 million), resulting in more “room” between the 198081
limit and appropriations subject to limitation.

o Annual Adjustment Factors. In calculating the annual adjustments to the
limit for cost of living and population increases, we have followed the specific
language contained in Chapter 1205, to arrive at a two-year adjustment factor
of 26.3 percent. Finance, on the other hand, maintains that Chapter 1205 was
not effective for setting the 1980-81 appropriations limits, and has used popu-
lation and personal income figures which became available more recently.
Thus, Finance is using a two-year adjustment of 28.4 percent. This difference
alone accounts for approximately one-half of the disparity between the two
estimates.

o Appropriation Updates. Fmance s estlmate of 1980-81 approprlatlons does

.. .not reflect revisions in current: year continuous appropriations, nor does it
include proposed deficiency appropnatlons We: have accounted for these
updated appropnatlons figures in our estimate. :

Table 9
~ Impact of Article XIII B
on the State in 1980-81
) (in millions) . -
, ' ‘ 1978-79 .- . 1980-81
Department of Finance: ‘

Appropriations limit ' e $12698 $16,386
Appropriations subject to limitation - 12698 15576
Amount Under Limit - $810
Legislative Analyst's Office: ’ :
Appropriations limit......:.. . $12,422 $15,759
 Appropriations subject Yo limitation g 12,422 15,484
Amount Under Limit : — $275

Revisions to Ecrller Legislative Analyst Estimates
In October 1980, we estimated that the state would be $122 million over its
1980-81 appropriations limit. The difference between this estimate and our new:
estimate of the state’s position—$275 million under the limit—is due entirely to
revised data presented in the 1981-82 Governor’s Budget. The major changes are
as follows:
» Estimates of nontax proceeds (especm.lly federal Medicare receipts and oil
revenues) have increased dramatically, thereby reducing the level of 1980-81
. appropriations subject to limitation.
» Department of Finance has increased its estlmate of state subventlons to
schools; which also reduces spending subject to the limit,
e The budget proposes to reduce the 1980-81 appropnatlon to the reserve for -
economic uncertainties by $250 million.
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' |rnpud of Arhcle XIi B in 1981-82

Table 10 shows estimates of the unpact that Article XIII B will have in the
budget year. Finance projects that the state will be $1,790 million under its 1981-82
limit, while we estimate that the gap will be $1,136 million. The. difference
between: the two figures is due principally to the same factors mentioned above
in discussing the article’s impact during the current year. -

Table 10 .
Impact of Article XIII B
On the State in 1981-82

(in millions)
B Department of . Legislative
‘ ‘ : Finance - .. Analyst
Appropnatxons limit ' : $18,167 - $174T2
Appropnatlons subject to lnmtatlon : ‘ 16,377 16,336
Amount Under Limit . - - $L790 $1,136

The large gap reﬂected in both estimates results from the fact that the level of
appropriations in the base year (1978-79) could not be sustained indefinitely with
the revenues produced by current-tax laws. This is because the state had a large
portion of its base-year limitfinanced by surplus funds. However, since the surplus
is now depleted 1981-82 appropriations can be financed only from current-year -

. revenues. The large gap results from that portion of the state’s limit originally
financed by the surplus—and the year-to-year growth in this amount—which can
no longer be financed in the budget year because the surplus has been exhausted.

_ As aresult, the state’s appropriation limit will not be a fiscal constraint in 1981-82
a.nd barrmg the enactment of a general tax increase, it will probably not be a
constraint in the: foreseeable future. Only if revenues grow for several years at
rates higher than the annual adjustments to the state’s limit will the state have
adequate resources to spend up to its limit.

Reiurn of Surplus

‘Section 2 of Article XIII B requires that all unappropnated revenues (that is,
- surplus funds) be returned to the people within the following two fiscal years.
Legislative Counsel has interpreted this section as being applicable | to both tax and
non-tax revenues.

Section 2 will have little apphcablhty to the General Fund in the current year,
as the Governor’s Budget estimates a 1980-81 year-end surplus of only $280,458.
Special fund balances, on the other hand; are estimated at $860 million, an un-
'known portion of wh1ch is potentially sub_]ect to the return provisions of Section
2. We will have specific recommendations on this issue in our analysis of the
general control sectlons, published subsequent to this Analysis.

C. 'REVENUES

1.. Overview

Cahforma state govemment is supported by revenues wh1ch are derived from
many different sources. The Governor’s Budget identifies over 50 specific individ-
ual revenue categories, ranging from taxes levied on individuals and businesses,
to income which the state derives directly from its own assets, such as oﬂ-produc-
ing properties and financial investmerits. =

About 86 percent of all revenues are deposited in the General Fund, where they
may be appropriated for the support of general activities of state government.
Nearly 90 percent of these General Fund revenues are derived from three specific
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sources: the sales and use tax, the personal income tax, and the bank .and corpora-
tion tax: The remaining 14 percent of total state revenues are placed into spemal
' funds to support spemﬁc programs and act1v1t1es :

tht De'lermmes the level of Revenues‘-’

“The amount of revenues collected in any year depends pnmanly upon three o
factors: ,
) Fzrst the de!imbon of the tax base (such as taxable income, taxable corporate ,
“profits and taxable sales) and the tax rates apphed to the vanous parts of this
“tax base; :
s Second, the nnpact ‘which economic events have on the size of the tax base, :
- ‘and
o Third, the timing of actual tax payments to the ‘state. ‘
The first factor is usually determined by either the Legislature or the voters. Tax
 rates and definitions of the tax base generally change relatively infrequently and,
when they do change, there is often advance warning of how revenues will be~
affected, including the timing and magnitude of these effects. .
However, the second factor—economic events—is often outside the direct con-
trol of both state policymakers and individual voters. These events are also very
- difficult to forecast accurately, partlcularly in today’s highly uncertain economic "
" -environment. For these reasons, economic conditions are most responsible for -
year-to-year volatility in state revenue performance, and pose the single greatest
barrier to accurate revenue forcasting.

_The third factor—the cash-flow time pattern of tax payments—can also pose

. significant comphcatxons This is because certain taxpayers—such as corporations
—have considerable latitude regarding when they must.submit their. tax pay- .
ments. As discussed later, California’s personal income: tax indexing provisions -

" have also significantly affected the time pattern of income tax withholding pay-

ments and refunds. All'of these factors make revenue estunatmg a‘very. dlfﬁcult :
task. Qe E

‘Errors in ‘Revenue Forecushng v

Table 11 summarizes the record of the Department of Finance in estunatmg
General Fund revenuesin recent years, Since 1973-74; these errors—all underesti-
. mates—have ranged from a low. of 2.7 percent to a h1gh of 7. 6 percent, with the
most recent error (for 1979-80) being the lowest in six years (3 2 percent)

Tabie 11
A :General ‘Fund Revenue .
Estimating Errors Made in May * SR
. -Dollar Error - . Percent.
(in:millions) - - Error.

1973-74 ey # L eiisineemes - $1847 e 0%
197475 ..... P R PR e ERREE. . TR . | B
U AGTTT8 i SR sy, 966 T8
191819 i I R srsresitid - T80 b
: »'1979—80" iivssisinsis st R RN A 562‘ i 32
i leference between actual recerpts and receipts est:.mated in May pnor to the start of the specxﬁed ﬁscal
:year. .

bj Error based on June 1979 forecast revision.

L The fact_- that' revenues have been consistently underestimated during this peri-
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od is primarily explained by the mablhty of economists to fully anticipate the
strength of the California ‘economy and the high inflation rates which have oc-
curred. Chart 6 shows the record of these forecasters in predicting California’s
personal income (the single most important determinant of state revenues) from
1973 to 1980, and indicates that income growth repeatedly exceeded the expecta-
tions of public and private sector economists alike. In fact, out of 44 separate
forecasts which were available over this eight-year period, only once was income
growth not underpredicted. The chart also indicates that the Department of
Finance has performed neither worse nor better than other forecasters on aver-
age; rather, it has typically conformed to the concensus outlook.

_Chart6
Historical Accuracy of Callforma Personal Income -
Forecasts, 1977 to 1982°
0/—|
15% Actual .
Average of
o 14 _1. “other" b
2 forecasters
13. y .
s ~
12 ~
9 \Department of
511 Finance
$ 10
S 1 forecast = _ Projected
= Lowest .
g 9 1 forecast —
c 8
<
7 Range between highest and
lowest predictions of “other”
6 } forecasters in any year
[ I | | [ I 1 T I
- 73 74 75 76 77 78 79 80 81 82
B ccast as of approximately year-end of each calendar year shown.
buother” forecasters include UCLA, Bank of America, United Caifomna Bank, Wells Fargo Bank, Crocker Bank, and Security
Pacific National Bank. .

This track record raises the question of whether, because of an inherent conser-
vatisin in the economic forecasting and revenue estimating process, revenues will
again be significantly underpredicted this year. At the moment, this does not seem
to be happening. In fact, cumulative revenue collections for 1980-81 are nearly
$250 million be]omeance s projections made last May, and $30 million below the
budget forecast for the month of December alone. Whether this revenue shortfall
will persist is unknown. However, its presence suggests that the state could be less
likely to realize the unexpected revenue “windfalls” in 1980-81 that it reahzed in
-each of the prior seven years. .
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, " Table12 . EREREE S
-~ HISTORICAL TRENDS IN-STATE REVENUES °-
sl . 1970-71.to 1981-82 " . R
General and-Special Fund Revenue Growth: = :
‘Current-Dollars .. Constant Dollars ~**~ . Constant Dollars'
- (in-mllions) . ;mmzllzans) s - Per Capita -
ollar —~ Percent . Dollar " Fercent lar " rercent:

. Amount - Change - - Amount- - Change- Amount Change -

L5919 0 31% . $5919 - —43% - 429340 - - —53%
6897 . 165 6514 1017 - 31842 85"
7670 112 6,820 47 32915 34
8715 136 7.182 .53 34012 39
0405 194. ” 80 363.68 63
11567 112 7991 30 3681 12
13463 164 8752 95 395.90 75

962 186 . 9715 110 14307 88
17711 110 994 24 43941 04
20919 - 181 10,852 91 . 462, 69

207 62 105561 27 44099 ~46
24,360 97 10668 10 - 43681 09
$18.441 3116% 84740 - - 802%  §14341 ~489%

187 e 55 1304 37

-Average Increase - 1,676

S Gen'erél',Fund: R'jvebvve“nu'e: Growth _ : ,
* Current:Dollars . Constant Dollars - . Constant Dollars

P ;m millions) o ;m millions) . Per Capita

} S jar .~ Percent ar =~ Percent ollar -~ FPercent
Fiscal year . Amount - - Change Aniount Change -~ - Amount . - - -Change
CUIGT0-TL iiiiienienss . 84,534 . 41% $4534 . —-28% . .$22474 . . -38%
197172 ... . 5,395 : ,13.0 095 124 24908 - 108
1972-73 5976 108 5313 co430 0 25645 - - 30
1973-74 6918 -16.8 5750 0 . 82 27391 68 -
:1974=T5 8,630 23.7- 76433 119 . 301.62 101
1975-76 9639 - ILT C6B59 35 30677 17
-1976-=TT. 11381 18 7,398 i ~ 33466 91
1977-18 13,695 203 8335 127 - 369:61 -, 104
-1978-79 15,219 1kl 8,547 25 37155 0.5
1979-80 7,985 182 - 9,330 292 397.40 - 70

1 19,055 6.0 9,063 -29 378.35 —48
198182 ..oivviveriennennens 21,020 - 103 9,205 16 376.91 -04 -
- Total Increase ...... $16,486 363.6%. - $4,671 103.0% - - $152.17 67.7%

- Average Increase 1499 150 495 66 13. - 48

S Special Fund _Révénue Growth . :
Current Dollars- - - Constant Dollars .. Constant Dollars

in ons, ;m millions) .- Per Capita Lo
: lollar ercent ar - ercent lollar - Percent - .
1 Amount Change - . - Amount Change Amount Change.
1 . $1,385 . .—20% $1,385 =9.0% $6865 . - - -99%
1971-72 1,502 84 419 - 24 69.34 1.0
1972-73 1,694 12.8 906 62 72.70 48
1973-74 1,738 26 432 =49 682l .. <62
1974-75 1,776 22 1,324 =76 62.06 =90
1975-76 1,928 86 . 1,332 06 .- 61.37 —L1
1976-71 *.2,082 8.0 354 16 61.24 202
. 1977-18 2967 . 89 380 . 19 6LI8- im0
- 1978-79 92493 00100 1400 . 15 6086 - =05
1979-80 293 177 522 87 6484 65
- 1980-81 3188 T4 1,499 =15 6287 =350
198182 .. 23,340 - 6.0 - - 1463 —24 5990 43 :
“Total Increase ...~ $1,955° "~ '1412% " " 56% - —$8.76 -~ —128%
:" "Average Increase 178 - . - 83 - SRR |

-8l -1

L

* Source:: Governor’s, Budgets. Constant dollar’ amounts reflect currént dollar’amounts ‘converted to
1970-71 dollars, using the Gross Natonal-Product (GNP)-implicit.price ‘deflator for state and local ™
.. purchases of goods and services. Projections of the deflator for 1981 and 1982 are by Chase Economet- . - -
- rics, Inc., as of January 1981.' Average annual percent changes are adjusted to reflect compounding,
. and- all percentages are computed prior to rounding. Data is not adjusted for certain special fund -
accounts in thé General Fund recorded under General Fund revenues prior to"1976-77. :
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Overview of the History and Outlook for Revenue

Table 12 summarizes the performance of state revenues in recent years, and
-presents the Governor’s Budget estimates of total, General Fund, and special fund
. revenues for the current and budget years. The table shows that:

o Prior year (1979-80) total revenues were $20.9 billion, including about $18
billion in General Fund’ revenues (a growth of $2.8 billion, or 18.2 percent);

o Current year (1980:81) total revenues are estimated to reach $22.2 billion,
‘including ‘$19.1 billion for the General Fund (a growth of $1 1 billion, or 6

- percent);
. Budget year (1981-82) total revenues are projected at $24.4 billion, mcludmg
$21.0 billion in General Fund revenue (a. growth of $1.9 billion, or 10,3 pet- -
- cent).
-In order to provide perspectlve on the revenue outlook, Table 12 also shows
: what the average annual revenue increases have been over the past decade, and
what the current and budget year changes would be if the forecasts are adjusted
_to account for inflation and population growth. Cons1dermg these factors, project-
“ed revenue growth is quite modest. For example: :

o The estimated growth in current and budget year General Fund revenues (6.0
and 10.3 percent, respectively) are the Jowest since 1970-71, and lie well below
‘the 16.5 percent average for the preceding 10 years (19’70-71 through 1979-80).

o After adjustment for inflation, General Fund revenues in constant dollars are
prOJected to decline by 2.9 percent in 1980-81, and then rebound by only 1.6
percent in 1981-82. This compares to an average annual increase in “real”
revenues over the preceding decade (1970-71 through 1979-80) of over 8.3
percent. -

» After adjustment for both population growth and inflation, General Fund
revenues are expected to fll in: both the: current and budget years, following
nine years of increases (from 1971-72 through 1979-80) which averaged over

" 6.5 percent. In 1980-8l, the drop in these constant dollar per capita revenues
is particularly striking—4.8 percent.

= ‘Table 13 ‘
The Impact of Indexing on General Fund Revenues
{in millions)
Growth Over Prior year
) , Excluding
e Indexing and 1978
Under Existing Law " __ Special Credits®
RE . Dollar Dollar Percent . - Dollar Percent
1978=T9....ooienriiiniiiensraisesmssinssens $15,219 $1,524 11.1% $2,529 - 18.5%
-17,985 2,766 182 2,484 153
19,055 1,071 6.0 : 2,307 123
21,020 1,964 103 . 2,706 - 129

2 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 fily indexed beginning in 1979. In addition, AB 3802 provided for a special
.. ‘one-time increase in personal income tax credits for the 1978 income year, amounting to nearly $740
- million. 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 incorme years. Revenue growth without the specnal
one-time credit increases but with mdexmg would have been about 16.5 percent ($2,262 million) in
: 1978-79 and 12.7 percent ($2,028 million) in 1979-80.

7P Transfers to special funds under AB 66 (Chapter 1150, Statutes of 1979) are treated here as direct special

~fund révenues, as-they are in the 1981-82 Governor’s Budget. °
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These trends in the revenue outlook are pnmanly explained by two factors: (a)
-the impact of California’s personal income tax indexing laws,- which were imple-
mented in 1978 and 1979, and (b) .the performance of the California economy.

a. The Impact of Personal Income Tax Indexlhg on 'R'evenue. Growth

Table 13 shows how the trend of revenue growth has been changed by personal
income tax indexing.

« Without indexing; projected General Fund revenue growth in the current
- year (1980-81) would be 12:3 percent instead of only 6.0 percent. This would
represent an increase of over $1.2 billion in the amount by which state reve-
nue collections will grow durxng 1980-81. On a cumulative basis, the projected
level of current year revenues is nearly $2 billion less: than it would have been

.~ without indexing.

o Without indexing, budget year (1981-82) revenue growth would be 12.9 per-
cent instead of 10.3 percent, causing the revenue increase to be over $740 -
million greater than currently projected. The level of General Fund revenues
will be $2.7 billion lower in 1981-82 because of the cumulatxve effects ‘of
indexing.

Thus after accounting for indexing, the projected rates of General Fund reve-
nue growth are somewhat more in line with historical experience. Indexing has
clearly caused a permanent reduction in the state’s revenue growth trend.’

b, The Economic Outlook

As always, economic conditions in California are the major detérminants of the
state’s revenue position. We believe that the Departrmient of Finance’s revenue
projections are generally consistent with its economic forcast, although we do not
believe that any economist’s projections for-as far in advance as 1982 can be very
accurate in today’s highly unsettled economic climate. '

The Department of Finance is projecting a year of slow-to-moderate economic
performance for California in 1981, somewhat stronger than that expected nation-
ally but still constrained by high interest rates, weak growth in real income, and
continuing inflation. There is even some chance that an economic downturn could

" re-appear nationally in the first half of 1981, although California appears likely to
© escape any serious contraction because of its cyclically insensitive industry mix,
and the current strength in electronics, aerospace, and agncultural-export mdus-
tries. ;
Major uncertainties in the department s outlook include the prospects for fed-
eral tax cuts, the future course of monetary policies and interest rates, and the
pricing and availability of gasoline, crude oil and other energy supphes In addi-
tion, the federal governmernt has recently completed a major revision of the
nation’s economic data, and these data revisions will change many of the historical
relationships used in economic forecasting. For these reasons, the California eco-
nomic outlook will necessarily be subject to revision in the near future.
. .The implications of the current economic outlook for state revenues are best
~seen in the forcasts for those key California vanables whxch most strongly affect
- the state S Major revenue sources:
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o Calszmra petsoual income: growtb (Chart 7) is pro_lected to dec]me shghtly
~-from 12.5'percent in 1980 and the record 14.8 percent in 1979 to 11.9 percent
"/, in198L. “Real” personal income growth (that is, growth adjusted for inflation)
“!is ‘expected to rise only 0.5 percent in 1981, an improvement over the 2.8
- - percent drop in 1980 but stlll the poorest performance of any other year inithe
« . postwar period. - i
- "o Taxable corporate profits (Chart 8) are forecast to rise 11. 6 percent in 1981
. following gains of only 5.1 percent in 1980 and 8.9 percent in. 1979. However,
- this 1981 gain, while an improvement over 1979 and 1980, remains well below
.- the 20-percent-plus i mcreases expenenced in 1976-78 after the prev10us reces-
“.-sion had ended. . -
e Taxable sales (Chart 9) are predlcted to rise 124 percent in 1981; thle this
* exceeds the 8.8 percent gain of 1980, it is well below the increases of 14 percent
. to- 19 percent experienced from 1976 to 1979, After. ad_]ustment for mﬂahon
1981 taxable sales are projected to.rise only 1.5 percent. :

These projections are all consistent with the concensus view of economlsts that»
* economic' gains in 1981 will be uniusually weak for a post-recessmn Tecovery year. -
“It is primarily because of this slugglsh economic recovery that only modest gams,
-are antlclpated for state revenues in’ 1980-81 and 1981-82 e

Chart 7
Annual Growth in California Personal Income
1970 101982

Percent change in total personal rncome e T Proje‘cted '

o ‘qageo [T
Percent change in "real personai vncomea 138l - )
12.2 R e REEC 12.0

A2 s s
S B Lt T

 Annual Percent Change

- =28

: : 70 7 72 73 74 75 76 77 78 79 "80: 81 82 .
aReal personal income is defined ag lotal pérsonal income, deflated by: the - California- Consumet Price Index for all urban -
7. households: Estimates:for 1980,-1981 and- 1982 prepared: by.the Department of Finance. Had real personal income been
computed for these lafter three years using the GNP Gonsumption expenditures deflator in place of the CPI, real income grth
would be 2. 0 percent (1980) 3.4 percent ( 1981),and 4.4 percent (1982) .
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'Annual Percent Growth in California Taxable Corporate
Profits, 1971 to 1982° ’ i
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- @ California Bepariment of Finance. Profit totals include a $335 million reduction in 1975 due to changes in depletion
allowances, and a $967 million increase in 1978 due to Proposition 13.. . .

b Preliminary estimate by Department of Finance and Franchise Tax Board.

Alternaifve Revenue Forecasts

Inview of both past revenue estimating errors, and the considerable uncertainty
about exactly how the economy will perform in 1981 and 1982, it is important to
make some estimate of the margin by which actual revenues in the current and
budget years could differ from the forecast. This is especially important this year
because of the unusually tight constrants on state and local spending.




Chart9
"Annual Growth in Callforma Taxablo Sales
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We have constructed two alterative revenue scenarios, based on the range of
-economic forecasts available from a variety ‘of private sector economists (these
private sector forecasts are compared later in Tables 26 and 27). As detailed later, .
these scenarios suggest that actual budget year revenues could easily range from 3
$600 million below to $750 million above the level which is currently predicted, -
‘assuming that the Department of Finance's projection for 1980-81 revenues is
correct. However, when the possibility of errors in the revenue forecast for the

-+ current year is also considered, the error range for 1981-82 implied in these -
* scenarios is closer to $750 million (3.6 percent) on the low side, to $900 miflion .
(+4.3 percent) on the high side. As summarized in Table 14 below, this percent- -
age error range is about the same on the low end as that presented in the budget.
On the h1gh end it is greater than Finance’s range, although it is still well w1thm ;
the experience of most recent years (Table 11). 2
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Table 14
Possible Changes in 1981-82 quge_t Revenue Projections

. Difference from the Budget Estimate

- High Revenue Low Revenue
g i Scenario Scenario
A. Legisiative Analyst® * .
—Amount {in millions) ..., +$905 —5762
—Percent difference +4.3% et -36% .
B. Department of Financé® I T T T A PP
—Amount (in millions) .. a +8769 TR ({ ) S
—Percent difference i v +3T% LT T BT

* Revenue estimates based on high and low economic forecasts of private sector ééoﬁgmisté, See T;ibles
. 26and 27 below. | y o ' S e P
® Hevenue estimates based on alternative economic fofecasts in the 198182 Governér's Budget.

_We now turn to a more detailed discussion of state revenues.in the prior year
(1979-80); .current year (1980-81), and budget year (1981-82). - -:. - -
e e oo 24 Prior Yeor Revenues o ST
Table 15 summarizes 1979-80 General Fund revenue collections. These receipts
totaled $18.0billion, a dramatic increase of 18.2 percent ($2.8 billion) over 1978-79.
However, revenue growth was a more moderate 12.7 percent’ ($2.0 billion) if
adjustment is made for the distorting effécts of the one-time Special 1978 income
tax credit increases under AB 3802 (see Table 13, footnote a}. The actual 18.2
percent growth rate exceeded the predicted increase of 16.8 percent {$2.6:billion)
made in January 1980. . R D S A CA N
.. As shown in Table 15, nearly 95 percent of this revenue increase came from
three sources: -~ . . O
» Personal income tax collections increased by $1.7 billion (36.6 percent), or 65
percent of the entire gain. However, nearly $740 million of this increase was
_ caused by the expiration of the one-time special 1978 increases in tax credits.
Without this distortion, income tax revenues would have risen in-1979-80 by
about $1 billion (18.3 percent), or about one-half of ‘the overall revenue gain
(82 billion). Tt e SRR
« Sales and. use tax,revenugs rose by $743 miilion {12.9. percent), or about 37
.. bercent of the overall revenue increase. . - ., . . ... .
» Interest income rose by over 22 percent ($100 million), to.$547, million.
In contrast, bank and corporation taxes rose only 3.6 percent . ($85 million), and
increases for the remaining major taxes and licenses were a modest 7.9 percent
($100 million combined.).
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Teble 15 . L
“‘Growth of Prlor Year ©
General Fund Revenues by Type o
(m mulhons) ° :

Actual ©Actual - Change - = .
. 1978-79  1979-80 Amount - Percent
Three major taxes: S o

‘Sales and use R ' B9 8652 $43 . 12 9%
Personal income®....... : v 4762 6506 . 174 . 366,
.Bank and corporation 2,381 2,466 85 j 36
Other major taxes and hcensee § 1,966 . 1,366 100 79 -
Interest income.. : i L T A4T BT 0100 224
- Other revenues and transfers ¢ : b . 5847 - B8 —6 I
Total Ceneral F und ° : $15,219 < 817985 . $2766 18 2% :

2 Detail may not add to total due to rounding.
b Includes revenué reduction in 1978-79 of approximately $1 005 rmlhon, $738 million of which is from a-
" one-time increase in personal tax credits for the 1978 income year. The remsining $267 million is the, -
revenue loss due to partial income: tax indexing. Without the one-time credit, personal income tax
revenue growth would have béen. 18.3 percent in 1979-80.(an increase of $1,006 million over 1978-79)..
¢ Excludes $44 million in 1979-80 whxch 1s transfen'ed to specnal funds under AB 66 (Chapter 1150, Statutes
Ui of 1979y
4 Includes transfers from Federal Revenue Sha.nng Fund of $276.2 million in each year. = ' o
©Total revenue growth in the: absence of the one-time-1978 personal income tax credit would have been7
i 12 7 percent in 1979-80 (a ga.m over 19"18—79 of $2,028 mxlhon) . . :

Revenue Gcms Reflecfed Economlc Developmenls

" _The difference in the rates at which revenues from: these sources grew in’ 1979—-

80 is explamed by the: performance of the Cahforma economy in 1979 and early,_
1980: :

. Personal mcome—the major determmant of personal income tax révenues—
~.rose 14:8 percent:in 1979 (Chart 7). This was an:all:time record. e 4
'« Taxable sales gains, although very strongin, 1979 (16.1 percent), weakened in
--early 1980 and ended 1980 up by only 8.8 percent (Chart9). - ,
-« Interest rates climbed dramatically from the latter part of 1979 through the_
. spring of 1980 (Chart 10). For example, the 90-day U.S. Treasury Bill rate-rose
from an average of 9.4 percent in the second quarter of 1979 to13.5 percent
- in the first.quarter of 1980: This risé in mterest rates rmsed the return on: the
- state’s financial investments.’ * :
e Corporate proﬁts rose only 8. 9 percent in: 1979 and remamed weak throughout -
1980 (Chart 8). e, 3 A :
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Chart 10
Quarterly Changes in Selected Interest Rates
1977 to 1980a :
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a National average interest rates.as ¢ ted by Chase:El trics; Inc.

Upvﬁar& Revenue Revisions Continued to be a Problem
"'Table 16 shows how the Department of Fma.nce revised its 1979—80 revenue
forecast over the past two.years:

‘e Actual revenues exceeded the ongma] estimate presented in the 1979—80
Governor’s Budget (January 1979) by $635 million, or 3.7 percent. This
amount, which excludes the effects of 1979 legislation, included upward revi-
sions of $193 million for the sales tax; $300. rmlhon for the income tax, and $222
million for interest income.

« Actual revenues exceeded the estimate made in June 1979 (the, Iatest estimate
‘available to the Legislature before it made budget decisions for 1979-80) by
$562. million (Table 16), or 3.2 percent. Although significant, this underesti-
mate was smaller in percentage terms than any May-June under-estimate in
six years.

« Actual revenues exceeded the estimate presented in the 1980-81 Governor’s
Budget (January 1980) by $204 million (1.1 percent). In this case, however,
there were offsetting errors. On the one hand, the sales and use tax, personal
income tax, and interest income were revised upward by $62 million, $231
million, and $46 million, respectively. By contrast, corporate tax revenue was
rewsed downwsrd by $100 million, reflecting the slowing of profit growth as
1980 progressed.

In retrospect, it seems clear that these estimating errors primarily ‘occurred
‘because of inaccurate economic forecastmg For instance, few economists foresaw
the dramatic explosion of interest rates in early 1980, the rate of 1979 personal
income growth, or the extent of the slowdown which corporate profit growth
‘'would experience. In January 1980, for example, the Department of Finance
- thought that 1979 California profit growth would be 13.7 percent. It now estimates
that the gain was only 8.9 pereent, or $1 billion less than predicted before.

Clearly, unless economic forecasting improves, it is likely. that significant reve-
nue estimating errors will continue to occur.
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'Ta'b‘Ie 16
1979-80 General Fund Revenues o
History of Department of Finance Estlmates :
(in millions) * : )
Original : Revisions-

Estimate , Adjustment

January - May June  for 1979 January — May January . -
1979 1979 1979 Legishtion® 1980  19% 1981 . Actual

Taxes: . :
Siles and use $63750  $450 - $—640° $—459 $+1899 84100 $+515  $65215
Persorial income d. 62130 130 1500 —69 +2319 +1850 460 . 65060
Bank and corporabon 24600 41800 41100 441 2277 -990 =10 2,466.6
Other taxes........ 13942 ~228 - —44 .. 494 -199 495 1,366.0
" Total Taxes... $164422 ‘$+1492 $-1040 - $—131  $+2035 - $+761 $+1060 316 860.0
Interest income 3250 +250 - - +1502 4450 414 . 5466
- Other revenues and transfers 601.1 428 I —59 . - 450 +43 —-292- - §578. 1
Total General Fund Reve: - ‘ e S
© o nues 'and Transfers........... . $173683 - $41770 $-1040 $-190 - $+3587 $+1254 $+78.2' ) ‘317!984_.6

Q) Detml may not add to total due to rounding;
b Major legislation included AB 66 (Chapter 1150) which, after special fund transfers, increased General
*Fund bank and corporation tax revenues by $54.1 million and sales and use tax revenues by $1.9
- .million. In addition, SB 620 (Chapter 161) reduced General Fund sales and use tax révenues by $46
million by increasing the estimated 1979-80 General Fund transfer to the Transportatron Pla.nmng
and Development Account from $64 million-to $110 million.

° Transfer to the ‘Transportation Planmng and Development Account. This tra.nsfer was eshmated tooccur- - .
- in 1980-81in the May revision.
‘4 All personal income tax figures have been adjusted to exclude the effect of legrslatxon whxch 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 mllhon )
. for a'change in the tax treatment of the renters’ credit.
*® Beginning with January 1980, revenues shown are reduced by $43.6 mﬂhon to reflect: transfers to specral
“" " “funds under AB 66 Department ‘of Finance intends to propose legislation to make these transfers
;" " appear-as diréct special fund income; and has treated them as such. s .
- 'Includes $276.2 mrllron transfer from the F ederal Revenue Sharing F 'und.

3 Currenf Yeur Revenues

. Table’ 19 presents the budget estimates of current year (1980—81) General Fund
. revenues. Before discussing these estimates, however, it is useful to briefly review

the prime determinants.of current year revenues—the pace of econormc actrvrty
in Cahfomra during 1980 and early 1981

Overall 1980 Economic Perfermance was Dlsappemhng

1980 was a year of negative real economic growth, rap1d inflation, high and
volatile interest rates, falling business profits, slow employment growth, and rising
unemployment. Table 17 summarizes ‘this. economic performance for California,

- and the nation:

o US..GNP declmed in rea.l terms by 0.7 percent ‘and 1ts growth in current
-dollars sharply decelerated from 12.0 percent in 1979 to only 8.6 percent
(Chart 11). This fall in real GNP was concentrated in the second quarter of
/1980; when it contracted at an annual rate of 9.9 percent, a postwar record for
- asingle quarter. Thus, although the 1980 downturn has been referred: to as the
- shortest postwar recession on record, it was also one of the steepest.,
o Inflation reached record rates. As 1llustrated in Chart 12, the Consumer Price
" Index (CPI) rose 15.7 percent in California and 13.6 percent natlonally, both
postwar highs. The GNP deflator for consumption expenditures mcreased 10.3-
percent second onlv to the 10 9 percent gain registered in 1974 .
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Table 11 ‘ -
Summary of 1980 Economlc Performance for -
" The U.S. and Cellforma e
: Original ﬂemed january 196’1
: , January 1980 May 1980 Estimated

A, Selected Naﬁbna[ Imﬁcatols

Forecast”  Forecast . Actual®
Percent change in: Sl . v
-—Real GNP., "-18% -11%- -07%
- =GNP prices . 103% 10.1% 93%
‘—Consumer prices 116% 14.0% 136%
~ —Personal income 104% 11.1% 10.3%
" <Wage and salary employment 05% 0.6% 08%
.© —Pre-tax corporate profits -83% 14% -27%
Unemployment rate (%) 7:6% 4% 2%
‘Housing starts (millions of units) 1.32 101 128 -
New ca: sales: (millions of units) 9.7 9.0 - 90
B: Selected California Indicators :
Percent change in: :
..—Personal iricome 109% 124% 125%
~Civilian-employment. 1.9% 11% 14%
- .—Wage and salary employment -14% 21% 17%
- .—Consumer prices 1.7% 164% 15.7%
Unemployment rate (%) - 16% 13% 6.8%
Residential building permits (thousands) 165 - 130 140
‘New car sales (thousands) 1,070 970

b Forecasts and estrmates by the Cahforma Department of Finance:
b1980-81 Governor’s Budget:
€ l981~82 Governot's Budget.

- 950

" California emp]oymentgr‘owth was weak. Civilian employment mcreased by

..only 1.7: percent, the lowest rate since-1975. As shown in Chart I3, the rate of

-wage and salary employment growth in the state has steadily fallen since June -
1978, when the year-over-year gain was 7.7 percent..In the t}nrd quarter of_

1980, this gain was only 0.2 percent. -
Personal income growth slowed t6°12.5 percent in current dollar terms, and
declined by 2.8 percent in real terms (Chart 7).

 Interest rates followed an unpredictable, roller coaster pattem As shown in

. - Chart 10; they jumped in the first half of the year, dropped sharply in’the.
-..middle, -then' exploded at the end. The pnme rate contlnued rising. to 22

percent in January 1981.
These interest rate movements were accompanied and exacerbated by con-
siderable volatility in the monthly rate of annualized money supply expansion,

- which ranged from a high of 24 percent in July to an actual contrachon in April

of 13 percent.

{U.S. housing starts plunged from over 1. 7 mrlhon ‘units in 1979 to under 1.3

million units in 1980, while California building permits dropped by 33 percent,

from 208,000 to. only 140,000. Car sales, which like housing starts were the

victim of high interest rates and declining real i 1ncomes, dropped by 16 per-

" “cent both'nationally and in California.
"o The unemp]oyment rate drifted upward in Cahforma, from 6.2 percent in

1979.t0. 6.8 pércent. As shown in Chart 14 however, the nation’s unemploy-

‘ment rate :rose. much more; from 5.8 percent to 7.2 percent. Thus, 1980 was

- the first year in many years that the state’s rate did not exceed the nation’s.

In fact, despite its rise, California’s unemployment rate in 1980 was still the
second lowest since 1969 However, this was not due to strong-employment
gains, but rather because of the ear]rer record job gains posted from 1976-1979,

"combined with. the recession-induced slowmg of underlying labor force

growth and California in-migration in 1980.
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Chart 11
Annual Growth i m Gross National Product
1970 to 1982°

D ‘Percent change in nominal GNP Projected
Percent change in “‘real” GNP | >
: 12.1
14 % — 19 12.4 120
12 109 16 10.9
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2 Esfimates of 1980, 1981 and 1982 prepared by the Department of Finanice:
Since publication of the Governor's Budget, the U.S. Department of Commerce has released preliminary data
suggesting that 1980 nominal GNP rose 8.9 percent and real GNP fell 0.2 percent.
Chart 12
‘Inflation Faced by Consumers in Callfornia and the
~ Nation; 1971 to 1982
16%— ‘
US. Calif. . Consumption
14 Cht CPI Deftator
—1 (80 136% 15.7% 10.3%
) 81 106 114 83
"('u‘ 12 82 ‘9.1 9.4
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©
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2 - ====="US.CPI
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1 i T T T 1 T (. 1 i
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2 Annual average increases in the CPI for all urban households. Estimates for, 1980, 1981 and 1982 provided by the
Caiifornia Department of Finance. Dal_a oni the Con;umptiqn DeﬂaﬁO{ is subject to revision for these years.
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‘Percent Change in Embldﬁim:ent'

" Chart13 -

Callfornla W'age and Salary Employment Growth
Over the Preceding Twelve Months, by Quarter
1977 to 1980 ’

8%—-—
S
-6
5
4
3
i
g :
123 4 1°2 3 4 1234 123 4°
Coerr 1978 1979 0 - 1980
Source interim employment data series reports from the California E nploy t D t Department. O y data
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‘Chart:14.

Unemployment Rates for Callforma and the Natlon
1971 to 1982
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Table 18 summarizes how well the Department of Finance and various other
forecasters did in predicting the 1980 economy. Overall, Finance had a mixed track
record. All forecasters, however, underprojected California personal income
growth and CPl iriflation, while overpredicting statewide home building ‘activity. .

’ Table 18
Accuracy of 1980 Economic Forecasts for California and the Nation®
Nation : California

Real General Unemploy- Personal Consumer Unemploy- Building
- Eeonomic - Price . ' ment  : Income  Price ment . Permits

Férecaster Growth - Inflakion  Rate - Growth Inflation  Rate (tl)omnds'}
Depértment of Finance ... Z18% - 103%  76%  109%  117%  T6% . 165
Uni;ed California Bank 0.5 86 71 123 95 6.7 190
Security Pacific Bank ... -20 - 9.1 78 118 129 7.6 195
Wells Fargo Bank......

-18 9.0 16 115 110 79 165

Bank of America 90 14 115 109 1 200
UCLA 84 74 9.1 116 13 186
Chase Econometrics 82 11 - - — -
Data Resources..........uui.. 88 73 — = — —

Avera%e of All Forecasters _15% . 89% 5% 112% “lﬁ% 5% 18
‘Actual ~0.7% 9.3% 2% 125% 15.7% 6.8% 140
® Forecasts as of approximately Jandary 1980. Real economic growth is growth in total Gross National

Product adjusted for general price inflation.
b As estimated in the 1981-82 Governor” s Budget.

Revenues Rewsed Downward, Reflecting Troubled Economy

. Table 19 shows that General Fund revenues are estimated to be $19 1 billion in
1980—81 a gain of only 6 percent ($1.1 billion) over 1979-80, and the smallest
percentage increase since 1970-71 (Table 12).

Table 19
COmparison of General Fund Revenue Growth
‘Estimates for 1980-81 Over. 1919-80
(in millions) * :

Estimate of 198081 Revenue Growth

, Last Year's .
Current FEstimate Current Estimate
Actual ~ Estimate __(January 1980) ¢ (January 1981)
for for ' Percent - Percent
: : 197980 19%0-8] = Amount - Change Amount Change
Sales and use tax . -$6,522 $7,011 +780  +121% - +$490 +7.5%
Personal income tax - 6506 6,650: +525 +84 +14 422
Bank and corporation tax ® ... 2466 2676 +157 - +61 +210 485
Other taxes : 1,366 1,545 +141 4102 . +179  +131
Total Taxes $16,860 - $17,882  +81,602 +96% +102. +61%
Interest income 547 452 -100 -200 =95 . -174
Other reveriues and transfers. ... o 578 721 +1 +01 +14° 10494
Total Revenues and Transfers to the General . .
Fund $17985  $19,055 +$l 503 +85% +$1071 © +60%

2 Detall may not add to total due to rounding.
b Special fund transfers under AB 66 are treated as dlrect special fund revenues.
© These revenue increases are based upon the figures for 1979-80 and 1980-81 revenues published in the
1980-81 Governor’s Budget (January 1980).

d Prxmanly reflects increased General Fund receipts from the Health Care Care Deposit F und

- A-32




Table 20 - :
1980-81-General Fund Revenues and Transfers
Hlstory of Department ‘of -Finaince Estimates::
BT i mllllons) % i
' Revisions
0ngma] Adjustment - " -
Estimate in* May for 1980° * Janiiry - Current
Janvary 1950 1980 Lenglatmn 1981 - Estimate

Taxes:

Sales.and use tax : o - §1.2400: - — ——$3.5 —$205.3 - $7,0112
Personal income tax : 6,800.0 —$l30‘0 32 - 4152 - 66500
Bank and corporation tax ©.......... 2,130 +830 =172 - =128 - 26760
Other taxes . w1511 —-5.6 —147 +481. - - 15449

Total Taxes : $18,280.1 ~§506  ~$706 —$2748 $17,8821
Interest income ' W00 +B0 20 4286 . 16
Other revemies and transfers?...... 6039° 4314 4178 4627 7918

Total General Fund Revenues and Transfers .. $19,284.0 +$98 . ~$548 —$183.6‘ - $19,055.4
2 Detall may not add to total due to roundmg :

b Department of Finance estimates, December 1980. Major fiscal legislation includes Chapter 29 (AB 325),
which provides for changes in the timing of income tax withholding remittances from certain employ-
ers. This measure will reduce revenues by about $30 rhillion in 1980-81. In addition, Chapter 1043 (AB
'3383), which makes various changes in the horse racing statutes, will reduce 1980—81 revenues by
about $15 million.

¢ Reveriues shown in this table have been reduced by $77 million for January 1980, and b '$48 mllhon for
January 1981, to account for transfers to special funds under AB 66 (Chapter 1150, Statutes of 1979).
Finance is proposmg legislation to treat these transfers as directspecial fund income;.and has treated
them as such in the budget.

9 Includes $276.2 million transfer from the Federal Revenue Sharing Fund.

*© Excludes a transfer of $77.8 million in tidelands oil income to the General Fund wh:ch ‘was proposed
in the.1980-81 Governor's Budget ) ;

Table 20 presents the hxstory of rewsnons in estlmated revenues for the current
year. It shows that the projected revenue level has fallen by.$229 million since
January 1980. This represents the first time in six.years that currént year revenues
have been revised downward. Of this revision, $55 million is due to new legislation
and $174 million reflects economic conditions and other factors.

However, the negative 1980-81 revenue ad]ustment strictly attributable to eco-
nomic problems affecting the current year is actually -much larger than $174
million. This is because:

« The prior year revenue base was revised upward in both-May 1980 (by $125
million) and January 1981 (by $78 million). Thus, if this information had been
available one year ago, last year’s budget would have projected 1980-81 reve-
nues at a level that was $203 million higher than the budget level. :

o Estimated 1980-81 General Fund transfer income from the Health. Care
Deposit Fund—which is not particularly sensitive to economic conditions—
was also revised upward in both.-May 1980 (by $41 rmlhon) and. January 1981 o
. (by $62 million).

: After making all of these adJustments, weakened economic; condltlons appea.r to

- have caused downward 1980-81 General Fund révenue revisions of about $480
million (—2.5 percent) since January 1980, and about $324 m11hon smce May
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Dampening of Revenue Ouflook |s Broud Bused

The downward revenue revisions for: 1980—81 caused by econom1c events apply:
> ‘ee: major taxes:

. The sales aud use tax——the largest single tax- was revi d downward from the .
May estimate by $295 million (Table 20): However, when revisions.to the prior .

o year s tax base are taken into account (4-$52 million,: Table 16), the reduction

““is closer to $277 million. When compared to the January 1980 estimate one year
ago, this adjusted downward revision is even larger—over $290 million, This

- dampening has occurred because taxable sales have not lived 1 -up to expecta- '

" tions, due to weak real income growth, high interest rate, rising prices, and

" slowing employment gains. In addition, taxable sales were hurt earlier in 1980

+irwhentthie federal authorities expenmented with a credit controls program.

" One year ago, taxable sales for' 1980 had been predicted to'rise 11.7 percent
“in eurrént-dollars and- zero- in’real terms: In actuahty, they rose only 8.8
~percent in current dollars and declined 4.1 percent in real terms (Chart 9).

o The personal income tsx—the second largest single tax—was revised down:
ward from last January by $150 million;, from $6.8 billion to $6.65 billion., After
ad]ustmg for changes to the prior year’s collections, however, the reductlon
-is $381 million (Table-19). As a result; personal income tax revenues are now

.. -expected to rise by only 2.2 percent from their 1979-80 level. The major catise’
~of this downward revision and: unusually low growth rate is mdemg For:,

instance:. T
—The budget estimate of the cost of mdexmg in 1980-81 is: $27 ,mllh or ’ter L
than ‘the prediction which ‘was made in.January '1980; This is primarily
because the inflation rate:actually used for 1980 mdexrng adjustment-pur-
poses (17.3 percent) far:exceeded the projected rate (10.1:percent). A
- higher portion of the income base: thus - was exempted from taxatlon than
“originally predicted. ik _
"~ —Our own simulations suggest that the cost of mdexmg w111 reach nearly $2
. - billion in the current year (Chart 16; later). This is an increase ‘of over $1. 2
-~ billion above the 1979-80 cost of the program." Without indexing, 1980-81
revenues would have increased: by about 189 percent compared to the
' expected 22 percent gaxn . S L PRI R

Table 21

Callforma Taxable (:orpora (] Proflts :
(m mllllons) :
.Last‘Yeaz‘s, o Cument .
; , £ Estimate: - Bstimate. .. Eftzmaledl.w o
© C A i Percent: """ Percent . : .S'lmreo/l’ercent
Industry. - - - Actual® .- Amount Cllange " Amoimt Clmnge Amount' Tota! C?mnge
: Manufactunng $7.937 $9,045 131% $8,598"
_Trade T 48017 55457 (180

: N Mmmgand oil operahons i

Real estate and other financials “

Banks P

Utilitdes.......

Construction

Agriculture . \ i 1 : 32612y =300
Totals .y it $23,041 " 496,340 13 1% $25300 890% $26600 100 0% . 1% \

-2 Income; of corporatrons wrth accountmg pencds endmg from August of the year, shown through July of .t

. the folléwing year. Data from Department of Finance. Detail may not add to. total due to roundmg :

b Includes-all financial institutions subjected to the: bank tax. :
¢ One year agothe prelumnary estimate of 1978 proﬁts was: $23 163 mxlhon

L340 9143 5180
1968 2219 . 160 . g
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o The bank and corporation tax—the thud largest smgle tax—has been rev1sed
downward by $30 million since last January, and $113 million since May,
excluding the effects of 1980 legislation. When prior year revenue revisions

- “are adjusted for, the downward revision from May remains about the same—

7 $112 million. This reflects a significantly poorer corporate profit performance
than initially anticipated. The May corporate profit estimate for 1980 was $27 5
billion, compared to only $26.6 billion in the budget.

As shown in Table 21, the main source of profit growth in 1980 was in the
oil-related and utilities mdustry sectors, which accounted for a combined profit
gain of over $1.6 billion (47.4 percent). In contrast, total profits increased by only
$1.3 billion (or 5.1 percent). The level of profits actually declined in such sectors
as manufacturing (by $237 million), trade (by $10 million), real estate (by $76
million), and agriculture. The banking industry, however, suffered worst of all—a
loss of $420 mxlhon—due to reduced savings and loan home mortgage lending.

1980-81 Revenue Picture Still Uncerfain

We have taken the Department of Finance’s economic assumptlons and mserted
them into our own revenue estimating equations to determine whether they are
consistent with the economic data. We believe that they are, as our computations
produce a level of 1980-81 revenues which is only $25 million below the Fmance
estimate.

However, because the current fiscal year is-only a:little. more than one-ha.lf
completed; the potentlal for errors in the current year.revenue estimate remains
significant. This is particularly the.case. this year for two reasons:

o - First, economic events in the first half of calendar year 1981 will determme
' about one-third of 1980-81 revenues, and the economic outlook for th1s penod
. remains cloudy;-and .
.. Second, the Finance forecast was prepared in November and December 1980
.~ using economic data which has since been substantially revised by the U.S.
Department of Commerce. These data revisions, which cover séries in-the
National Income and Product Accounts on which economic forecasting rela-
tionships are based, reach back to 1968 in all cases and as far back-as 1929 for
some. All economic forecasting models—including Finance’s—must now be
re-estimated in order to incorporate the changes in these data series and thelr
implications for forecasting relationships.

‘Recognizing these problems and uncertainties, the Governor’s Budget suggests
that 198081 revenues could be $573 million higher (+ 3.0 percent) to $597 million
lower (—3.1 percent) than the budget forecasts. Our réview of ‘the alternative
economic forecasts published in the budget on which this range is based, shows
that the reported range far exceeds that suggested by the department’s economic
variables. However, as shown in Table 22, an error of 3 percent, at least on the
upside, is not unreasonable based on hxstoncal experience, In three of the past
seven years, current year revenues, as estimated in January, have been: revised
upward by more than 3 percent, whereas in four years (mcludmg the past.three
years) the upward revision has been below 3 percent. In o case did a downward
revision occur, although that possxblhty should never be ruled out; especially in a
period of fiscal stringency. This is particularly true this year because of indexing,
which is changing the patterns of income tax withholding payments and tax re-.

funds in ways Wthh we have yet to fully understand
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Tablezz L
Mldyear General Fund Revenue Estlmetmg Errors .
B : Dollar Error- - Percent
R o S vt (in millions) . - Error
NITET i : E— 43 36%

S — SE——— TR S
1975-76....... ‘ IRAERENE: i 851 49,
1976-77 ~ - - 436
197118 i i i B 25
197819, .o i e i ST TR &
1978-80 .. i ek o WML

* Difference: between actual recelpts and recelpts eshmated in January of the ﬁscal year specxﬁed

Cesh Trends Consnstent wnth Downwcrd Revenue Revmon

- ed to be $379 mllhon below the May estimate. Through the month of December,
about $243 million of this drop had already occurred. Furthermore, for.the month '
of December alone, these receipts fell below the new budget: estimate by $32
million. Although only time will tell if the remaining $135 million drop-off from -
the May estimate is realized, current cash collection trends are consmtent in the
aggregate with the downward revenue revision.

.. The Problem of Indexmg-lnduced Overwnthheldmg

As mentioned earlier, ifiterpreting current cash trends is comphcated by the
.- behavior of income tax withholding payments under our indexing law. Current
- law adjusts the withholding tables for indexing with a one-year time lag, resultmg '
- in indexing- related. overmtbbo]dmg This causes greater tax refunds and smaller
final tax payments in the future. We have estimated that this indexing-induced
overwithholding: could exceed $750 million for the 1980 income year, and the
Department of Finance assumes an even larger figure. This amount-is.in addition
to about $1.2 billion: in. overwithholding which would occur anyway. However,
because the actual amount of the indexing-induced overwithholding is unknown, .
monthly errorsin estimating income tax collections can easily occur. In December,
for example, withholding payments were $38 million below the budget estimate,
a development which could be consistent ‘with either réduced tax habllmes, or
with' over-predictions by Finance about the degree of indexing-related overwith-
* holding (despite accurate projections of tax liabilities) . Unfortunately, issues of this
type cannot be fully resolved until the end of the fisca.l ‘year, when data on tax

i refunds and final payments become. avaﬂable

4., Budget Yecr Revenues

Table 23 presents the department s estimates of budget year (1981-82) General
Fund and Spe01al Fund revenues in 1981—82 e

It shows that: = : : : : '
e Total Genera.l and Specml Fund revenues are prOJected to reach $24.4 bllhon
" anincrease’ of $2 2 billi on (9: T percent) over.1980-8L.. . ..
@ General Fund revenues are predlcted to tota.l $21 0 bllhon a nse of $
/(10:3 percent) ‘over 1980-81, and ' o
-s_Special Fundrevenues are expected to reach $3. 3 bﬂhon, a gam of $189 mllhon
* (6.0 percent) over 198081, '
' The outlook for these’ ‘budget year revenues is pnmanly based on forecasts of
" California and U.S. economic activity in ca.lendar years 1981 and 1982. Therefore,
before examining the components of the revenue ouitlook, we w1ll dlSCllSS these
~‘economic forecasts. s -
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' Table 23

. PI’OjOCtGd 1981-82 State Revenua COIIectlons
Under Exustmg Law
(in mllllons) e

Actual Eshmated Pto/ecled Charge.

General Fand - - : » : 197980 . 198081 1951-8 Amount: Pe!ft'ent
Sales and use ....; e : w0 $65215. - §T01L2: - $8,000.7 $9895 .. "14.1%
Personal income 3 \ : 65060. .- 66500 - 74350 . 7850 118

. Bank and corporation®...... , ; .. 24665 . 26760 - 30352 3592 - 134
Inheritance and gift : , 4656 - BISS - B3LE . 440 ~T6
IRSUTARCE wioreos = wistesmiiginsimsiosnsiors - .-+ 4469 5200 0 5650 45087
Cigarette......... , . . MM 1988 © 2036 v 48 24
Aleoholic beverage i e 1390 1455 . 1495 . 40 aTm
Horse racing i o i 711087 1080 1ML R0 86
- Total Taxes.. S . . $168600 $17,8821 4200346 $21525 120%

Other Sources: - =~ g - ;
Health-Care Deposit Fund. ... . $131 $2076 92234 < —$42 - <18%
Interest on investments .......... 3466 - . 4516 3266 . —1250 =217
Federal Revenue Sharing Transfer ©.....mwc emivnsens 2762 2762 1803 -959 34T
" Other. revenues and transfers : : - 1887 A79 %548 . .69 . 169

- Total General Fund®...... : ; $17.9846  $19055.4 321,019.7 $19643 - - 103%

Special Funds o : '

Motor vehicle: : > e . A
Fuel tax..... o 48528 $8300 v s82705 : —$30 . —04%

License fee (in kien) 6722 072 8130 1058 - 150 . -
Registration, weight and miscellaneous fees : 945 . M2 4681 289 .59
Oil and gas tax revenues ... : © 3089 4555 5058 503 110
“Sales and use ®..... neseins 1020 0 1238 1393+ 158 125 .

. Interest on-investments istiimimnssirimsinsmimsnninnins 1174 112 1023 789 80 -

- Cigarette tax ..o ireeians evie o854 - 834 84 el
‘Bank and corporahontax" 86 480 418" 63 129 -
Other .......q %4 3302 . WT6 T4 21
. ~:Total SpecialﬁFunds"' o 82942 1515 $33403 -§1888" - 60%

Total State Funds. s i, 09188 $22.2069 SRADR0D 32,1531.*--'97%

* Detml may niot add to total due to roundmg
b AB 66 (Chapter 1150, Statutes of 1979) increased bank and corporatlon taxes and provides for transfers' )
" from the General Fund to local agencies and to the State: Litter Control, Recycling and Resource .
Recovery Fund. These transfers totaled $43.6 million in 1979-80, and are estimated at $48 million in
1980-81 and $41.8 million in 1981-82. The Governor’s Budget treats these transfers as direct specxal
" fund revenues from the barik and corporation tax, based upon proposed legislation.
©AB 2092 (Chapter 634, Statutes of 1980). reduced inheritaiice and tax revenues by approximately $22
million in 1980-81 and $127.1 million in 1981-82.
4 Under current federal law, the General Fund will receive no. addxtxonal revenue shanng funds after
1981-82. .. . .. -
°Transfers to the Tra.nsportatlon Planmng and. Development Account in the Transportahon Fund, as
speclﬁed under SB-620° (Statutes of 1979) :

Economlc Unknowns und Unceriumhes are I’ervcslve, Domlncie Ouflook ;
-~ As we'have stréssed earlier, economic forecasting is the main source of error in ;
revenue forecasting. In turn, unknowns and uncertainties regardmg pohtlcal and
economic events are the main obstacles to accurate economic forecasting. These
uncertainties seem to have become an increasingly senous problem recently, and-
this year is n6 exception. They include: -
“e The future course of federal monetary policy, mcludmg the targeted rates of
monetary expansion, the ability of the Federal Reserve to achleve these tar-
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gets, and the effects of such actlons on 1nterest rates, credlt availability and

‘inflation.

The prospects for a significant ’federal tax cat in 1981, including its overall
magnitude, its timing, and its distribution between individuals and businesses.

The:behavior of consumers, including their decisions to spend more or save

more in the face of continued high inflation and weakened real incomes: -

The willingness of businesses to invest in. plants and equipment, given'the
conflicting incentives of weakened consumption spending, excess:capacity
and high borrowing costs on the one hand (which argue against investment
spending), and poor productivity performance and aging facrhtxes on' the

_other (which argue in favor of investment spending).

The prospects for the health of our export markets in overseas economies,

_many of which are also battling high inflation and recession problems. -

The outlook for energy prices and supplies, particularly imported oil from the

. OPEC nations.:

The effect which the recently released comprehensive revisions in tbe na-
tion’s economic data will have on our perceptions of recent economic. per-

" formance and our outlook for the future. For example, it now appears that in

1980 inﬂation was lower, productivity and investment spending were better,
profit margins were worse and consumer savings were higher than previously

.. thought.
leen these factors, any economic forecast espemally one for as far in the future
as 1982 (which will not come to an end until 22 months from now), has an excellent
chance of having significant errors.

High Inflation and Sluggish Recovery Expecfed

Table 24 presents highlights of the Department of Finance’s, economic outlook
for 1981 and 1982, for both the nation and California. It is from these forecasts that
the department’s budget year revenue pro_lectlons are derived. Accordmg to this
forecast, '

. 'The national economy will experience a year of slow recovery in: 1981, w1th
" real GNPrising by only 1.3 percent. This is expected to be followed by a much
stronger performance in 1982, when real growth is expected to be 4.2 percent.
Most of 1981’s modest expansion will be concentrated in the second half of the
year.

Corporate prof' ts natrona.lly will rise 11.1 percent in 1981 and 109 percent in
1982, following a decline of 2.7 percent in 1980. The 1981 profit rebound is
considerably less than that which occurred after the 1973-73 recession, and
reflects the expected sluggish nature of the recovery.

California personal income is predicted to rise 11.9 percent in 1981 and 12,0

‘percent in 1982. These gains are the Jowest since 1977 Income grew by 13.8

percent:in 1978, 14.8 percent in 1979, and 112.5 percent in 1980 (Chart 7
above.)

Consumer inflation is anticipated to dec]me, but nevertheless remain at reIa- ,
bvelylugb rates (Chart 12 above). The US CPI is predicted to rise 10.5 percent
in 1981 and 9.1 percent in 1982, while the California CPI increases are estunat-
ed at 114 percent and.9.4 percent, respectively. :

Employment gains are projected to be only moderate for a post-recessron

- recovery year, reflecting the non-robust nature of the upturn. As shown in

. Table 25 and Chart 15, California wage and salary employment is,expected to

rise 2.4 percent- (241 000 new jobs) in 1981, following only a 1.7 percent gain
(165,000 new jobs) in 1980. Excludmg 1980; this 1981 percentage increase is the
lowest since 1975. The 1982 gain is projected at 3.7 percent (371 000 new Jobs)
also less than in any year from 1976 through 1979. :
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- Table 24 :
Department of Finance Economic Outlook for
Callforma and the Nation @ . :
(dollars in billions) °

190 Btimated 19191 Forecast. 1982 Forocast -

RS SO . R " -Percent Percent - . Percent
A The Nation -~ .- : B . Level ~Change "~ Level ‘Change ~ Level  Change
- 'GNP:in current dollars . $2571.4 8.6% . $2.851.7. 109% $3,196.1 121%
GNP in 1972 dollars . . 814211 =07 314395' 13 $1.4994- 42
Personal income , $21021 - 103 $23402 104 0426103 - 114
Corporate profits (pre-tax) ’ : 42308 0T $8T LD 42836 109
Employment (in thousands) ; 91946 - 0398617 14 101815 . 32

Housing starts (millions of units) ....
New car sales (millions of units) ...
GNP price deflator: (1972=100) .
Consumer price index (1967= 100)
GNP consumption deflator: (1972= 100)

18 S8 L 69 16 189
90 <185 97 T4 105 84 -
1810 93 - 1981 94 2131 " 716
%69 136 M9 105 978 91
1802 - 103 1951. 83 94 13

Unemployment: (%) ....... : : 2% — 8% - — 8% —
SAVIDGS Tate (%)t 5% = 4% — 4%  —
B. California S BRI S :
Personal income - . fiisi’ eeiimin -§256.6 125% . $2872  119%. . $3218 120%
Employment (in housands) oo 1043 14 10807 45 LB 44
Residential building permits (m thousands) ....... 407 -—328 175 %50 215 229

Consumer price index (1967—100) ............ i249.9 18T 0 2184 114 3045 94
Unemployment rate (%) C6R% = ©60% 0 — 61% = -

® Source Department of Finarnce and: 1981—82 Govemor s Budget

Tablezs
Callforma Employment Gains by Major Industry Sector
1974-1980 k
. (in thousands)
Sector - _ 974 1975 1.976 1977 978 1979 .ma 1980 1987
ManUFaCHUrng ....icvom " 0 107 64 T 4T 19 3 58
Construction : ~10 . -31 15 48 -5 4% —32 -2 15
Trade i e 4934 91060 144106 450109
Services S 42 -8 18166 1‘49' 18108 146“
Government i it BL 85 4 4N 0L 3610
- Federal . 8 A -8 =l 4 R Y 2900
Other ......... 5 8l 34508 043 8100
Allothernonagnculturalwageandsalaryemploy- e U e e
ment® e 9 -0 ® 8 em % u %
Total NonagnculturalWage and Salary Employ- o S e
T0eNL s i 2130 1300307 444 599 - 482 165 L. 3Tl
Total Civilian Employment® ... e 328 65360 48T ..583 - 396 ,.,;,146. 465 - 481
*“Percent change in; . . - . e G
" Wage-and salary-employment GO 08% 7 02%: 99% 54% T0%59% 17% 24% 31%

40% < =08% 43% - 55% 63% 40% 14% 45% 44%

2 Data from Department of Fmance and Employment Development Department Detanl may not add to
_total due to:rounding,- :
;" Includes mining; transportation; cormmunications, uhhhes ﬁnance, msurance, and real estate

Total civilian employment

¢ Includes nonagncultural wage and salary employment plus (i) agncultura.l employment and (ii) nona-

gncultural employment which_is.not ‘wage and salary employment (such as self propnetors) In

g petsans working. :
B Department of Fmance pro;ectlons o
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‘s ‘Weakness will continue to characterize the housmg markets, due to high

" mortgage interest'rates and rising home prices. U.S. housing starts i in"1981 are

predrcted to be orily 1.4 million, a gain of only 6.9 percent over the depressed

1980 level of 1.3'million. In California, building permits are expected to reach

: only 175,000: ‘While up 25 percent from the 140,000 level of 1980, the projected

. .1981° level remains well ‘below the 200,000-plus rate which most economists
v:’feel is consistent with underlying housing demand in the state::

Chart 15
- Annual Growth in Calrforma Wage and Salary
Employment 1970 to 1982‘ (in thousands) T Ry
ayv— L : - 599~ . | Projected:
600% g B THE M
X Year -;Change.—i.
: : 1970 02%
509— 1971 —05
: 1972 70 43
a0 | BB H
g 400— | 4975 02
5 1976 39
RRPPEL I <A A
R i -
£ e
s 1980 .
=
© 200—
g -
oy .
< 100
O
O0— :
~100—- 70 71 72 73 7475 76 77 78 79 80 81 82
Source Departmantol Finance and Employment Development Department. Data are estimated for 1980 and
projected for 1981 and 1982 :

Fmance Economrc Ouflook Reflects Concensus

“'Tables 26-and 27 show how the department’s 1981 forecasts for key economic
“variables iri the nation and Califorriia, respectively; compare to. those made by
other well-known forecasters. As is usually the case, Finance’s predictions are
generally consistent with these alternative outlooks: For exarnple; Finance’s pro-
jections for the state and nation are between the highest and lowest predictions
shown for all but two variables (California CPI and- “real” personal income
growth). When compdred to the: average predxctlons made by the other forecast-
ers for California, Finance is:

s -Slightly Jess optimistic. regardmg Cahforma personal income: growth (11 9
.- percent versus 12, 4 percent) and employment growth (24 percent versus 2.6

e Hrgbef on its California CPI estimate. (11 4 percent versus 10 1 percent)
_e Loweron its estimate of the state S unemp]omeut rate (6.7 percent versus
N E percent) ;and

= gardxng re 1dent1al homebulldmg actrvrty (175 000 versus‘.
7 173,000 new building permits).:
Despite these variations, however, all of the forecasters shown appear ‘to agree..

 that. 1981 will probably be a year of continued high inflation and only modést
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economic expansron with significant strength in the economy unlikely to appear
until ‘well after the first part of the year. Recent data are consistent with this
‘prognosis for. a slow recovery in 1981. For example, in December 1980, seasonally
adjusted retail rates declined nationally by 1.3 percerit from their November level,
while a survey : released by the U.S. Commerce Department suggested that 1981
capital spending by busmesses might rise-in real terms by only 1.5 percent.

" Many economists have also stressed the possibility that real economic growth
could briefly decline again in early 1981, although the chance of this happening
has lessened somewhat, based on preliminary estimates from the Department of
Commerce that real GNP rose at an annual rate of 5 percent in: the fourth quarter
of 1980. However, even if a decline occurs on a national basis, the odds are that

* California would escape such a downturn because of the current strength in its
hght manufacturmg, aerospace, electromcs and other hxgh technology industries.

Table 26 ,
Comparnson of 1981 National Economic 0utlook for Selected Forecesters

' o v New “Housing

. Percent Change in: . Unemploy-- Car Sales " . Starts

.- Real GNP - Consumer. - Pre-Tax . ~ment - ‘(millions  (millions
GNP Prices . Prices =~ Profits Rate - of umtf} - of units)

Departmentomeance 1.3% 94% - “105%. - 1A% T8% - 97 B v/
Other Forecasters LR T i
United California Bank... . 85% - 100%. 49% - 0% 10.2' 155
Security Pacific Bank 05- 102 104 3 8 940 1.40.
Wells Fargo Bank... 12 095 96 - NAS T8 93 -'L56
Bank of America .. 05 96 91 . -13 8 - 86 . 150
-~ Crocker Bank ...vovmemn 000 0l 125 19 89 L%
UCLA i e 1 98 ‘110 =4 78 945 144
Chase Ecoflometncs 06 102- “116 L05 81 92 7 140
Data-Resourbes:: 08 e 98 M 63 19 e
Average of “Other” ' oL e B NE TR
' Forecosters.oiui, 09% - 95% 104%  12%  18% 93 147

'Foreeasts as of approximately year-end'1980.

Table 21
Comparison of 1981 Callforme Economlc Outlook for Selected Forecasters
' - T New
Percent Gbang S il s Residential
et o R e.zl” "-Wage and - Unemploy- - Building
.o~ Personal Con.fumer, ;Pezsom] " Salary ment . Permits
. Income Prices " Incomé® - Employment- - - Rate (thousands)
v Department ‘of Fmance..........., ......... 119% . 114% 05% . 24% 61% 1T
“Othér Forecasters. R ‘ S : ‘ _
. United California Bank .. 129% 0% 1% ~'34% 1) A .
" Security Pacifi¢ Bank ... 125 102 7% IRRERORRRIR & SRR IE L, .11 AR ¢ | R
‘. ‘Wells Fargo Bank . 130 o 100 9T e 98 T T
" "Bank.of America ... o200 00 L 18 e 80 I
+ Crocker Bank ....s.... w12 Lo 100 B B L 7.5 RTINS (A
Averageof Other : Lire ’ e S ST
- Forecasters ... 124% . CL100% o 20% ‘ 26%’ R 74% AR |/ A

-a Forecasts as: of ap eiy year-end 1980.7
b'Defined as-persona  income: ‘growth ad_lusted for- customer price mﬂatxon If the GNP consumpuon
expendxtures deﬂator were used mstead of the CPI red.l” personal mcome growth would be some-

- wh 'gher e T .
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a. General Fund Revenues in the. Budgei Year

General Fund income is projected to reach $21 0 billion in 1981—82 a gam of $2. 0
billion (10.3 percent). These General Fund receipts can be séparated into three
broad categories: revenues froin major taxes, intérest income from mvestments
and various other income and transfers. As shown in:Table 23, each of these
categories is projected to perform differently in 1981-82:

o Major taxes—which produce over 96 percent of General Fund income—are
expected to rise by 12 percent ($2. 2 bllhon) to $20 billion. This percentage
gain'is baswally identical to the increase in California personal income—11.9
percent in 1981 and 12.0 percent in 1982. Thus, major tax revenues are project-
ed to grow in step with income expansion. Revenue growth would have been

. even greater—12.7 percent—in the absence of a $127 million reduction at-
tributable to changes in the inheritance and gift tax statutes.

« Interest income is expected to decline by $125 million, to a level of $327
million. This fall reflects the elimination of the state General Fund surplus,
and the projected tapering in interest rate levels over the next 24 months.

o Other revenues and transfers—about 3 percent of total General Fund receipts
—are also expected to decline, from $722 million in the current year to $659
million in 1981-82, a drop of $63 million (8.7 percent). This reduction is due
to a $96 million fall in General Fund income from federal revenue sharing—a
program which, though currently being considered for renewal, ended: in
September 1980. Omitting federal revenue sharing, this revenue category is
projected to increase by about $33 million (7.3 percent). :

Thus, if adjustments are made for the effects of reduced interest income and the
termination of federal revenue sharing, the projected rate of growth in' General
Fund income rises to about 11.6 percent. This rate is a good general indieation of
the underlying growth trend in the 1981-82 General Fund revenue base. -

Our review of the department’s estimates:shows that the pro_lected General
Fund revenues are generally consistent with the baseline economic forecast dis-
cussed earlier. For the three major taxes, for example, we estimate that revenue
would be about $18.6 billion using Finance’s economic assumptions, or.$91 million
more than the budget forecast. As shown below in Table 28, this difference is
comprised of $58 million for the personal income tax, $30 mxlhon for the bank and
corporation tax, and only $3 mllhon for the sales and use tax.

Table 28

Comparlson of Department of Finance: and Leglslatlve Analyst . 1981—82
Revenue Esﬂmates for Major Taxes, Assuming Finance's Economic Assumptlons

(|n mllllons)
Legiylaﬁve
. N : Finance . - Ana]yst’ Difference
Personal Income Tax ; e §T435 $7493 . - +$58"
Bank and Corporation Tax.... . 3035 . 3065 i o430
Sales and Use Tax; RS - ; 8001 8004 43

Total, Three Major Taxes o $18471 ‘ $l8,5§2‘:' s "+$91 T

- Alternative Revenue Scenarios

As discussed in the introductory section (Table 14), we constructed two alterna-
tive revenue scenarios, based on a more optimistic and a more pessimistic group- -
of economic assumptlons than Finance used in’the budget. In structuring these
scenarios; we examinéd the range of actual 1981 forecasts reported by. different
economists: in Tables 26 and 27 above, identified the optimistic and pessimistic . .
extremes; and then projected each into 1982. This projection into 1982 was neces-, =~
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sary because most outside forecasters do not themselves pro;ect that far mto the
future, -at least: publically.. We "also’ madé assumptions about certain’ economic
;vanables—hke California taxable sales and California corporate proﬁts—-whmh are
not: generally predicted: by most private sector economists.

-« The high revenue scenario assames that California personal incéme growth
will reach 13 percerit in 1981 and 14 percent in 1982, that U:S. corporate profits
- will strongly rebound at rates of 20 percent in:1981 and 15 percent in 1982, and .
that the ratio of taxable sales to statewide income will increase from 559
. percent in 1980 to 57 percent in 1981 and 57.5 percentin 1982. <"
... .The low revenue scenario dssumes that California personal income will grow
. .by:10.2 percent in'1981 and 11.7 percent in 1982, that U.S. corporate profits will
.. .decline by 5 percent in 1981 and rise by 15 percent in 1982, and that the ratio
.- of taxable sales to income-will further erode to 55 5 percent in 1981 before
rising modestly to 56 percent in.1982. . . :

As noted earlier in Table 14, these economic scenarios produce 1981-82 General

Fund revenue estimates which range from $905 million (4.3 percent) above to
$762 million (3.6 percent) below an amount consistent with Finance’s baseline
economic forecast. It is probably pos51ble to find economists to support either end
of thlS range. ,

Income Tax Collections to' Rebound

Personal income tax receipts are projected to reach $7.4 billion in 1981-82, an
increase of 11.8 percent (8785 million)  over the current year. This growth far
exceeds the 2.2 percent increase ($144 mllhon) predicted for the current year. The
main reason for this growth differential is indexing:

o In the 1980 income year—which- accounts.for about: two-thirds of 1950-81
revenues—the indexing adjustment factor applied to the tax brackets, credits
and standard deduction will be 17.3 percent (the increase in the California
CPI from June 1979 through June 1980). Because this adjustment is far in
excess of 1980 personal income growth (12.5 percent), many taxpayers will in
effect be “moved backwards” into lower marginal income tax rate brackets,
and therefore be taxed at lower effective rates. We estimate that 1980 tax
liabilities will rise by only 7 percent because of this.

o In the 1981 iricome year—which accounts for about two-thirds of 1981-82
revenues—the indéxing adjustment factor is projected to be only 10 percent.
Becausethis factor is Jess than projected 1981 income growth (11.9 percent),
less “backward movement” through the tax brackets will occur than for the

1980 income year. Tax liabilities should rise by about 10.8 percent.

‘o In the 1982 income year—whrch accounts for about one-third of 198/-82reve-
- nues—income growth (12.0 percent) is expected to stay about the same as in
- 1981, while the inflation rate used for indexing is expected to drop further (to.
" .95 percent). The resulting faster growth in real-income will tend to raise
-effective tax rates by pushing more taxpayers into higher brackets. This effect
will be reinforced by the return to “partial” indexing in 1982, under the -

provisions of current Iaw Thus, 1982 tax habrhtles w1ll rise by about 13. 6
< percent: g

leen the return to partral mdexmg and the expectatlon that- the Cahforma
economy’ will expenence positive real growth in the years to come, personal
incomie tax revenues can probably bé expected to grow an average of 10 to 20
percent more rapzd]y tbzm income. :
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. Indexmg Costs Rise chldly

Chart 16:shows how mdexmg has affected personal income tax revenues:.
‘¢ In 1981-82; income tax revenues w1ll be $2 7 bllhon (26 3 percent) lower than
‘without indexing. .

"« Income tax revenue growth in 1981—82 would be 18 7 percent. w1thout mdex—

ing, compared to the projected increase of 11.8 percent.

e The cumu]aave cost of: lndexmg since 1977—78 will reach $5 7 bllhon by 1981— '

-82.

In addlhon to these sxgmﬁcant unpacts on the level and rate of growth inincome.
tax revenues, indexing has also made it more difficult to forecast accurately the-
personal income tax: This is because it makes the exact:mixbetween inflation and

real iricome growth more important than before, and this mix has been:increasing-
ly hard to predict. As a result, there is a greater potential now than ever before
for errors in estlmatmg current year and budget year income tax revenues. The
errors could go in eztber dxrectlon ,

Chart 16

Effects of Indexmg on Callforma Personal Income Tax
Revenues* (in billions) -
1977-78 to. 1982—83

_J - Personal income Tax revenues after mdexmg
$14

12—
10—

Revenue reduchon due to indexing®

: »Revenue reductlon due to one- tlme special
tax credit ©

g

Revenue

S TI=T8: ., 78=79 ' 79-80 ... 80-81..:" 81—82- o 82—'83 ~
. Eshmates by Leglslahve ‘Analyst. -

AB' 3802 (Chapter 669, Statutes of 1978) prowded that mcome tax brackets be mdexed by the: amount of inflation above 3
percent begnnmng in 1978, and also that the standard deduchon perscnal credits-and dependent credit be fully 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 yéars. If this full mdexnng were conhnued in"1982 and tt f 1932—83

.-would be further r&diiced by about $235 million: .
o € aB 3802 |ncreased lhe personal’‘income. tax credut for 1978 by $75 for single retum taxpayers and by $150 for. ;oml ‘étum’
taxpayers "

Sironger Sules Tax Growlh

Revenue from the sales and uSe tax is pro'ected to reach $8 bllhon, a'rise of 14 1

percent ($990 mxlhon) In contrast, the estimated 1980-81 gain is only 7.5 percent
($490 million). The reason for this strengthenmg is not 'so much: that taxable sales
-.are expected to be abnormally strong in 1981 and 1982 .as that taxable sales in 1980
were abnormally weak., Cide

: o Taxable sales-in oalendar 1.980 rose only 88 percent as. shown in Table 29 and ‘

Chart 9 earlier. This was the lowest increase since 1975.(7.9 percent) and was
far below the average increase from 1976 to 1979 (nearly 15.8 percent)
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«.Taxable sales are expected to rise by 12.4 percent in 7981 and 13.8 percent in
1982. Although these. increases exceed projected personal income growth

. (119 percent and 12.0 percent, respectively), they are not so strong as to fully

make up for the sharp 1980 fall-off in taxable sales growth. As shown in Table

.29, the ratio of taxable sales to persona.l income in 1982 is expected to-still be

" below its 1979 level.

“The actual, performance of taxable sales in the next two years: will depend on
‘such factors as how consumers adjust their spending and: savings decisions in
response -to. continued- inflation, and whether developments affecting interest
rates and credxt avallablhty wxll strmulate or depress the level of expend.ttures

“Table 29

California’ Taxable Sales
(m b||||ons) %

1979 9 sl 19

. Percent Percent . Percent Percent
.  Taxable Sales Category - Amount Change Amount Clmnge Amount Cbange Amiount Cbange
1-Reta|l stores (excluding motor vehicles and
ding) $23 105% 71 91% $833  110% 08 17
'—-Motor ehicles and. auto-parts ;... 16641 1588 -80 ' 171 108 - 200 . 179
—Gasoline (service stations and reﬁnenes) ...... 187 41 181 . 320 216- 192 1250 159
~Building activity 141192 142 . 06 161. 134 189 171
~-Manufacturing and wholesaling . . 050 188~ 387 106 430 114 486 128
Total Taxable Sales ... . SI3L7 161% $1433  88% $I6L0 124% $1832  138%
- - Total Taxable Sales Excluding Gas ............ 1180 - 142 1252 61 1394 113 1581 134
Ratio of Total Taxable Sales to Personal ‘ : '

Income 518~ 559 - 560 = 569 —
'Source Department of Fmance ) )

Gcsollne Scles Taxes: Increase Desplie Volume Decline

~ As Tables 29 and 30 show, increased gasoline prices have made gasohne a key
source of taxable sales growth. These gasoline sales—which include the taxable
sales of both service stations and refineries—are projected to'account for.over 13.6
percent of total taxable salées by 1982, up from only 104 percent as recently as 1979.
Without gasohne included, taxable sales growth is-only 6.1 percent (instead of 8.8
percent) in 1980, 11.3 percent (instead of 12 4 percent) in 1981 and 13.4 percent
(instead of 13.8 percent) in 1982,
-~ Despite. the growing importance ‘of gasolme as‘a component of taxable sales
however, the annual ‘percent growth in taxable gasolme sales appears to be slow-
mg As shown in Table 30,

"o Retail gasoline ‘sales rose by nearly 32 percent in. both 1979 (a rise of $2.3
billion) and 1980 (a rise of $3 billion). However,
‘e The budget anticipates that sales will grow at slower rates in both 1981 (15
- percent, or $1.9 billion) and 7982 (17 percent, or $2.5 bﬂlxon) ' .

: ThlS reflects a slowdown in the rate of growth in: gasolme prices, accompamed

o by continued declines in gasohne consumption. For example, Table 30 shows that:

e The increase’in the average price per gallon of gasolme was.over 34 percent
+in'1979-and 36 percent in 1980.-In-1981 and 1982, however, the mcrease ‘is
« ‘projected at ‘'only 17 -percent to 18 percent; and *
o Total retail gasoline: consumption: (measured-in; gallons) has fallen by 15"
s percent in- 1979, 4 percent in 1980, 1.5 percent:in 1981" (projected) and ‘1
. perceént in 1982 (projected). In 1980, the decline was so large that 1980 taxable
gasoline sales were overestlmated last January by $300 million a’espzte higher
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"‘than predicted prices. -

" Table 30 .
Budget Assumptnons Regarding Gasoline Pnces and
: COnsumptlon Levels - s

Dollar Amount

G’a]]ons of 4 verage Price  of Retail
Gasoline Sold -~ Per Gallon ~Gasoline Sales

Calendar Year , - » (millions). - - of Gasoline*® - (billions)*
1978  (annual average) eminivinis 11,887 5064 - $13
1979 (annual average) canni . 11,220 086 96
1st quarter 2,633 $1.14 $3.0
2nd quarter i 2,714 119 32
3rd quarter ' 2,760 L7 32
4th quarter 2,660 118 3l
Total , 10,767 $L17 $12.6
1981 :
Ist quarter : . 2,380 $1.25 $32
2nd quarter’ E— ) 2,673 1B 36
3rd-quarter ... . a7 - 140 38
4th quarter . : ; ‘ 2633 148 _ 39
Total _ 10605 8137 - $M45
1982 : , o
1st quarter ......... . . - 2,554 $1.54 89
* ond quarter ... ' 9646 1% 42
3rd quarter © 6% 165 44
4 quate ‘ 3 ' S Y
Total 10,499 © $L62 8170

2 Before application of the sales tax. Detail may not total due to roundmg

Obviously, projections of retall gasoline sales must be highly quahﬁed because
of uncertainties regarding the impacts on gasoline prices, production, inventories
and sales, of domestic oil price decontrol, “excess profits” taxation, future OPEC
decisions, gasoline conservation by consumers, and the sens1t1v1ty of gasolme de-
mand to future price increases. :

Bank and Corporation Taxes Share in Recovery o

Bank and corporation taxes are expected to rise by 13.4 percent ($359 mﬂhon) _
in 1981-82, considerably above the 8.5 percent current year gain. This growth—
which has been adjusted to exclude $48 million in transfers to special funds under
the provisions of AB 66 (Chapter 1150, Statutes of 1979)—reflects both a.mild
strengthening of taxable California corporate proﬁts and the application of higher

- bank and corporatlon effective state tax rates under AB 66. These increased rates

_ are projected to raise state General Fund’ revenues by at least $140 mxlhon net of
the AB.66 specnal fund transfers.
. As'shown in Table 21 and Chart 8 earlier; profit growth is projected to be 11 6
‘percent in 1981 and 11.5 percent in'1982. This is well above the 5.1 percent and
8.9 percent gains of 1980 and 1979, respectively, but far less than the gams of 1976
through:1978, which averaged nearly 24 percent. _
There are a number of factors which complicate the pro;ectlon of bank and
corporation tax revenues this year: These include:
-+ 'The impact which general economic developments in 1981 w1ll have on such
~profit- :detérmining variables as sales volumes; borrowing costs for the ﬁnanc- ‘
--ing of inventories and capital’ mvestments, and unit labor costs.
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ie The drrect -and indirect effects of oil prlce decontrol and ‘excess profits”
- taxation'.on: energy-producmg and energy-using industries, and "

« The effect of economic conditions on the timing of corporate tax prepay-
ments. Corporatlons are currently allowed.: considerable latrtude in making
these payments I e

E ;*O!her Mc|or Taxes

le 23 shows that General Fund revenues from taxes other than the three
" major 'leV1es are projected at about $1.6 billion, an increase of 8.3 percent ($120
“million) over 1980-81. These taxes include the insurance tax ($565 million), the
" inheritance and gift taxes ($532 mllhon) the cigarette tax ($204 million), alcoholic
_'beverage taxes ($150 rmlhon) and horse racmg—related revenues {$114 million).
- Because some of these taxes are more sensitive to economic conditions than others,
. their growth' rates vary con51derably ‘For example, cigarette tax revenues are
, expected to rise by only 2.4 percent, whereas the prOJected growth in insurance
“tax:¢ollections is 8.7 percent The inheritance and gift tax is projected to decline
by $44 million, or 7.6 percent, but this is due to the phasing-in of AB 2092 (Chapter
634; Statutes of 1980) which increased various tax exemptions for inheritees. With-
“out these changes, pro_]ected 1981-82 inheritance and gift tax revenues would have
‘been $127 million greater resultmg in‘a growth of 14 0 percent ($81 million) over

e 'the current year

'_;Confmued Decline in Inieresi Income

; he General Fund receives mterest mcome from three prrmary sources: (1) the
' mvestrnent ‘of surplus monies left‘over from the prior year,: (2) earnings on bal-
" ances in the Pooled Money' Investment Account (PMIA) which are not General
Fund balances per se but on which the General Fund nevertheless earns interest
1income, and (3) the balance of General Fund mohies being held idle at any one
 moment because of the time lag between when revenues are collected and dis- -
bursements are ‘made. Of these three, the Iast is currently the most unportant

- source: of interest income.

o The budget pl'O_]eC‘tS that General Fund interest income’ w111 be about $327' ;
e mlllron in 1981-82, compared to about $547 million i in: 1979—80 and. $452 mrlhon in
- the current year.. Thls projection: assumes that: = o
Dl Tbe average ﬁsca] year ba[ance in the PMIA for 1981—82 V
~'a drop of $1.8 billion from the current year. The av al
because the state has been spendlng mor '
Lnues:’
e Tbe Genera] Fund sbare of funds in the PMIA w1ll be about 56 percent ,
e The. average interest yzeld on PMIA investments 'in 1981-82 will be 10:25
percent. This compares.to an actual average yield for the first half of 1980-81
,of about. 10 2: percent a.nd an estlmated y1eld for the second half of about 11

$5.7 brlhon,
has declined

1vesv 1n ,current reve-

al actron v

) nt on further congressmn-‘ s




Major 1980 Tax I.eglslchen

Leglslatlon enacted. dunng 1980. wﬂl reduce General Fund revenues and trans-
_fers by nearly $218 million in 1981-82. :

. Personal income taxes have been reduced by $63 million. Th1s mcludes the
effects of AB 2030 (a $40 million reduction), which provided a 40 percent tax
credit for certain energy conservation expenditures, and-AB 2036 (a $15 mil-

. lion reduction), which renewed the 55 percent solar energy credit for three
years. The General Fund cost of AB 2030 is offset by a special fund transfer
to the General Fund in 1981-82, In the case of AB 2036, a one-time special fund
transfer was made into the General Fund in 1980-81 to partxally compensate
the General Fund for its revenue losses.

o Horse racing revenues have been lowered by $30 mz]]zon under AB 3383,

-“which extenswely revised the statutes regardmg horse racmg and parlmutual
wagering activities.

o Inheritance and gift taxes have been rewsed downward by $127 million under
AB 2092, which exempted spouses totally from this tax and substantially in-
creased the exemptions for other categories of beneficiaries.

o Bank and corporation taxes were lowered by over $35 million. This includes
a $10 million reduction under AB 2030 above, plus another $16 million decline
due to AB 472, which made certain changes in the unitary method of taxing
Cahforma—based corporations.’ .

b. Special Fund Revenues in: the Budgei Yeur

Combmed revenues from. all state special funds dre projected to reach over $3 3
billion in 198182, or 6.0- percent ($189 million) above the current year estimate
(see Table 23).

About two-thirds of the revenues from these specw.l funds come from motor
'vehicle-related levies, mcludmg gasoline taxes, licerise fees and registration fees.
‘These vehicle-related levies are expected to rise by about $129 million (6.5 per-
cent) in the budget year, to a level of about $2.1 billion. Of this tota.l nearly $830

- million represents. fuel ‘taxes imposed on ‘a per gallon basis.

As shown in Table 23, 1981-82 fuel tax revenues are projected to dec]me by 0.4
percent. This is the fourth year. in a row that dollar revenues-have fallen. This
negative growth reflects the drop-off in gasoline consumption 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
-impagcts. of hlgher 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 revenues. The. fuel tax estimate assumes that average gasoline con-

* sumption per vehicle will dfop from 590 gallons in 1979-80, ‘to. 561 gallons in
1980-81 and 542 gallonis in 1981-1982. Vehicle registration and license fees: are
'prOJected at almost $1.3 billion in the budget year, up 11.5 percent from 1980-81.
This projection assumes a'3.7 percent and a 9.6 percent increase in vehicle registra-
tions in 1981 and 1982, respectively, and a total stock of 20 mﬂhon reglstered
vehlcles in California by the end .of 1982.
" Three other sources of special fund income deserve mention: -

-~ e The Transportaboa Planning and Deve]opment Account will receive $l39
" million in 1981-82 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 $124 million in the current year and $102 million in the prior year.
. Before 1979-80, the tra.nsfers into-this account generally: were negligible.
e 011 and gas taxrevenues a.re prOJected in the Governor 3 Budget to reach $506
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million in 1981-82, up 11.0 percent from the current year. (This estirhate
.-assumes that $50 million will'be paid. as federal windfall profits taxes. It now

- appedrs that some of this $50 million could be reimbursed to the state.) This
., amount primarily 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). The continuing rise in these revenues is due to the
federal decontrol of oil prices and the contmumg escalatlon of crude oil and

.. gas prices in domestic and world markets.

« Under the provisions of AB 66 (Chapter 1150, Statutes of 1979), the budget
reports that special funds will receive income from the bank and corporation
tax of $42 million in 1981-82, down from $48 million in the current year (Table

-23).. Of the budget year amount, $27 million will‘go to local governments as
compensation for the loss of local revenue caused by the bill’s tax provisions
affecting bank and nonbank financial institutions. The remaining- $15 million
goes to the State Litter Control, Recycling and Resource Recovery Fund to
replace revenues from the “litter tax”, which AB 66 abolished. The budget
shows the $42 million as special fund income directly from the bank and
corporation tax. Under current law, however, these funds are technically
‘General Fund transfers. The Govemor mtends to propose legislation to
change this treatment.

lll. STATE BORROWING

Overview

The State of California issues both general obhgatlon and revenue bonds These
bonds have the following unique characteristics.

o General obligation bonds are backed by the full faith and credit of the state.
This type of bond must be authorized by. a two-thirds vote of both houses. of
the Legislature and then be approved by the voters at a statewide election.
Existing law limits the allowable interest rate on these bonds to 9 percent.

« Revenue bonds are not backed by the credit of the state. Instead, they are
secured by the revenues from the projects which sre financed from these
bond proceeds: This type of bond is: agthonzed by a majority vote of both
houses of the Legislature, and does not require voter approval Some of these
types-of bonds-have interest rate ceilings; others do not.

Over the last five years, the total volume of state bond sales has tripled’ (Table
38). Moreover, in 1979-80, the sale of revenue bonds, for the first time, exceeded
the sale-of general obligation bonds. .- :

In the following sections, we discuss both types of state bonds, the increasing

volume of local bond sales, and the combmed effect of recent sales of both state
and local bonds: .

A. GENERAL oauGAﬂoN BONDS

Bond Categories

General obligation bonds are debt mstruments which are backed with the full
faith and credit of the state. California’s general obligation bonds are grouped into
three categorles depending on the extent to Wthh 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 falhng 1nto 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
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local school dlstrlcts Assessed valua: ionshave now reached such a level that' ’

“the state has been relieved of any debt service payments. -
- (3) Self- Liquidating Bonds. Redemption
from project revenues. However, should such revenues ever fail to cover
the reqmred debt serwce, the state would have to make up the dlfference

: Stcius of Bonds Auihorlzed

Table 31 provides detail on the three: categones of general obhgatlon bonds As.'

of December 31, 1980, the state had over $1.8 billion in unsold bonds; $515 million,
or -39 percent, more than the total at the end of 1979. Of the authorized bonds
already sold' ($9.88 billion), the state has retired $3.6 billion, léaving $6.3 billion

outstanding. During the 1980 calendar year, two.new general obligation. bond

issues—$285 million for Parklands acquisition and $750 million for veterans’ farm
and home building bonds——were passed by the Leglslature a.nd approved by the
electorate.

) Table 31 ! :
General Obhgatlon Bonds of the State of Callforma
. As of December 31,1980 -
(in millions)

General Funtl Bonds:

State constriiction $1,0500: - . %6215 ) $4285',_, -
Higher education CONStUCHON miciumstivsmcrsrinine 2300 - o2 Tles
Junior college‘construction ... T | =308 e
Health science facilities construction . i 1589 el R
Community college construction ;. 1600 — A3
. Beach, park, recreational, and histo . 4000 - . $350 SN £ o TR
Recreation and fish and w:ldlee R T = 05
-~ State, urban, and coastal parks i S R007 AR50 19 1830
Parklands acquisition anddevelopment OB BB P T
Clean water _ G0 A100- T 000 3740 -
Safe drinking water.. ’ 1780 - 1950~ 0 500
Subtotals : weneiniines 5 ($3,1358) ($9900) (8107 ($1,674.8)
ParbaﬂySelleqwdahngBondy O & s ‘ o
School building 2id i~ SOMO0 9650 TSLIOT 89853
Self Liquidating Bonds: : . S A : : i :
Water resources development ......u..iiu i < 17500 1800 .. .688
Harbor bonds i 893 — 604
Véterans' farm and home bmldmg ......... SRR 40000 6000 T 1,2894 : 06 =
 Subtotals ... - oo, (5003) . (§1800) - ($L4186) (64T

TOHRScoiis o SILTIB2 T USLBB0 836004 $6ZM08

Bond Program Sules

Table 32 shows general obhgatlon bond saleson a fiscal year ba51s for the past : =

“¢éurrent, and budget year. Two programs—clean water and- veteran’s farmand
home bulldmg—represented 76 percent of 1979-80 sales, and account: for about 79
percent of the new. general obhgatlon bond 1ndebtedness prOJected for both 1980—
81 and 1981—82 ' : ‘ o s

General Fund Debt Servu:e

Table 33 projects the amount of debt service to be pald on bonds fully supported
by the General Fund through 1983-84. During the ‘budget year; debt service will

increase $19 3 mrlhon or9.1 percent over the current year. All of the debt service.

" estimates in Table 33 are based on specnflc estlmates of ant1c1pated future bond

d-interest: costs are pa.rd entlrely o '
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Table 32
General Obligation Bond Sales
: 1979-80 to 1981-82
~ (in millions) .
Actual - Estimated - Proposed
197980 198081  1981-82

Beach park, recreational and historical facilities $30 $25 $10
Clean water 100 5 195
Safe drinking water ........ - 2 %
State, urban, and coastal parks % _6 )
Subtotals, General Fund Bonds ) $150 $160 $235
School building aid * - % -
Veterans’ farm and home building ® 4T 450 30
 Totals : $625 $635 $535 ¢

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

¢ Department of Finance projections of $685 million include another $150 xmlhon in sales of veterans bonds
not yet approved by the voters.

sales. If additional sales occur, the amounts needed to retire General Fund debt
will increase accordingly. Also, interest rates paid on bond sales will tend to rise
because both national rating services reduced the rating of state general obligation
bonds from Aaa to Aa in 1980. In Table 33, we have assumed that interest rates will
not exceed the current 9 percent statutory ceiling. However, recent Bond Buyers
Index statistics have regularly exceeded 9 percent and two offerings have been
delayed because of this.

Table 33
General Fund Debt Service
1979-80 to 1983-84°
{in millions)

Percent C'I)ange Anticipated

: from Future

. ) Debt Service® Previous Year Sales©

1979-80 , $197.0 60% R
*1980-81 . 2120 76 $1400
1981-82 2313 91 2350
1982-83 ¢ 2510 85 2000
1983-84¢ : 209 16 200

Al ﬁgures are estimates except for 1979-80. )
b Includes estimates: debt service only on bond issues presently authorized by the electorate.
¢ An average intérest rate of 9.0 percent is assumed on future sales.

d-Projections based on debt service for bonds now sold and on' anticipated future sales.

Selected Bond Fund Expendliures

After General Fund bonds are sold, the proceeds from the sale are allocated to
specific projects. These selected bond fund expenditures are identified in Sched-
ule 3 of the Governor’s Budget, by administering agency. Table 34 groups them
according to the bond source. of funding.

Each of the last five midyear budget estimates of bond fund expenditures has
turned out to be too high. For example, the 1978-79 and 1979-80 midyear estimates
were $406 million and $347 million, respectively, while actual expenditures in
those years were. $196 million and $193 million, respectively.
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’ : Table 34

Selected Bond’ Fund EXpendltures
i 1979—80 to 1981-82

: (m thousands)

Actual  Rtimated . Proposed

' . : 19758 B S
Higher'education construction ' \ $373 $26 ' —
Health science facilities construction 5219 1340 R 32,618_
Community college construction 2,357 e S RN ) e
Beach, park, recreational, and historical facilities ......... NP .. 31558 . 36488: . 1,267‘
Recreation and fish and wildlife : 3B ar o o
State, urban, and coastal parks 62,556 - 102,057 : 2,687 -
Parklands acquisition and development - = 25
Clean water ........ . 43 95601 . . . 036387
Safe drinking water PR tA L) S 36782 36881
Totals ; e $193004 1 $272595 Cben s $160671

The failure of the budget to g1ve reahsuc picture’ of. bond expenthures makes -
inter-year bond expenditure program comparisons invalid, and distorts total ex- -
penditure comparisons. More realistic scheduling of new projects and those’ al- .
ready authorized, particularly in the parks.and recreation area, would result in
more accurate rmdyear estimates and, consequently, 1mproved inter-year com-
pansons : ;

R _B.' STATE REVENUE BONDS
Bond Cdfeg‘ories B k : ‘ _ ' : -
Agencies of the state also issue revenue bonds. These are not, however, general

‘obligation issues, as only the revemie generated from the financed project is:
pledged as security. This type of debt instrument has’been-used by the state in the -

past to finance the construction of bridges, fair facilities, and higher education ' °
dormitories and parking lots. Recently, the state has made greater use of revenue

bonds,.especially. to finance housing, pollution control, and health facilities.
' ’ " Table 35 ’ ‘ '
~_ State Revenue Bonds
_As of December 31, 1980
(in thousands) ’

' ‘ Authorization ' " Remaining - :
ImngAgency oo Limits—K Any Outstanding. -. . Authorization
Cahforma Education Facilities Authority.... . $300,000 $130,415 $169,585
California Housing Finance Agency . . 1,500,000 761,985 738 01550
California Pollution. Control Fmancmg Authority ... o (no statutory limits) -~~~ 372457 NJA:
Transportation Commission . (no statutory limits) 11320 v' CENIA
Department of Water Resources ... {no statutory:limits) CUes o NJA
Trustee’s California State Colleges and Umversmes (no statutory limits) : 138,858 - “N/A
Regents University of California (no statutory limits) - - 170,649 - U NJA S
State Public Works Board (no'statutory limits) 19,330 CINFACH
Hastings College of Law...... siiscnimns '(nostatutoryhmlts) L v e e NIAL
Veterans Revenue Debenture, : 1,000,000 500,000 ) 500,000
California National Guard .. 100,000 95000 L 75000,
California Health Facilities Authority 767,000 S T TeT 0.
California Student Loan Authority . 150,000 - — 0 150,000¢
California _ Alternate: ‘Energy - Source Fmancmg T S
Authonty 5 L0000 - /200,000
 Totals . T $4,017,000° $2,682,629 - $2,699,600* °

* #Totals include authorizations with statutory limits only.
Source: State Treasurer’s office.
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Table 35 prov:des deta11 on the' fourteen different types of state revenue bonds
and their current authorizations. As of December 31, 1980, there were $2,682.6
million in bonds outstanding. The three‘ housmg programs account for $1,287
.million, or 48 percent, of the outstanding bonds: California Housing Agency, $762
million, Veterans Revenue Debenture, $500. million, and California National
" Guard, $25 million: Seven of the fourteen bond programs in Table 35 have no
statutory hmltatlons on the face value that can be 1ssued
Growfh in Revenue Bends :

In recent years, the amount of revenue bonds outstandmg has risen. dramatlcal-
ly. Chart 17 shows the incréase in outstanding revenue bonds from 1970—71 to
1979—80 ‘ . '

Chart 17 :
California State Revenue Bonds

Annual Sales and Total Outstanding
1970-71 to 1979-80 (in milllons) -

Dollars .
To$2. 000—
l:l Total Outstandmg (entire bar)
Annual Sales » T o G
1000 e P S R T I
500
C70-71 7172 72-73 7374 74-75 75-76 76-77 .77-78 78-79 79-80
’ ‘Bond Sales

Table 36 shows revenue bond salés for the past three years. Estlmates of current
~and budget year sales are not available at this time. Revenue bond issues are not
~scheduled as far in advarice as are general obhgatlon bond sales. Two housing

programs—California Housing Finance Agency and Veterans revenue bonds—
accounted for 76 percent of 1979-80 sales.

Sale "_of staté revenue bonds, as'shown in Chart 18, exceeded general obhgatnon
bond sales for the first time in 1979-80. Most revenue bonds are niot subject to the
-9 percent interest rate ceiling which has recently dampened the sale of general

obhgahon bonds ,
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 Table3s
State Revenue Bond Sales
1977-78 to 1979-80
(in millions) . . .

Issuing Agency : SR [ B 1978-79 = 1979-80

California Education Facilities Authority ....... o $454 $120 $24.5
California Housing Finance AUthOmity i SRR | ) 2500 3T
California Pollution Control Financing Authority 413 185 328
Transportation Commission 200 - -
Department of Water Resources S %8
Regents University of California v R T SRR L %50
Veterans Revenue Debenture i ' , i 2000 -
Totals ‘ — $2811 } $3405 - $7498
Chart 18

Annual Sales of State Bonds
1975-76 to 1979-80

(in millions) v
[ General Obligation bonds
State Revenue bonds

$800
700~
600-
500
4004
300-
200-

100~

75-76 76-77 77-78 78-79 . 79-80.
Fiscal Year :

"' €. LOCAL BORROWING

While the State of California does not regulate most local borrowing, the market-
ability of state bonds depends, in part, on the total volume of tax-exempt bonds
offered for sale. Table 37 shows local bond sales for the last three years, by the level
of government. It indicates a tremendous increase in housing bond sales, especially
by redevelopment agencies, over the last three years. For example, in 1977-78,
local housing bonds were $93.2 million, or about 5 percent of total local bond sales.
In 197980, local housing bonds sales had increased to $1.2 billion, which was almost
45 percent of total local bond sales. This table also indicates that' bond ‘sales for
other purposes have declined during this time period.
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Table 37
Annual Local Bond Sales
1977—18 to 1979-80
(in millions).

" Housing
as Percent of
i 1979-80
1977-78 1978-79° 1979-80 Total
Counties: $60.5 $13.7 $9.0
" Housing (982) (12.4) (86) 95.6%
Other (323) (13) (04)
" Cities: . $462.9 $358.0 $4889
. Housing i v — (1112) (2119) 43
Other (4629) $246.8) @211.0)
Special Districts: ‘
* Schools . $129.8 $58.7 $95.9 -
Redevelopment agencies: 507.3 481 1,1504
* " Housing (09) (2413) (948.3) 824
Other (506.4) (206.8) (202.1)
Other special districts : 670.1 623.5 “8140
Housing (64.1) - - -
Other » - (6060) (6235) (8140)
Subtotals.......... $1,307.2 $1,130.3 $2,060.3
Housing - : U (650) (2413) (483) 460
Other (1,242.3) (889.0) (1,112.0)
Special Assessments 295 140 546 -
Totals $1,860.1 $1,516.0 §2,612.8
Housing (932) (3648) (1,1688) #41%
Other : (17669) (L1512) '(1444.0)

D COMBINED STATE AND lOCAI. BORROWING
- The comnibined state and local borrowing in recent years is shown in Table 38.
Between 1977-78 and 197980, total bond sales in California increased by $1,409
million, or 54.6 percent: The largest relative increase was in the volume of state
revenue bonds, which increased 160:4 percent. Local bond sales remained much

larger than combinéd state sales during the period, although the rate of gain for
* state sales was much;f‘aster.

‘" Table 38
i B Annual Sales of State and Local Bonds
* - . 1975-76 to 1979-80
{in-millions)

: - : State of Cxlu?)nua

Total Al -~ - Total General Local

s Bonds State Obligation Revenue ~ Bonds®
1975476 i o - $413° SR 1R - $255 $118 N/A
1976-T1. N 554% i o554 S 380 174 N/A
1977-718.... feaiinimtens 2519 “ 719 8l 288 $1,.860
19789, i 232 86 . 85 U 1516
197980, i 3,988 137 65 750° 2613
*Percent Tncrease 197718 to W9 6% - 912% . 450%  1604% 405%

® Information on local bond sales is available only from 1977-78 to 1979-80.
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‘Housing Bonds Sales

Table 39 shows the sale of state and local housing and non-housing bonds during
the past three years. Housing bond sales during this period increased 439 percent,
with local housing issues showing the largest increase, 1,154 percent. Non-housing
bonds declmed by 19 percent during this same period.

Table 39
California State and Local Bond Sales
1917—78 to 1979-80
(ln millions)

" Percent Change

: . 1977-78to- -
: 1.9_27—7& 1978-79 1979-80 197980
State Bonds: ‘ '
Housing - $3024 $6250 - $L07L7 232.4%
Non-housing 3962 505 303.0 -235
- Subtotals $7186 - $8755 $1,374.7 91.3%
Local Bonds: ‘ .
Housing . $93.2 $364.9 $1,1688 .. - 11541%
" "Non-housing 1,766.9 C L1511 14440 —183 .
. Subtotals $1.860.1 $1,516.0 $2,612.8 40.5%
State and Local Bonds: - .
. Housing....... - $415.6 $989.8 822405 439:1%
Non-housing 2,163.1 14017 17470 -192 .
Totals ' $2,578.7 $2,391.5 . $39875 54.6%
Chart 1o S ‘
Callforma State and Local lond Sales
nghllghtmg Housing Bonds :
* 1977-78to 1979—80 (in bllllons)
/// Local non-housing bonds
-Dollars : o » o
$4— . - ‘State. non-hqusingbonds S coe o 40
Local housihg bonds
3 i State housing bonds
o] 22
Total
Housing
Bonds
11—
1977-78 1978--79 1979-80
. Fiscal'Year
Source: "Mortgage Revenue Bonds- California’s 1980 Frenzy™: Office of Planning and Hesearch November, 1980
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This explosion in housing bond sales is‘attributable to two recent legislative acts:

Chapter 1, First Extraordinary Session—1975 ‘(the Zenovich-Moscone-Chacon
Housing and Home Finance Act) established the California Housing Finance
Agency and authorized up to $1.5 billion in tax-exempt state revenue bonds As
of December 31, 1980, $762 million was outstanding.

- Chapter 1069, Statutes of 1979 (AB 1355) authorized local housing ﬁnance agen-
cies to sell tax-exempt revenue bonds in order to finance low-interest loans for low
and moderate income housing. There is no statutory limit on the amount of bonds
issued under this program. The State Housing Bond Credit Comm1ttee has the
authority to review and dlsapprove or reduce bond issués.

Chart 19 shows the increase in housing bonds compared to other state and Jocal

bonds. In 1977-78, housing bond sales totaled $415 million, or 15 percent of the $26 "

billion in sales. By 1979-80, of $4 billion in total bond sales, $2.2 billion, or 55
percent, were housing bonds.

‘Future of Housing Bond Growth

Both the state and federal governments have recently expressed concern about
the rapid growth in housing revenue bonds. The U.S. Congress has passed legisla-
tion limiting the uses of theése bonds and eliminating their tax-exempt status as of
December 31, 1983. The threat of such federal action led to a major increase in the
number of local issues proposed during the last three months of 1980. The State
Housing Bond Credit Committee recently recommended postponement of sev-
eral of these local housing bond sales to prevent a flood on the bond market

Impuci on Interest Rates

Bond interest rates are functions of a number of factors including (1) the prime
interest rate, (2) the volume of tax-exempt bonds on the market, (3) the type of
. 'security provxded in the case of revenue bonds, and (4) the rating of the issuing
" agency. There is no quantitative method to establish a relationship between any

one of these factors and the interest rates on California bonds. However, the 439
percent increase in housing bonds durmg the last three years seems to have had
an impact on interest rates.
Two recent state bond offerings—$100 million in State Water project bonds a.nd
* $40 million in park bonds—were withdrawn because the bid interest rates exceed-
ed the state general obligation bond ceiling of 9 percent. High interest rates have
also affected local revenue bonds, some of which have been postponed or scaled
back.

IV. MAJOR COMPONENTS OF THE BUDGET

A. Introduction

State expenditures are traditionally divided into three categories: state opera-
‘tions, capital outlay, and local assistance. Table 40 presents:the- distribution of
expend1tures among these categories, for the past, current and budget years, for
the General Fund and Special funds. In 1981-82, the: Governor’s Budget contains
an additional category for unallocated cost-of-living adjustments (COLA’s) in the
amount of $509.1 million. We have separately identified the expenditures from
reserves in order to show the total current expenditure level.

Chart 20 shows these categories as a percentage of total General Fund expendi-
tures. Local assistance, as defined in the Governor’s Budget, makes up76.6 percent
of total expenditures. In addition, a significant part of the $509 million in unallocat-
ed funds for COLA’s may be distributed to local assistance programs, further
increasing its share of total expenditures.
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‘ : : Table 40
General Fund and Specual Fund Expendltures by Functwn
; ; (in -millions)

- 'Eftzmatedlml 'Pmposedw&-m
Actual - “ -« Percent Percent
197980 Amount Cllaage Amount- .- Change

" General Fund:

-State operations...... : : $3,609.9 $4,310.8 194%  $4,3282 0:4%
Capital outlay...... , , 1506 585 —612 27 526
Local assistance 5 147736 16,827.7 139 159387 . -53
Unallocated COLA's" ....... _ : = — - 591  N/A
Totals .; : $18534.1 $2L197.0  -144% $207987 = -19%
Less expenditures from 1eServes. ... vimmmmmmmmmmmmmires 315 4664 — -6 —_
-+ Current Expenditures .... : $188516 - $207306 10.0% - $20,770.1 02%
Special Funds: ' : , ,
State operations $L,175.0 $14226 - . 21.1% - $1,4416 1.3%
Capital outlay........ i - ;3128 6177 916 il 438
. Locdl assiStance ....omvusiussnivsion ... 12728 14396 131 1,905.0 323
Totals .. B E— $27604 - $34799 %1% $3963.7 139%

* Based on amounts shown in the Govemor s Budget
b Cost-of living’ adjustments

Chart 20

1981-82. General Fund Budget Structure
(in mllllons) ‘

Total Expendit’ures.b
$20,798.7
100%

“Unallocated COLA®
$509.1
2.5%

StatelvO‘pevrétions
- $4,328.2
20.8%

Local Assistance
$15,933:7
76.6%:

Capntal Outlay
8277 T
0:1%

a Cost-of-living adjustment
B b méludes $29 million-in expenditurés from:reserves.




Chart21 =~ .
General Fund Budget Structure
1973-74 to 1981-82 (in billions)

VD‘oI/ars e T
' ey Il Coavital Outiay
’ 77/ Unallocated Cost-of-Living

State Operations

20+
19+

Local Assistance

18— ' ‘ ‘

17
16
154
14—
13
12
11
10
9

84

7—,

6
5-

44

79-'80 '80-'81 '81-'82
(est.) " (prop.)

'74-"75 '75-"76 -7\ ‘7778

. 'Fr,om_ 1973-74 to 1981-82, lo’cval assistance has grown from $5.5 billion to $15.9
billion, an increase of 188 percent. State operations and capital outlay have in-
creased from $1.8 billion to $4.4 billion, an increase of 146 percent. In effect,_ the
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General Fund is becommg more of a fundmg mechamsm for local as51stance Lhart .
-21 shows the increase in local assistance and in total state expendltures :

E B. State Operuhons

‘ The budget proposes a mmor mcrease, 0.4 percernt, in General Fund-supported
state operations. In effect, the ‘budget has proposed zero net growth in state
. operations. Should-any salary or staff benefit increase be approved for the budget
*'year, however, this category of expenditures will show a largerincrease. Itislikely, -
therefore; that state operations w1ll grow by more than the 0 4 percent shown in
the budget.

C. ‘Local Assistance -

As shown in Chart 21, local assistance increased s1gmﬁcantly from 1973—74 to -
1980-81—by 204.4 percent in eight years. The growth in state fiscal relief to local
governments following the passage of Proposition 13 explains some of this increase.
In addition,’ benefit programs categorized as local assistance have grown rapldly '

“'The Governor’s Budget proposes a decrease in local assistance in 1981-82 of $894
rmlhon, or 5.3 percent. This reflects a $500 million reduction in subventions.tolocal
governments and schools to offset the $500 million in additional revenue from the
unsecured taxtole that these entities will receive in 1981-82. Local assistance is also
- reduced by $420 million in state aid to schools which the ‘budget proposes to

replace with $420 million in property tax revenue shifted from cities and counties
- to schools. Additionally, state contributions to SSI/SSP payments will decline by
. $201 rmlhon Most other local assistance programs will mcrease slightly. ‘

‘ locul Asslsiance Versus Aud to Locul Governmenfs

.~ -Local assrstance, as the term is used in the budget, encompasses a w1de variety: .
‘of programis. Some of these programs, such as the Medical Assistance (Medi-Cal)-
program, do not provide assistance to local government agencies, but rather, to
" individuals. These payments may be made directly to individuals, as in the case
of the Renters’ Tax Relief program, or individuals may receive them through an

L intermediary, such as’ ‘the federal or county governments. Examples of payments

. made through intermediaries are SSI/SSP payments distributed by the federal
- government, and AFDC payments, which are distributed by county governments.

Our analysis indicates that it may be more appropriate to categorize local assist-
ance expenditures ina fashion which reflects the direct beneficiaries of the ex- --
pendrture ‘Thus, the present local assistancé category might be divided into two
~'new categories, one being ‘Ass1stance to Local Govemments and the" other being
" “Assistance to Individuals.” :

<In; dividing the present “local assxstance programs between' these categorles,
it is'important to keep in mind that some portxon of “Assistance to Individuals”
-actually represents funds- distributed to local governments. For example, the
- Homeowners’ Property Tax Ass1stance program provides reimburserents to local
. governments for the property tax revenue losses attributable to the homeowners’

“property tax exemption. The: reunbursements, however; do not increase the fiscal

resources of the local governments, but merely replace the property taxes lost due
to the ; provision of tax. relief to homeowners.

Conversely, some of the fiinds distributed to local govemments and categonzed
as “Assistance to Local Governments” represent the state’s.contribution for pro-
- grams, operated locally, which provide services to individuals. These programs do,

in one sense, provide assistance to individuals, but they are not distinguishable
- from other programs operated by local governments. This is because al/ programs

; _“operated by local governments are intended to provide assistance to individuals
~“inone sense or another. Thus, for example, although the state’s subvention of funds

for'County Health Services is expended for programs which assist individuals, the
; monies represent the state’s attemipt to- help local governments to: fund these
_programs. ~ _ .
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Table 41 lists the major “local ass:stance programs whlch our analysm md1cates
: are more appropnately categonzed as Assistance to Indlwduals :

Table 41 ]
.-~ Major Local Assustance Programs More Appropnately
“Categorized as Assistance to lndlwduals

(m mllllons) :
- Governor's
Budget
. 198182
Medlcal Assxstance o . - $2,5755
"AFDC® : w 12160
.SSI/SSP e ' R , 1,051:0
‘Developmental Services bavres . 5122
:Personal Property Tax Relief......... ) - ’ . - 4932
‘Renters Tax Relief .......icmmmnine : , 450
‘Mental Health® ..o ’ : 1999
‘Homeowniers Property Tax Relief . : ' - -1260
* Senior. Citizens Renters Tax Relief. - 515
“Senior Citizens Property Tax Assistance - : . 21.0
Subvention for Open Space , , - : 140
- Senior Citizens Property Tax Postponement . ’ ' S50
., Alternative Energy Tax Credit Refund - ' , 50
‘Payments to Local Governments for Sales and Property . ‘ 34

Total i _’ : i i : : $6,698.7

*Exclu Excludes county admmxstrahon
b Grant payments only.
¢ State hosplta.l portion only.

;Changes in Repomng Caiegories ‘ : ST
o We recommend that the Legzslature adopt supplemental report Ianguage dlrectmg tbe :
,'. Depm-tment of Fmance to revise its presentatmn of Local Assistance Evpendltures. )
. “As interest in the distribution of state expendltures by function increases, the
. ° “usefulness of the traditional reporting categories utilized in the Governor’s ‘Budget .
""" 'becomes more and more dubious. These categories were established long ago, and
have been maintained for purposes of year to year consistency. Our analysis indi-
cates; however, that these categories have become outmoded as a result of the
.dramatic shifts in state and local fiscal relationships that have occurred in the last
. .. decade. They would be more meaningful and useful if they were altered to reflect
"~ these changes. Therefore, we: recommend that the Leglslature adopt the followmg
" ‘supplemental report la.nguage .
~:7 - “The Department of Finance shall revise its presentation of Local ‘Assistance
-expenditures beginning with the 1982-83 fiscal year, .and prowde new detaﬂ on :
-historical expenditures consistent with this revision.” :

~Chart 22 presents a comparison of the growth in these two categones ‘of local
‘assistance programs since the 1973-74 fiscal year. In six of the elght years shown,
‘the growth in assistance to individuals has exceeded the growth in aid to local
governments. Due to the provision of fiscal relief to local governments following
. . passage of Proposition 13, however;aid to local governments increased dramatical-
:ly in 1978-79—by 92.5 percent. As a result, the growth in-aid to local governments
‘exceeds the growth in assistance: to individuals-over the eight year period. On a
* - cumnulative ‘basis, aid to local governments grew by 217.4 percent during the
penod while assistance to individuals increased by 155. 8 percent. The discrepancy
is even larger if projected growth in the budget year is excluded. Through 1980-81,
~'aid tolocal governments 1ncreased by 244 percent whrle assistance to. md1v1duals .
grew by 160 percent :
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Chart 22
-Expendltures for Local Assnstance.

“Aid to Local Governments Vs Assistance to Induvnduals
1974-75 to 198 1-82
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i"I.oc:ul Fiscal Relief

Table 42 summarizes our eshmates of local fiscal relief costs from 1978-79
. through 1981-82 under the provisions of Chapter 292, Statutes of 1978 (SB 154), and
Chapter 282, Statutes.of 1979 (AB 8). These estimates differ somewhat from those
:in'the budget Our estimates are based on existing law, and do not reflect the effect
“of the Governor’s proposed reductions in local fiscal relief in 1981-82. Existing law
“calls for fiscal relief in the budget year to increase by $669 million, or 12.3 percent.
_The table also displays the change in the form of fiscal relief to cities, counties, and
- special distriéts—from block grants in 1978-79 to property tax revenues shifted .
' from school districts for 1979-80 through 1981-82.

Table 42
Summary.,of Local Fisca! Relief
1978-79 to 1981-82 -

{in millions)

AT . 11879 197880 199081 - 195182
j_Block grants to local agencxes i R - $835 14° - -
Property. taxes shifted from schools to local agencies = 782 $928 $1,045°

;' Business inventory reduction for cities and counties - -3 - —
"7 Health and welfare. buy outs , CLLTg s 1284 1472 1673,
* Education y : 2459 2,883 3048 3304°

Totals P—— U s B3 6l
ok Assumes 13.2 percent growth in assessed valuatlon
¢ Department of Finance- estimate,

‘4 The Governor’s Budget proposés to. reduce local ﬁscal relief to $5,612 mllhon, with reductions pnmanly
in ﬁscal relief to educatlon and the amount of ; property taxes: shrfted to local agencres

D Ccpltcl Oullcy

v The Budget Bill includes $386 3 million from all sources for caprta.l outlay ThlS
*is $79 million—17 percent—less than the ‘appropriation. contained in the 1980
’“Budget Act The ma_]or changes from the current year appropnatrons are:

. In Millions

State and Consumer Servnces v ; ; : . : ' +$23,0
“Business, Transportatxon and Housmg Cevriniesiiesis ; ; it 11627
", Resources . : - o v +U5
- Health and Welfare .......cowicimivios i - o =395
- Correctional Programs ..::i.iuui. I N - . +I69
. Postsecondary Edutation ... ‘ s ' I LFI6T
- General GOVErnMEDt s T : i ~81

o The $116.2: mrlhon reductxon for Busmess Transportation and Housmg reflects
- a decrease of $109.1 million in Department of Transportation capital outlay, and
..reductions totaling’$7.1 million in capital outlay expenditures by the California
" Highway Patrol and the Department of Motor Vehicles. The fall-off in Depart-
‘ ment of Transportation capital outlay is due to the fact that resources: avarlable to
¢ the State Highway " account are not sufﬁc1ent to contmue constructlon at the
i 1980—81 level.
i~ Table'43 showshow the caprtal outlay amounts in- the Budget Bill are drstrrbuted
: among major categories by fund. These appropriations can be expended over a
* three to five year period and therefore, do not represent the amount of expendl—
. tures to be made-in‘the budget year. , -
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Table 43
Summary of 1981-82 Proposed Capltal Outlay Approprlatlons
(m thousands) .

Cenerxl Spealal Bond

Category: - . - . Fund Funds Funds Total
Legislative /Judicial/ Executive — . - $782 - IR
State and Consumer Services - 0174 = 10,174
Business and Transportation...... — 67,958 - 67,958 :
Resources......u.. C= 78,502 $8,288 86,790 -
Health and Welfare — 47,695 . — 47,695,
Correctional Program $27,669 15275 - 494
Education - 65,201 3259 68,550
General Government v - 1404 - 1,404
Totals $27,669 $347,081 $11,547 $386,207

As shown in Table 43, the majority of the capital outlay program is supported
by special funds rather than by the General Fund. Approximately 30 percent
($108.3 million) of the special funds amount is from the State Transportation Fund
and various special funds in the Resources Agency The remaining 70 _percent
* '($238.8 million) of the special funds amount is from tidelands oil revenue. This is
a result of Chapter 899, Statutes of 1980 (AB 2973), which redistributed the state’s
revenue from tidelands oil. Prior to enactment of Chapter 899, the income derived
from tidelands oil revenue in excess of approximately $40 million went into the
Capital Outlay Fund for Public Higher Education (COFPHE). In past years, when
the price of oil was federally controlled, California received approximately $110
million in tidelands oil revenues annually. With the decontrol of oil prices, these
revepués,will increase to approximately $455 million in 1980-81-and $534 million
in 1981-82. In our analysis of the State Lands Commission’s budget we 'provide a
detailed discussion of potential tidelands oil revenuesand the effcct that decontrol
and changes in tax laws have had on this revenue.

Chapter. 899 redistributes these revenues into five funds, in addltlon to the

: COFPHE Table 44 shows this distribution, as well as the appropriations in the 1980

“Budget Act plus the appropriations and transfers proposedin the 1981 Budget Bill.
Table 44 also includes expenditure of amounts from the various funds as authorized
by legislation other than the Budget Act.

Transfers to the Special Account for Capital Outlay (SAFCO). Control Section
19.18 and 19.19 of the 1981 Budget Bill would transfer $22 million from the COF-
PHE and $40 million from the State Parks and Recreation Fund to the SAFCO.
These proposed transfers would leave a balance available for appropriation of $12.1
million and $7.9 million in the COFPHE and Parks and Recreation Fund, respec-
tively. These transfers are necessary if all capital outlay projects in the 1981 Budget
Bill, which are funded from the SAFCO, are to proceed.

General Fund Appropriations.  The budget contains $27.7 million from the

General Fund for capital outlay purposes. This entire amount. is related to.the
planning of new state prison facilities at San Diego, and Folsom, and partial con-
struction of the facility at Tehachapi. In view of the availability of funds in the
_various special accounts which receive tideland oil revenue—including $20.4 mil-
lion'in the SAFCO—the Legislature may wish to consider funding the $27.7 million
from tidelands oil revenue rather than the General Fund. This would release the
$27.7 million of General Fund monies which the Leglslature could use for other
priority needs. .




Table 44

Appropriations and -Amounts Available: :
from Tidelands Oil Revenues Under Exlstmg Law
(|n thousands) : .

w8 e

Hevenues . o . ] L
Balance available from prior year S . $299,862 ' =
Current estimated tidelands oil revenues ......... . 455,000 $534,000
Prior‘expenditure authorizations ' : ‘ o 88827 ) ~38.48 .
Revenue Available for Transfer . $666,035 $495,652
AB 2975 Transfers ) !
Capital Outlay Fund for Pubhc ngher Education (COFPHE): : L e
Amount transferred " $125,000 ' $98474
* Carry-over from previous year ; ; - 26,526
Amount appropriated , © 98474 90,804
- Amount transferred to SAFCO L= —22,000
Balance Available for Appropriation. e " $96,526 T $19,106°
State School Building Lease-Purchase Fund: e R ’
'Aniount transferred and continuously appropriated..........miemmimmmin $100,000 o $200,000
Amount available for-appropriation- , x = S
Energy and Resources Fund (ERF): . ST
- Amount transferred $120000 “$58,521
- Carry-over from previous year — - 61479
Total Available . - $l20 000. . $120,000
: Amcunt appropriated : \ ; —58521 . —117974
. Balance Available for Appropriation i $OL4T9 T 82,026
State Parks-and Recreation Fund: (SPRF): L : . o
Amount transferred and continuocusly appropnated ........................ kieciremenes $35000 Lo $35,000
Carry-over from previous year b, == e 28900
Amount appropriated —— : . —6,100 L —23,216;
Amount transferred to SAFCO S - - 40,000
Amount Available for Appropnahon . ! $28,900 o $684%
Transportation Planning and Development Account: : L
.-Amount transferred and continuously appropriated - $25,000
- Amount appropriated , -~ - ) ‘ —
- Amount Available for Appropriation revepeie — - : $25,000°
 Special Account for Capital Outlay (SAFCO): : o . )
.Amount transferred.......... : S - * $286,035 i $140,657 *
‘Carry-over from previous year .... : ISR e T - © 9899
Amount-appropriated —9257,813 ST =148,483
* Amount Availablé for Appropriation... ' s $28090 . $20,396
2 Does not includé amount ava.llable from other revenue sources—Govemor s Budget shows a $7 869 ,100
balance:
b Does not include amounts avaﬂable from other revenue sources—Govemor s Budget shows a $30,665,271
‘balance. ; : . .

Capital Ouiluy Issues R

_The capital outlay proposals in the Budget B1ll raise. several major issues whlch
we believe should be highlighted for legislative consideration. These are: ,

o Prison Facilities. The budget contains funds to continue planning pnson ’
facilities and provide for partial construction of the. Tehachapi project. The an-
ticipated completion of the new facilities, however, is behind the Department of
Corrections’ schedule by as much ‘as one year.. This delay, early in the planning
process, conflicts with the Legislature’s intent to expedite this program. The rea-
sons for this delay and the measures required to expedite the program should be
identified by the administration.
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o Cogeneration Facililty. The budget contains several appropriations to :de-
velop cogeneration utility facilities. at. a. number: of state-owned locations: The'
expressed intent at many of. these. facrhtles is for the state to generate electrlcltyx
and sell the electricity. to utility compames In. effect this puts the state in the
utility supply business. We believe this. is ‘a major: pohcy issue: whrch should be.
considered in leglslatlon other than the Budget Act. . . -
o Replacement of. Polychlorinated Biphenyls (PCB). The budget 1ncludes $30-
million’ for the purpose of containment, replacement, storage; and: disposal ‘of -
hazardous electrical transformers and switches containing PCBs. The administra- .
tion proposes to replace all such equipment, even though a large portion of the
equipment may not have to be replaced under current federal environmental
regulations. The administration is contracting with private consultants for the
purpose of identifying the specific location of the PCB-filled electrical equipment.
Until the consultant’s study is completed and available for review, the magnitude
of the problem of hazardous PCB equipment cannot be deteriined.- However;
from 1929 until 1971, PCBs were used in a high percentage of electrical transform-
ers and capacitors. Thus, if the state is to replace all such state-owned equipment,
it is almost certain that the proposed $30 million will not be adequate.
This. program not only has significant cost implications, it may also represent a
significant state liability with regard to replacing, storing and handling this equip-
ment. The handling and storage of PCB is governed by strict federal environmen-
tal regulations, and if the state is to embark on this program, the Leglslature should 5
be advised of the potential state liability. -
| Transportation. The budget does not provrde funding for Department of;‘ﬂ
Transportation capltal outlay expenditures of approximately $105 million which’
are programmed in the 1981 Proposed State Transportatron Improvement’ Pro-
gram. ‘By June 30, 1982, all but $2.1 million of the remaining unrestricted reserve

"in the State nghway Account will be encumbered. This account balance, howev-
er, makes no allowance for approximately $13 million in lump-sum pay increases
that are due the department’s employees pursuant to Chapter 192, Statutes of 1979
(SB 91). When allowance is made for this obligation, it is apparent that the depart-

" - mentmay be unable to match all federal funds currently budgeted for eApendzture g
in 1981-82.. . ‘ L

E. lmpad of Inflation and Population on Expendliure Growih ;,

Table 45 shows the increase in' General Fund and Specral fund’ expendltures";'_
from 1970-71 to 1980-81. It attempts to explain: the growth in expendures which
can be attributed to inflation and population growth as opposed to other factors
such as new programs.

During this 10 year period, General Fund expendrtures mcreased by $15 9 bll-
lion.- Of this total: ,

« $5.4 billion: (or 33.7 percent), is due to mﬂabon “This amount represents the
k extra funds needed durmg the current year to purchase the same level of total.

- "services: purchased in the base year of 1970-71. This estimate was computed'
using the GNP price deflator for state and local governmental services as the =
measiire of: mﬂatron During the last three years; the GNP index has had lower

ratés of increase than the California Consumer Price Index. “ o

« About $909 million of the increase (or 5.7 percent) represents the extra funds’

~needed to mamtam the same level of per capzta expendltures shln th’ 'base

- year: :

+ An additional $1,003 mllhon (or 6. 3 prcent) was' needed to offset the mf]abon :

effect on-the growth-in population.  *

‘e These three categories account for about 46 percent of the total mcrea‘s‘e’ in* .

‘ General Fund expendrtures 4
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e Local fiscal relief provided in the wake of Proposition 13 accounts for $5 4'
- billion in the current year; or 34.3 percent.of the total‘inicréase. -
« The remaining $3.2 billion, or 20 percent, represents all other factors such as
"~ new programs and their increased costs. due to inflation, increased levels of
services and workload increases which exceed populanon growth In other
- words, four out of every five dollars of the total increase in General Fund
" expenditures during the last decade can be attributed to inflation, population
growth or post-Proposition 13 Iocal fiscal relief Only one dollar répresents
- new programs or increased levels of state governmental services.

Table 45 also shows these same relationships for total state expenditures.
: ’ - Table 45 S evwliie st
Impact of Inflation and Population on Expendlture Growth RS

1970-71 to 1980-81
{in millions)°

Total C'enera! Fund '

General Fund and Special Fund
Emendltwes Exwpenditures’
Percent of - Percent of
Total Total
Amount - Increase - Amount Increase

A. Actual Total Increase in Current Dollar Expenditures..... $IS8767  1000%  $I77357 1000%

Minus:

Increase Needed to Adjust 1970~71 Expenditure Base for: , C
—Only populahon growth®........ S— 092 (67) .- 11638 (66) -
—Ouly inflation? . COsBl (BT 6807 (386)
=:Additional increase needed to adjust for both populatlon R o

growth and inflation simultaneousty®... 210028 (63) 12832 " (12)
 Subtotals, Increase Needed to Adjust for Both Popula S ‘ o L
tion Growth: and Inﬂahon oriesossistresasssiasibsnsninserion 879637 _$58% $92978 524%.
Bl : | |
B. Total Iricrease Remmmng AfterAdjiistment of 1970-71 e R
Base for Inflation and Population Growth ......ccvmriin $8,613.0 O 542% 8479 - 416%
~Increase due to AB 8 and SB 154 ... i 530 (M43) 5480 " @)
C Remammg Increase Due to All Other Factors .u.sisieis 817000 200% $2.9949 v 16 9%

2 Detai Detall may not add to total due to: roundmg Expendxtures exclude expendlture from reserves.
b Does not mclude bond funds. .

© Adjusted to maintain the 1970-71 level of per capita expend:tures Does not adJust spending ¢ to account,
for changes in the age mix of the population.

4 Usinig the implicit' Gross ‘National Product (GNP) price deﬂator for state and-local’ govemment pur-
chases. of goods and services: Does not adjust the cost.of new programs for inflation.

© This amount fepresents the increase in spending to offset the inflation effect on the 1970-71. expendxture
base for amounts: spent on new population.

F. Number of State Employees

- The Governor’s Budget proposes 996,743 state employees in1981-82, an increase
of 270 personnel-years, or 0.1 percent above the number of employees in the
' current year. The budget reflects a reduction of 629 pos1t10ns caused by the “spe-
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" State and Consumer, Services ...

cial adjustments’ contained-in the A Pages of the Governor s Budget Table 46
shows the adjusted number of employee‘ ; by functlon, for the past current and -
‘budget years. L i : o . :

State Employees by Functlon
From. All Fund Sources
(m personnel-yoars)
1979-80to1981-82 R S
 Actusl thmated Pement Proposed Change: -
197880 " 198081 Change 191-82" Amount Percent -
8T 9508 91% 9,652 144 15%
;- 10671 . 11693. 96 12,012 319 QT

Legislative Judicial Executive

Business, Transportation and: Ho 31293 .. 316127 10 31,6% M0
Resources o 13780 . 14325 40 14,619 294 20
Health and Welfare . 4935 4378 35 42,657 - —1,131 —26 .
K-12 Education.. 9665 208 125 300 30l
Higher Education e 89841 89989 - LT . 90,155 166 02
Youth and Adult Correctional.................... 1259 19503 76 1398 405 30
General Government ..... ) 8,355 9057.. : 84 9,113 56 06
Totals : B B 9% 268 om0 0%

*Reflects the special adjustment reduchon of 629 personnel-years as descnbed on page A 20 of the 1981-82
" Governor’s Budget. : e

The only function showing a decrease is Health and Welfare, where the budget
proposes a 1,131 drop in the number of employees. Reductioris are proposed in the
Departments of Developmental Services and Mental Health through: (1) * ‘special .
. adjustments” in non-level-of-care positions in the state hospitals, (2) stafﬁng res -

- ductions in level-of-care positions due to-a decline in client population, and (3)
workload reductions in state operations resulting from private nonprofit corpora-
tions taking over social work functions:"'Workload reductions are proposed:in the-
.. Employment Development Department because of a cut-in federal funding. A:

“federal funding shortage 'is also the cause of.the reductlon in the number of’.

employees in. the Department of Rehablhtatlon L e

Trends in the Number: ‘of Siafe Employees it
: Table 47 shows the growth in the number of state employees from 1973-74 to
1981-82. While General Fund expenditures increased 185 percent ‘during- this’
perlod the number of state employees increased 17.5 percent The rate of growthf .
_in the later years is much less than in earlier years. ‘
.- It 'should be noted that a year ago. the Governor’s Budget proposed 221 118‘
positions. in" 1980-81. This year’s Governor s- Budget estimates that there: will be ,
296,473 positions in 1980-81, an increase of 5,355. We are unable at this time to:
-: determine how many of these positions were admmrstratlvely established,

L proposed by Department of Finance: amendment letters, or added by the Legisla-.

. fure-Most'of the changes are in Health and Welfare agencres (+2 647) and Hrgherf ‘
: Educatron (+ 1,750) . S s

Employee Compenschon , : , -

The budget contains no funds specrﬁcally for employee compensatlon It does, .
however, leave $509 million available in the General Fund for unalloeated-cost-of-.
living adjustments, which may include salary increases: Each one percent: 1ncrease-:-f
“in employee compensatlon generates $34 mrlhon in costs.to the General Fund
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. : Teble a7
o . - : Trends in State Employees Growth
el . ' " © From.All.Fund Sources
(m personnel-years)
1973-74 to 1981-82

- Percent k

i R R Ul Employees Change
VOTBT4. i i viivimins it iibonins veerens 1929018 - Lo 24%
LG4TS ssonsgriision e : 203548 .55
1GT6-T6...coiiiiiveivnnie : : : 206,361 ot 1A
1976-T1 o : R 913,795 36
977-T8........ : , B 221,251 RTINS . I
1978-79. - . ’ 2085% .. . -1%
1979-80, oimminmnirs 220,163 1 008
198081 (estimated) . " . enie oneeie 226,473 e 29
1981-82 (proposed) : = : i 226,743 ‘ SN 5 I
Increase from 1973-74 to 1981—82 ‘ : ; +33 +338%5 : 175%

V.. MAJOR ISSUES FACING THE I.EGISI.ATURE

The budget leaves many issues ‘unsettled that will require leglslatlve actron in
1981. For example the Governor has established a $509 million allowance to fund "
cost-of- hvmg increases, but has left it up to the Legislature to allocate these funds
among various groups. Similarly, the Governor’s Budget discusses the prohferatlon
of tax exempt housing bonds, but proposes no remedy.

In the following sections, we discuss some of the major issues requlrmg legrsla-'
tive action during the. current session. ‘

A. Avoldlng a General Fund Deficit in 1981-82

Dunng each of the last three fiscal years, state expenditures- have exceeded
current revenues, and the differences were financed out of the $3.7 billion surplus
which accumulated:prior to the passage of Proposition 13. According to the Gover-

- nor’s Budget, the General Fund surplus will be virtually exhausted by June 30,

1981, ‘Also, the 1980-81 revenue base is almost $1.7 billion below the. level of »
expendstures during the current year, and this revenue gap will be carried over"
to- the budget year.. The pnmary budgetary problem facing the Legislature in;
1981-82 is to limit the growth in expenditures so as to eliminate this revenue 'gap, . -

The Governor proposes to drastically cut the growth in expenditures’ by (1) not - :

allowing full cost-of-living and other increases for state and local assistance’ pro-

- grams—many of which-are entitled to cost of living adjustments under current law,

(2) shifting $420 million in property taxes from cities, counties and special districts

to.schools thereby reducing the need for state aid, and (3) holdmg-the-lme on the :
growth in many other expenditure programs..

If the 1981-82 budget is enacted as proposed by the Governor, current revenues
would exceed expenditures by $250 million. This excess would be used to restore
the Reserve for Economic Uncertainties to its ‘originally contemplated level of $620
~ million: Under these conditions the General Fund would avoid a deficit at the énd

» - of the budget year, and would have avarlable an amount equal to: about 3 percent A

“of revenues.

‘B Cost-of-l.lvmg Adwsiments (COI.A's)

Statutor:y versus Discretionary COLA’s. Exrstrng law provrdes for automatic
cost-of-living ‘adjustments for about 20 different programs, most of them in the
~ health, education and welfare areas. These adjustments are generally referred to
, as statutory “COLA’s” In 1981—82 statutory COLA’s require mcreases rangmg
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from 3.9 percent (Medl-Cal drug ingredients) to 16.6 percent (Personal Property
Tax Relief). Those COLA’s with the largest costs are K-12 education (7.2 percent
and $506 ‘million), SSI/SSP (11:2 percent and $349 million) and AFDC (11.2 per-
cent and $153 million). If fully funded, these statutory COLA’s would have 2
General Fund' cost of $1.3.billion ‘iri 1981:82. -

These 20 programs, of course, are not the only ones subject to 1nﬂat10nary
pressures. Virtually all programs find that it costs more each year to provide a
constant level of services. Most of these other programs historically have received
cost-of-living adjustments on a discretionary basis, through the budget process.
The same is true for state employee salary increases. If these discretionary catego-
ries were provided increases comparable to those called for by existing law in.the
case of programs with statutory COLA’s, General Fund costs would increase by
an additional $0.7 billion in 1981-82.

We can find no analytical justification for providing some programs with statu-
tory protection from the efféects of inflation while many other similar programs do
not have this protection. For these reasons we have recommended that statutory
COLA’s be repealed and that inflation adjustments be provided to all programs
that warrant such adjustments through the budgetary process. These adjustments
should be based on (1) the best information available on the needs of each pro-
gram, and (2) the-availability of funds to finance such needs:

. Governor’s Budget Proposals, 'The Governor has sponsored the introduction of
AB 251 and SB 111 which would suspend the operation of the statutory COLA’s
durihg 1981-82. This would allow the state to reduce the cost-of-living adjustments
in the budget year. The budget provides increases of 4.75 percent for most statu-
tory programs. The three exceptions are: (1) for Medi-Cal hospital inpatient serv-
ices, which would receive a 15 percent increase as required by federal law, (2)
K-12 apportionments and the Master Plan for Special Education, which would
receive 5 percent increases and (3) Medi-Cal drug ingredients, which would
receive the 3.9 percent statutory increase. These in lieu increases would cost $742
million in 1981-82, or, about 56 percent: of the amount required by the statutory
COLA’s.

The budget does not contain any specific funding for ‘the other programs that
generally have recewed d1scret10nary COLA’s. Instead, it sets aside $509 million
in funds which it states are available to the Leglslature to fund discretionary
increases, employee salary increases, and additional increases for the programs

".with statutory COLA’s These funds, however have not been allocated to spemflc
programs!’

" The combmatlon of the in lieu ($742 mllhon) and unallocated ($509 mﬂllon)
funds totals $1. 2 bllhon which i is about 37 percent Jess than what would ordmanly
be provided.

" Possible Leg:s]atwe Guzde]mes for Apportioning These Funds We have iden-
tified three sets of considerations which the Legislatiuré may wish to use asa bas1s
for apportlonmg the unallocated funds ameng individual programs.

. First, what is the Leg;s]ature ’s goal in prowdmg cost-of- Iiving adjustments" N

Cha.nges in state employee salaries. prov1de a good example where alternative
goals are possible for .cost-of-living adjustments. For example, it has been the
traditional pohcy of the state to pay salaries to its employees which are comparable
to those paid in the private sector and by other governmerital agencies. Employee
groups have supported: this concept when: private sector salaries were increasing
in realterms (that is, adjusted for inflation) . However, when private sector salaries
have failed to keep up with the rate of inflation, (for example in 1980 when average
-wages increased by 9 percent while the California CPI increased by 15.7 percent)

“some employee groups have advocated that state salaries should-be increased by
the rate of inflation in order to maintain existing purchasing power. The cost
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implications-of choosing one rather than the other goal can be significant. Those
alternative goals also raise the policy question of Wwhether recipients of state funds
should be protected against inflation to a greater extent than are the taxpayers
who supply the funds to pay their salaries. This policy question has broad implica-
tionsnot only for state employees, but also-for local employees and other recipients
of state funds (e.g:; medical providers, those receiving welfare. grants; etc.).

Second, how can the LegzsIature best achieve its goa]s in pro Vldmg cost-of-. Ilwng
adjustments? . ,

- Page :A-31 of the Governor’s Budget shows the w1de variations-in the 'size of
statutory COLA’s called for by existing law. They range from a low:of 3.9 percent
to a high of 16.6 percent. We ﬁnd no analytlcal Justlficatlon for such a w1de

variation, . A
Table 48 ' :
Inflation Rates for leferent Measure of Inﬂatcon
- 1970 to 1980 L
Me.mura of Annual A V_eggg Inflation - Comparison of CNI
k GNP - and CPl Inflation -

GNP . Stateand Local . _(Dec. to Dec. bsis)
us: California amzmplzan Government .- . Californis
(/78 (478 Deflator Deflator R/ S/ §

1970, 59 51 46 80— o
L : A3 a7 43 69 = -
BT R _ _ 33 34 36 R e o
1973, e 62 58 57 69 8l 76
1974.. ' s 1101087100 98 93 2l
19%5....... i 29l g 1T 93 65 87
197%..... ~ . 58 63 51 B8 48 54
1977, i » 65 -1l 6066 T80 T3
1978, i AT 8l 69 58T . 15
L T— . 3 108 89 - 82 1O 157
1980.... ‘ 136 157 103 89 120 127

Last year, ‘the Legislature gave a great deal of attention to the various types of
indexés used for COLA purposes, and to the limitations of these indexés. Table 48
shows the inflation rates over the last decade, as measured by ‘five of the more
cominonly used indexes. The table shows that: «

o Inflation during 1980 as measured by the California CPI, was 15 7 percent

~which was 2.2 percentage points higher than the U.S. CPI This difference in
inflation rates was primarily due to the relatively more rapld increases in
shelter costs in California than in' the nation generally. However, many ex-
~ perts in and out of government have criticized use of the CPI to measure

. inflation for purposes of adjusting program/benéfit levels because of the man-

“ner in"which it measures a fixed market basket.of goods and services, and

especially for the way it treats homeownership costs. The published indexes
" do not present an accurate picture of the charnge in-actual homeownershlp
-costs for the vast majority of families, namely:those who have lived in their

- -homes for more than a year. This is because the . CPI reflécts changes in prices.
" and interest costs associated with home: purchasés—but only about 6 percent

=+ of the total number of homeowners buy a home in any particular year. During

periods of high inflation and high mortgage interest rates; recent home pur-

- chasers are not representative of homeowners generally. R
"o The GNP personal consumption deflator is another index used to measure

‘national ‘inflation. It measures-the change in prices for-actual purchases of
: goods and services rather than for a‘fixed market basket.’Also it is constructed

A1




-using the rental value of all types of homes; and not the prices and-interest
-“costs:of newly purchased homes. Ini these two respects; this index is preferable
“to- the CPI as an‘indicator of how:-inflation currently is affecting the vast

-.majority of families. In 1980, this index showed:an mﬂatlonary rate-of 10.3

percent, which was 31 percent:-lower than the increase in the U S CPI and.
52 percent loweér than the increase in thie California CPL.:. :

o The GNP State and: Local Government Deflator is another natlonal 1ndex‘
which measures the ‘change in prices paid by state and local governments.
(There is no separate index just for state governments.) In'1980; this index
indicated an inflationary rate of 8.9 percent; which was lower than the: GN P:
personal consumption deflator. -

+ The:California Necessities Index was specxally constructed last year to serve
‘as ‘a basis for i increasing SSI/SSP and AFDC welfare grants in California. It is
constructed using certain components of the California CPI index that corre-
spond generally to thé necessities of life—food; clothirig; shelter, transporta-
tion, and utilities. Its five spending categories, however, include many
subitems which are not typically related to the spendmg patterns of welfare
recipients, such as'the new car purchase element in the transportation-cate-
gory, and restaurant meals in the food category. The index could be improved

by redefining some of the spending subcategories. In 1980, this index showed *

an inflationary rate of 12 percent, which was only 0.7 percentage pomts lower
than the California CPI for the same time period.

Due to the measuring defects in the CPI, we recommend that the Leglslature
use the two GNP deflators as a basis for Judgmg how inflation is affecting private
citizens generally and state and local governments. If refinements can be made -

“in the CNI, this may prove tobea better measure of inflation’s effect on welfare :

.. recipients.

 Third, what WouId be the effects on reczpzents and programs of not provzdmg‘
full cost-of living adjustinents, and can these effects be measured? '

The effects of mﬂatlon on state and local progra.ms and activities will depend,
on two factors:’
- 1. How much control does the recipient have over the level of its expenditures.

-~ One group of recipients may be able to change the way it spends its money :
so as to maintain (or nearly maintain service levels) without a full cost-of-
living ad_]ustment It might do this by deferrmg cap1tal expenditures, sub-
stituting one_group of workers for another, or increasing productivity. An-~

. other group may not be able to make these adjustments For example, welfare’
“recipients may not be able to change supphers and cannot make a ﬁxed’
. amount of money “go further” by increasing product1v1ty ' ‘

2.. How unportant is state aid to the recipient? Those programs which tradition-

ally have received most of their funds from the state are most likely to have

. to cut back service levels if the state fails to provide a cost-of- -living adjust-

" ment. Other programs may be less vulnerable because they have access to
local or federal funds or can increase fees to generate additional revenue.

Unfortunately, it will be lmpos51ble for the. Legxslature to determine the pro-
grammatic effects of prov1d1ng less than a full cost-of-living adjustment to-a par-
ticular program, in many: cases. This is mostlikely where a program’s goals are
unclear; or-where there is not: adequate 1nf0rmat10n on program performance or
expendltures

Conclusion and Recommendatwn Clearl ly, there are not enouglz funds available
under existing.tax laws to-provide fiill cost-of-living adjustments for all programs
in 1981-82. Thus the Legislature will have to make a4 number of tough decisions in
8llocatmg the available: funds among the many claimants for those funds, In
makmg these deczs:ons, we recommend that:
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1.- The Legislature defer a final decision on cost-of-living adjustments until after
- the-Department of Finance has completed the May. Revision to the budget,
- when: better mformatlon on state expendltures and révenues will: be avall- -

2.~The Leglslature utlhze the GNP deﬂators as.sa measure of mﬂatlon for those ,

programs affecting citizens generally,. of state/local programs. = g
3;-The Legislature base state employee salary adjustments on pay levels for’

- .comparable occupational groups in non-state employment rather than on

- cost-of-living .considerations. -

4. The Legislature give its highest pnonty to those programs whrch can clearly
- demonstrate that a reduction in state funding will lead to a direct and propor-

. tionate reduction in essential service levels.- Conversely, the: Legislature.
should give its lowest priority to those programs which are unable to.demon-
strate that a reduction in funding will have a direct and proportlonate reduc- -
tion in essenhal service levels. , s

C 1978-79 Unsecured Property Tax Collechons

When Proposition 13 was adopted in 1978, it was not clear thch tax rates should :
be applied to the unsecured property on the 1978-79 tax roll: In an 'August 1980
decision, the California Supreme Court.ruled that the pre-Proposition 13 rates
should be applied to this. property. This will result in a one-time increase. in
property tax because after 1978-79 the post Proposition 13 tax rates applied..

The Governor’s Budget proposes that the -additional local: property tax.collec- .
tions attributable to the Supreme Court’s decision on the 1978-79 unsecured prop- ;.-
erty roll be; in effect, redirected to the state and used for specific, one-time,
expenditures. These revenues, estimated in the budget to. total $500 million state-
wide, would otherwise accrue to local governments and schools, once the. current
leglslatwely imposed freeze on their. collection and distribution expires on July-1, .
1981. It is important to, note, however, that: the school district portion of these.
revenues estimated at $265 mllhon would automaically accrue to the'state under
current law, because increases in local property tax revenues automancally offset-“ :
a correspondmg amount of school apportionments.

The budget proposes that the estimated $235 million whlch would otherw1se- :
accrue to cities, counties, and special districts be utilized instead for state purposes;’
This money would be redirected to the state by reducing | the amount of reimburse- :
ments paid by the state to local governments to compensate them for the property
tax revenue losses resulting from the homeowner’s and business mventory prop= .
erty tax exemptions. According to the’ companion bills to the’ budget (SB.111/AB".
251) , however, the amount of the reduction for each local agency will be computed
on the basis of the gross tax levels, rather than the amount actually collected and
distributed to that local agency. Thus, itis probab]e that more ‘will be taken away T
than is dzsmbuted to tbese agenczes “This'is ﬂlustrated in Table 49, - T ;

‘ Table 49 . : £ o

D|fference Between Amount of: Reductlons oposed an
: . /Amounts Estimated. in Governor 'S Budget A
(m m|II|ons) .

: ‘.B'a'f

B Based on L 'BudgetEsbh?alesf' e
o - , SB HI/AB 251 - .of Collections: ._,:‘@‘VDJ%rence.-* :
Schaol dxstncts s : . C-$265.1%- 89651 S
Cities.. e r it BT e 00 $77
Countiés ... : esertiesiastivesins b T MIRZT e B0 T T 03
Special districts....... s KRR 04T 350.‘ & LG ge
Total..... i 63RO A

® Not applicable to school districts. . .
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Another problem with the Governor’s proposal relates to-the state’s ability to
reduce the subventions for reimbursement of the homeowners’ property tax.ex-
emption. ‘Article XIII, Section 25, of ‘the state Constitution requires that these
reimbursements be paid in the same fiscal year as the revenue loss occurs, and
Section 24 refers to the subventions made under Section 25 This language appears
to preclude any reduction in these subventions. *

Thus, all‘of the required reductions may have to be taken from busmess inven-
tory exemption reimbursements under the language of the companion bills to the-
budget. This may cause additional problems, to the extent that an agency’s share
of the unsecured roll money. exceedsitsallocation of business inventory reimburse-
ments. This would occur in areas with large amounts of business equipment but
little inventory, and would mean that the agency ’s full share of the reduction could
not be achieved.:

D. Proposed Properiy Tax Shlft

The Governor’s Budget proposes to shift $420 million in property taxes from
cities, counties, and special districts to K-12 school districts and community col-
leges. This is to be effected by reducing the local agency share of the existing 1
percent tax levy, and increasing the K-12 school district and community college
district shares. In so doing, the amount of local property tax revenues available for
support of schools increases, and the state’s General Fund cost for school appor-
tionments-is reduced correspondingly. '

Our analysis of this proposal indicates that several potential problems have not
been addressed by either the Governor’s Budget or the companion bills to the
budget. First, the amount to be shifted will probably exceed the $420 million-
identified in the Governor’s Budget. This is because the implementing language
contained in the companion bills to the budget:does not take into consideration
the ‘growth in assessed values projected for the 1981-82 fiscal year. Property tax
allocations for any fiscal year are-based on each-agency’s allocation from the prior
year; plus a share of the growth in revenue generated by the growth in assessed
values. The Governor proposes to adjust each local agency’s share of the 1980-81
allocation, for purposes of computing the 1981-82 allocation, by its share of the $420-
million ‘to be: shifted. ‘However, an adjustment of $420 million to the 1980-81
allocations also affects the allocation of the reveniie produced by the growth in
assessed values for 1981-82. Based on the estimate of assessed value growth used -
in preparing the budget (13.2%), schools would 'stand to receive ‘an increase of
$475 million in 1981-82.: Other factors, drscussed ‘below, however would impinge
‘on this, )

Second, some county governmerits would be exernpt from the property tax s]:uft :
This is because the reduction in property tax allocations for each: type of local
agency (cities, counties, special districts) is to be divided among all agencies of that -
type on the basisof the “state assistance payments” received by each'agency under
the prov1s1ons of AB 8 (Chapter 282, Statutes of 1979). In essence, “state assistance .
payments” are equal to-the amount of property tax revenue transferred fo each
local agency from school districts as replacement for the block grant fiscal rehef
provided by SB 154 (Chapter 292, Statutes of 1979).

For counties, the calculation of “state assistance payments” involved _two- adjust'-
ments to the amount of their SB 154 block- grants. First, the block grant -was
increased to reflect the increased county responsibility for the costs of the AFDC
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program imposed by AB 8, and secondly, it was reduced to reflect the new'subven-
tion of funds for county health services provided by the state. In'the case of eight
countiés; the resultof the computation was a negative amount, indicating that they
should transfer some of their existing property tax revenues to schoolsin order to
compensate for the increase in direct state assistance. It is not clear that any.of the
eight counties actually did this. Taking the Governor’s proposal literally. would
- require that school districts in these counties transfer funds back fo the counties,
which is clearly not in line with its intent. This problem raises-a broader question,
however, which is: to what extent does “state assistance payments” for courities
constitute an appropriate means of allocating the $150 million reduction for coun-
ties? For example, Los Angeles County spends approximately 25 percent of the
amount spent by all 58 ¢ounties, yet under the Governor’s proposal it would have
to absorb 53 percent of the reduction in county property tax revenues. Meanwhile,
some counties would bear little or none of the reduction..

Third, because of the Governor’s proposal to offset the 1978-79 unsecured roll
collections by reducing homeowners and business inventory. subventions, ‘the
share of property taxes transferred to schools will be Jess than the amount intended -
for transfer. This is because these subventions are treated just like property tax
collections in" distributing the funds. Thus, the share of property tax transferred
also must be proportionately reduced for the reduction in subventions.

Fourth, in some counties the transfer of property tax revenues will exacerbate
existing problems with respect to the appropriations limits of certain school dis-
tricts. For example, some school districts are currently receiving levels of property
tax revenue which exceed their appropriations limits for purposes of Article - XIII
B of the state Constitution. Any additional property tax revenues they receive
must simply be rebated to local taxpayers thus reducmg the offset to state school
apportionment costs.”

Finally, the proposal requires that county audltors recompute local property tax
allocations, and Legislative Counsel has identified this as a mandated local pro-
gram. Although the companion bills to the budget contain language disclaiming
the state’s responsibility for reimbursing these costs, the state may nevertheless be
obligated to provide for reimbursement under Article XIII B; Section 6 of the state

_Constitution. These costs may be significant, if experience with AB 8 can be used
as a guide. .

E. Reductions in I.ocul Flscal Relief and Other I.ocul A|d

The Governor’s'Budget proposes:-that’a total of :$931 million in local aid be
eliminated in the 1981-82 fiséal year, relative to the amounts that would be pro-
vided 'under currént laws:. These reductions consist of: -

A $472 million reduction in  local fiscal relief. This amount consists of $420-

million resulting from the shift in property taxes to-schools, and-$52 million

- ‘resulting: from the proposed reductions in" cost-of- hvmg adjustments for

~"AFDC and-County Health Services.

-+ :Schools ' would experience a $165 millioni reductlon because the COLA would-

“be reduced from its statutory level of 7. 2 percent to the budgeted level of 5-

’ percent
-« Business inventory payments to local governments would be reduced by $59

" million because the COLA would be reduced from the 16.6 percent statutory. -

level identified in the Budget to the 4.75 percent level proposed in the budget
" our ‘analysis indicates that this reduction-would actually equal $42 mllhon, as
the budget overstates the actual statutory requirement of 13.1%.

« Homeowners-and business inventory exemption payments to cities, counties
and special districts would be reduced by $235 million to compensate for the
mcreased révenues these governments will receive from the unsecured prop-
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- -erty. taxes on the 1978-79 tax roli. (There will also be-a reduction of $265:"
~+'million in school apportionment costs, but this.will'occur under the operation: -
- of currentlawand therefore is not counted as part of the Covernor s proposedy .
reductions:) . : .
‘The- distribuition ‘of these: cuts in: ass1stance among the dlfferent types of local-’-,
, _]lll‘lSdlCthl‘lS 1s 1llustrated in Table 50 ‘ .

S Table 50
: Dlstrlbutlon of Cuts in Local Ald
Ain m|I||ons)

Local . - Other - - Unsecured

Fiscal - . Local - - Property Tax : o
G e G Relief = . - “Aid* . Offsets. - Total .
Cities i ERENRERRI | N $55 $303- :
Counties: -......: aieesien i 202 20 e 180 372
Special districts Ceevieeeniii .30 , -6 300 66
Schools........... v = 190 b 190
Totals : - $arec 3224 szss v $931 -

& Reflects reductlons in statutory cost-of- hvmg ad]ustments for school apportronments (3165 mxllxon) and
- Business Inventory Exemption Reimbursements ($59 million).
® A $265 million reduction in school apportionments occurs under operatlon of current law
© Differs from figure implied in Governor’s Budget (pageé A-19) of $572 million because the budget X
_-assumnes that $100 mrllron of the 3165 mnlhon COLA reduction in school apportlonments is allocated e
. to fiscal relief.: : kN i

; 1t should be noted thata portlon of the reduchon in aid to countles, $23 mllhon :
is accompanied by decreases in expendrture requn'ements and thus hasanet effect-
of .zero on.county budgets. = .-

The budget documents assert that these cuts for agenmes other than schools w1ll o
requiré only a3 percent. reduction in local government expenditures. Our analysis
indicates that these: cuts are more hkely to approximate 5 percent for cities and:
counties, and that the resources: remammg after the cuts are unplemented may -

. permlt only a 4 or 5 percent increase in expendrtures :

LR Conirollmg the Proliferation of Tax-Exempt Bonds

++ In our earlier dxscussron on state borrowing, we noted that the volume of tax-
~exempt bond sales has dramatically increased during recent years: The issuance
* of tax-exempt revenue bonds, especially housing bonds, account for much of the -
“growth. From 1977-78 to 1979—80 the annual sales of state and local housing bonds -
increased from $416 million to $2,240 million, or by 439 percent. In contrast non-
housing bond sales decreasedby 19 percent—-—from $2,163 million to $1,747 million:
' Local housmg .bond sales alone were up $1,075 million; or nearly 1,200 percent.
" The increase in tax-exempt housing bonds represents a response to the: ‘high -

interest rates.on conventional mortgage loans. The US.. Congress. recently ap- -~

‘ proved,leglslanon ‘which eliminates the: tax-exempt status of-selected housing
~bonds as of December 31, 1983. This will éventually slow down the program, but
the state needs to: provxde some control over the sales of these bonds in order to
r maintain va,functlo'nmg bond market that is essentral if pubhc works are to be

. 'ﬁnanced g :
" ‘We.also, beheve_ the growth in. state non-housmg revenue bonds is cause for
“concern, Seven of the: fourteen authorized programs have no statutory limitation

: . on the amount of debt that can be incurred. Most of the issuing agenc1es do not
: have to submit proposed sales to the Legislature for review.:

Gwen that these state and local bonds (1) decrease state tax reventes and (2)
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" tend to increase the interest rates for all public bo;'rowing, we recommend that
the Legislature reevaluate: existing tax-exempt bond programs to establish statu-
tory limitations on the amount of debt that can be incurred under each program

G Leglslchve Ovemght of Capital. Outluy Approprlchons .

The powers and duties of the State Public Works Board are. defined in Govern- ,
ment Code Section 15752 et. seq. The board consists of three voting members-the - .
‘Directors of Finance, Transportation and General Services: Six legislative mem-
bers act as advisors to the board but do not vote. The board’s duties include
determining if and when construction, lmprovements and: the purchase of equlp-
ment shall be undertaken..

‘The Legislative Analyst’s Office has tradltlonally setved as staff to the Ieglslatlve
_membe_rs of the board. In undertaking this responsibility; the Leglslatxve Analyst’s
staff reviews proposals on the ‘board’s agenida -and. participates in the monthly
meetings. During recent years; the Legislative Analyst’s staff workload related to
Public Works Board activities has increased significantly. This is because the De-
partment of Finance is not adequately performmg it’s role of reviewing the details
 of projects proceding to the board; This results in beard agendas which include
‘projects for which (1) cost estimates are inadequate, (2) estimated project costs
exceed the amount that the board can approve, (3) the scope differs from that
approved by the Legislature and/or (4) features are proposed that were specifi-
cally denied by the Legislature or which are contrary to legislative intent.

In many cases; the board will defer action on such projects, after these issues
have been ralsed On other occasions, however, the board has approved projects
.- which exhibit one or more of these problems. Projects with these problems should
not be placed before the board prior to appropriate review and approval by the

o Department of Finance: Consequently, the: process rieeds to be modified to assure

that the Department of Finance effectwely rev1ews projects prlor to mcludmg
them on the board’s: agenda ' :
“Inaneffort toimprove the Public Works Board process we believe the followmg
- changes should be made: g
~o:iAll administrative staff to the board should be located within the Department
‘of Finance.-
»:All-acquisition and deveélopment projects should be reviewed and approved
by the Department of Finance prior to being included on the board agenda.
"o The supplemental report of the annual Budget Act should mclude a descnp- s
- tion of the leglslatlvely-approved project scope. e
o Each:month, prior to the board meeting, the Department of Fmance should
submit a letter to the chairperson of each fiscal committee, the Chairperson
of the Joint Legislative Budget Committee and the legislative members of the
- board, indicating that the projects adhere to. legislatively-approved scope and
cost. If the Department of Finance approves changes, pursusdnt to'Section 8
- .of the Budget Act, the department should 1nd1cate the cha.nges and assocxated
: cost implications.. . . . ‘
Many of these changes can be made admmxstratlvely and/ or through budget .
language under Control Section 8: In our analysis of the control sections, we w1ll‘
- recommend specific budget language to implement these- changes e :
“A brief discussion of the suggested changes follows { o
.- Staff changes.. Currently; the secretary to the board is located in the Depart- .
“ment of General Services; Real Estate Services Division. The chairperson of the
board, however, is the Director of Finance. The staff to the board should be

L dn-ectly responsible to the chairperson—the Director of Finance. Moreover, the
.. -Department of Finance is the administration’s fiscal control agency, and the re-
e sponS1b111ty for the Pubhc Works Board agenda and cost-controls should rest entire-
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ly within the Department of Finance. : . :

- Site -acquisition. . Currently, property acqms1t10n prOJects are placed on the
board agenda by the Department of General Services, Real Estate Services Divi-
sion. These items are generally placed on. the board agenda without being re-
viewed or approved by the Department of Finance. The Department of General
Services, Real Estate Services Division,:is a service organization which provides
expertise in- the purchase/selling of real estate. However, the policy and cost
implications of proceding with an acquisition project should rest—as it does with
respect to other capital expend1tures—w1th the Department of Finance.

Supplemental report language. Except in the area of higher education, the -
Governor’s Budget no longer includes a description of ‘capital outlay projécts.
‘Moreover, many times during the course of legislative hearings; the Legislature
approves a project which differs from the one proposed by ‘the administration.
After a project is funded in the Budget Act, it must be reviewed by the State Public

‘Works Board before funds are released. Although there are legislative advisors on -
the board, the voting members of the board are part of the administration. Thus,
the board is an arm of the administration and is outside the legislative process.
Consequently, to assure that the board has.a ¢lear statement of legislative intent
available at the time it considers projects, the supplemental report to the Budget
Act should include a brief description:of the scope of each capital outlay prOJect
as approved by the Legislature.

Department of Finance certification of | pro_;ect scope.  Control Séction 8 of the
Budget Bill specifies that no changes shall be made in' an approved project unless
such changes are approved by the Department of Finance. We recommend that
in the future, prior to each board meeting, the Director of Finance submit a letter
to the chalrperson of the two fiscal committees, and the chairperson of the Joint
Legislative Budget Committee and the legislative members of the board, certify-

“ing that all projects.on the board agenda are within the scope and cost‘approved
by the Legislature. If any changes in the scope and cost are approved by the
‘Department of Finance, the monthly letter should so indicate. Under these cir-
cumstances, we would review on. behalf of the legislative members only those
projects for which the Department of Finance has indicated that changes have.
been made.

- In‘the past, we have recommended that Section 15770 of the Government Code
be amended to revise the composition of the State Public Works Board by remov-
ing the Director-of General Services and adding the Director -of Housing and
Community Development. We continue to recommend this change The Depart- -
ment of General Services, by way -of its “service agency” role to other state
agencies, participates in the development of a substantial number of projects that
the board must act on. Thus, many issues which arise at the board directly involve

. decisions:made by Department of General Services. This places the Director of
General Services in a position of constantly having to approve—or disapprove—
' proposals that are developed by the director’s staff and in many cases have already
been approved by the diréctor himself. This puts the director in a difficult position
by, in effect; giving him a direct stake in the outcome of the votes he must:make.

The Director of Housing and Community- Development would not be subject
to the same conflicting pressures. The director would have no direct stake in the

- ~outcome of the board’s action in a vast majority of cases. Furthermore, the direc-
tor’s.interest in the state’s acquisition and construction projects and their impact
on.community development would be an asset to the board. This change would
requlre specrﬁc leg131atron and could not be made through the Budget Act
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- H. Legislature’s Flexibility Restricted by Special Funds and Accounts: -
+Allocation of tidelands oil revenue; Chapter 899, Statutes of 1980, provided for
the redistribution of tidelands oil revenue that would have otherwise beén depos-
ited in the Capital Outlay Fund for Public Higher Education (COFPHE). In past
years; California received approximately $110 million in tidelands oil revenue. Of
this amount; abotit $70 million went itito the COFPHE. Current estimates, howev-
er, indicate that California will receive approximately $455 million and $534 mil-
lion in 198081 and 1981-82, respectively. Because of the anticipated increase in
revenues; the Legislature; under Chapter 899, redistributed the revenues in the
following priority sequence, after accounting for pnor expendlture authonzahons
0 $125 million—COFPHE. tr
.:¢'$200. million—State School Building Lease / Purchase Fund
. $120 million—Energy and Resources Fund. ' e
«» $35: million-—State Parks and Recreation 'F und i ’
o :$25 million-~Transportation Planmng and Development Fund

. Remammg balance—-Spemal ‘Account for .Capital Outlay

Leglslatzve optmns Iimited. Depos1t1ng the tldelands oil revenue into special
purpose funds tends'to limit the Legislature’s options in allocating state funds. The
Legislature can take action to transfer amounts between funds—as the Budget Bill
proposes under Sections 19.18 and 19.19—or into the General Fund. Such transfers,
however, are not easily accomplished, however, once specific projects are
proposed for funding from the special purpose fund. Thus, what the Legislature
might consider to be a lower priority proposal may be approved simply because
the proposal is funded from, say, the Energy and Resources Fund and did not have
to compete with other statewide needs. At the same time, a General Fund pro-

" gram deemed by the Legislature to have a high pnonty may go unfunded because

’ suffi01ent reveriue is not available:

" These special funds limit the Legislature’s optlons in estabhshmg pnormes for

expenditure of all state funds. To remedy this, the Legislature could:

o Insert a control section in the Budget Bill to transfer all tidelands oil revenue

“"to the General Fund, and thus conmder all needs on a priority basis from the
‘'same fund source. = -

o Enact legislation to modlfy the dlstrlbutlon of t1delands oil- Tevenue and in-
crease the Legislature’s flexibility to fund state priorities:

Specml accounts:and funds in the Resource Agency. Departments, boards and:
comrmssrons in the Resources Agency, and to a lesser degree those in other: agen-r‘f

cies, have been the recipients of substantial additional funding in recent years
through the creation of special accounts and special funds. Most of the money in
these accounts or funds is General Fund money or.is a diversion of money. that
would otherwise be deposited in the General Fund: Many of these accounts and
funds have been established for special purposes: The number of these accounts
and funds has proliferated to the point that they: greatly complicate the Governor’s
Budget and the Budget Bill: Some departments have had a doublmg or tripling
in the number of separate budget 1tem ‘on’ Wthh they depend in the last year ‘
“or. two e 3
These spemal accounts and funds sometlmes confuse the evaluatlon of programs
and cause the total available resources to be. misunderstood, For example, the
Department of Forestry has about $8 million for its traditional programs to admin::
ister the Forest Practice Act and to conduct other resource and management
programs on forest lands, Last year the department initiated a new forest improve-
ment program to finance the replanting of private timber lands. This was financed -
with approximately $7 million which was'derived from a diversion of state forest
- timbéer sales revenues from the General Fund to a new Forest Resourees Improve-
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ment Fund. For 1981—82 the. Governot’s Budget requests $4 million from the
Energy and Resources Fund to undertake a new program of controlled burning
on private lands. .

These three programs take on an appearance of separateness- because of the way
they have been established. They: ‘would be much easier to evaluate, to place in
a priority perspective and to manage if they were part of an integrated effort that
is financed. directly from the General Fund. In the present budget, program
review, evaluation. of accomphshments, determinations on the effective use of
funds and staff, and: simplified budgeting are all impeded by the unnecessary
complexity of this type of budgeting.

I. Controlling Toxic Subsicnces .

Last year the Governor’s Budget proposed a major increase. in state efforts to
control toxic and hazardous wastes in the environment. In the 1980 Budget Act,
the Legislature authorized approximately $5.4 million in additional state expendi-
tures and 126 new positions for toxic substances control.

This year the Governor’s Budget indicates that the administration is proposing -
an increase of $35,102,643, from all funds, and 91 new positions to expand state
" efforts dunng 1981-82. This amount, shown in Table 51, includes $30 million from

the General Fund to replace PCB-contalmng electncal transformers at state facili-
ties.. . .

' ‘Table 51 :
: Total Fundmg California’s Toxic Wastes Program
. 2 (in mllhons)
Actual Estimated iPr_opa.s\ed -
Sl T D e 97980 I980-81 198182
General Fund ... e e $14 $4.6 . $336

Special FURAS ..t v 23 39 71
Federal funds ........ i SR 24 30 Sy
Totals : i I, i $61 - $us $45.9

~ = Our tabulatlon of the increases in md1v1dual -items of the Budget Bill totals
$35,654,007, and 98 new positions. Table 52 identifies, by department, (1) new
positions and funding approved by the Legislature in the 1980 Budget Act, (2)
proposed new positions and funding requested in the 1981-82 Governor’s Budget,
~and (3). our recommendations on’the requested increase; as set forth in this
' Analysxs We discuss each of these recommendahons in deta1l in our ana.lysxs of the -
‘individual budget items. . :
As the table 1nd1cates, we are recommendmg approval of $1,749,597 and 42
posmons and a reduction’ of $2,484,627 and 32.5 positions. We have withheld
recornmendation on (1) the $30 million requested for removal of PCB-contalmng
electrical equipment from state facilities, and (2) $1,419,783 arid 23.5 positions
requested for increased momtonng and enforcement of water pollutants. In addi- -
tion, we are recommending in Item 338-001-001 that legislation be enacted repeal- .-
ing the statutory ban on, Solid Waste - Management Board part101pat10n in
hazardous -waste: management
‘Shortage of. Qualified Personnel. - People skllled in hlghly sophlstlcated toxics
“work: currently are in great: ‘demand- in private industry as well as in state and
federal service, Our review of the implementation of staff increases approved for
1980-81 indicates that some state: ‘departrients are having dlfﬁculty in recruiting
quahfled technical staff. For example, nine of the fifteen new technical positioris
authonzed for the AlI‘ Resources Board in 1980—81 ‘were vacant as of ]anuary 20,
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Table 52
Toxic Waste Programs
1980-81 and 1981-82

1950-81 : ‘ -
. Budget Act 1.981—82 .
~ : . T Authorization - Proposed Increases " Analyst's Prom
Item.  Agency SR S i Amount Staff Amount - - Staff Amount - Staff
065" Office of Appropriate Technology......... : ' ($242;725)~% . —~ - ($258,600)>® - = R
069. Office-of Emergency Services. . ; = — 40314 —_ LI Eat,
‘171 Office of State Fire Marshal ...... : » Lo 3173167 30 , 302872 . 30 , o
272 California Highway Patrol ' 294,123 - 90 - 158,403 40 158,403 40
340 Air:Resources-Board Livreasnion . . -892,851 +18.5 964,582 155 - Sy =
'394 Water Resources Control Board........semwd 986171 2.5 1419783 . W5 - Withhold
426 Department of Health Services : o ' ' ‘ , R L :
(1) Site Inspections, ; EER 816824 220 P— —_ L= e )
{2) Abandoned Site Search- Cemssiresnesiens » T 66L430° 230 1,115,019 330 . 506,352 Coo30
~ (3) Epidemiological Studies....... st : 449:164 90 - T8Il 10 : et
(4) ‘Hazardous Waste Recyclmg . e ; 242725 R — 497,185 40 T 454 306 “30 -
. (5) Facility Siting ... risnesisiestosssissanenss B S 43972 2.0 RN Ry
(6) Implement AB 2370 e - = ‘387,859 . =10 : 387,859 70
(Subtotals) .: - ! ‘_ fraeeiih (2 163 143) (540)-- - (2525376) - (47.0) (1,348,517) . - :(33.0)
Industrial Relahons - inenin : ; 7I6487 21190 U2LETT 50 . 242,677 550
Statewide—=Removal " of PCB-contaxmng eqmpment from . Lo e : : C R
state facilities.......... : R = L . 30,000,000 = Y Wzthhold _
© Total Increases .....: I e 45370001 . 1260 $35,654,007 980 $1 749,507 2.0
Base Budget ettt sttt 6,100,000 S 710,300,000 v
Program Totals ...t i i $11,470,091 $45,954,007

o Relmbursements from Department of Health Servnces
Y One-year fundmg and posnhons . .




1981. The Water Resources: Control Board was unable to hlre enough additional
staff to fill the 22.5 new positions authorized in 1980-81, so that existing staff have
had to be diverted from other activities to perform toxics work. It thus appears that
in some ‘areas, the real constraint on the state’s ability to expand these efforts is
a shortage of quahfied personnel rather than lack of funding. or posmons

J. The AB 8 Deflator

In 1978, following the passage of Proposition: 13 the Leglslature adopted-a
one-time package of fiscal relief to schools; cities, counties, and special districts. In
1979, local governments requested that the ﬁscal relief package be made a perma-
nent feature of the state’s program of assistance to local governments, so that they
would have abetter basis for fiscal planning.

In responding to this request, the Legislature recogmzed that, if local govern-
ments were guaranteed a certain level of funding, and state resources failed to
materialize at expected levels; then other state programs would have to bear the
brunt of the required- cutbacks, In order to provide for this contingency, the
Legislature added a provision to the permanent fiscal relief bill (AB 8, Chapter
282, Statutes of 1979) which would reduce state subventions to local governments

_ and schools if state General Fund revenues and the carryover’ surplus fell below
specified amounts. ,

Based on the Department of Finance’s most recent estimates of revenue and the
surplus it is a virtual certainty that the deflator mechanism will go into operation
in 1981-82 unless the Legislature acts to prevent it. As enacted, AB.8 contains a
provision that allows the Legislature to suspend operation of the deflator through -
passage of a concurrent resolution. Legislative-Counsel, however, has:issued an
opinion stating:that the:operation of law cannot be suspended by concurrent

. resolution, soit appears that urgency Iegzs]atmn is requlred to halt operatlon of the
deflator. :

We believe that the Leg151ature should act to repeal the deﬂator mechamsm for
several reasons. First, it'seems to‘us that the deflator mechanism restriéts, rather

-than enhances, the Leglslature s flexibility in responding to the problem of financ-
ing California government'in the coming year. Many options for addressing the
problem are available, and they: should all be considered on their merits. Second,
the reductions in local aid under: the deflator mechanism would be administrative-
ly difficult to accomphsh ‘but more importantly, these reductions would have
widely: varying ‘effects  on different local agencies. For example, many coun_ty ‘
governments would be exempt from the reduction, while others would experience
large-losses. We know of no-analytical basis for allocating the cuts in this fashion.
Third, the aggregate amount of the deflator reduction calculated for 1981-82 may
bear no relation to the financing problem: facing the state. Fourth, the deflator
would, in effect, balance the state budget totally at the expense of local ‘budgets.

- We do not believe that all state-operated programs necessanly have a hlgher

priority than local programs.
In summary, we believe that other more equltable and admlnlstratlvely 51mpler
options are-available for-dealing with the problem of financing California govern-

ments. Accordingly, we recommend that the AB 8 Deﬂator be repealed N

K.  Budget Proposcls Requmng |mplemenﬂng Leglsluhon

A significant portlon of the Governor’s Budget requires additional legislative
action before it can be implemented. The following' is .a summary of budget
‘proposals in this category. Collectively, these’ proposals involve in 198182 cost
increases to all budget funds of $205 million and cost savings of $1,291 million: Not
included in either of these totals is the $250 million proposed to be transferred
from the Reserve for Economic Uncertainties to the General Fund in 1980--81..
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Summary of Proposals in the Governor's Budget
Requiring Implementing Legislation

Program
Driver Training

Child Nutrition:’

Deferred Mainténance

Caréer Criminal Prosecution
Program (Office of Criminal
Justice Planning)

Indemnification of Private Citi-
zens _

(1) Payment of Victims’
Claims -~

(2) Local Assistance

(3)° Board of Control Services

Office for Citizens Initiative and
Voluntary Action
Office of Emergency Services

Judicial
Overall Budget' Plan

Overall Budget Plan

Reserve for Economic Uncer-
tainties

Financial Aid to Local Agencies
Fund and Litter Tax Fund

Proposal
Eliminate support for regular
driver training :
Elimiinate state subsidy for
non-needy meals
Increase state funding for de-
ferred maintenance on school
facilities
(a) Transfer cost of program
from the General Fund to In-
demnity Fund

(b) Extend program past sun-
set of 1/1/82. Proposal to reau-
thorize program at a greater
funding level

Fund all of these programs
from the Indemnity Fund and

" eliminate all General Fund

support

Extend office past 12/1/81
sunset.

Enhance earthquake pre-
paredness (legislation desira-
ble; possibly could be
implemented by executive
order)

Add 15 judges and 45 related
staff to the Courts of Appeal
Shift property taxes from cit-
ies, counties and special dis-
tricts to schools

Capture Local Unsecured
Property Tax Funds through
reduction of Homeowners,
Business, and Inventory and
School Apportionment pay-
ments }
Reduce 1980-81 appropriation
by $250 million

Treat the transfer of General
Fund monies to these accounts
as reductions in Bank and Cor-
poration Tax revenues rather
than as General Fund expend-
itures
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Fiscal Impact
Saves $18.9 million (General
Fund)
Saves $12.5 million (General
Fund)
Costs $142.2 million (General
Fund) :

(a) Incur half-year costs of
$1.7 million to Indemnity
Fund (July through Decem-
ber, 1981); Corresponding
General Fund savings

(b) Incur half-year costs of
$2.4 million to Indemnity
Fund (January through June
1982)

(a) Requires Indemnity Fund
to support an expenditure of
$11.9 million in budget year.
Estimated Indemnity Funds
available are approximately
$7.7 million. Net cost $4.2 mil-
lion. Corresponding General

Fund savings.
Costs $89,769 (General Fund)

Costs $4.6 million (General
Fund)

Costs $1.8 million (General
Fund)

Saves $420 million in school
apportionment costs; increases
costs for local mandate reim-
bursements (disclaimed)
Saves $500 million in 1981-82
expenditures

Increases General Fund re-

“serves by $250 million

None




Program

Development of Informanon

Technology
Departmeut ofjlusurance

Department of Consumer Affairs
Bureau of Automotive Repair

‘Health Set(nces .
Medi-Cal Beneficiary Cost-of-
Living Adjustment

Medi-Cal Rate Increases Pre-
paid Health Plan (PHP)

Medi-Cal Nursing Home and
Intermediate Care Facilities,
. rate increases :

Welfare Programs

" AFDC- Unemployed Parent .
ssussp .

Commumty Care Licensing

Department of Water Resources
Weather Modification

Watermaster Service -

- Proposal”
Estabhsh an Informatlon Tech

< Fiscal. Impact
Costs $5 million. (General

nology Revolving Fund for dis- Fund)

-tribution by the Department
of Finance
Increase program act1v1t1es :

Maintaini and expand activities

- Provide a 4.75 percent in-

crease rather than the 11.2
percent increase requu'ed by

: statute

No. funds-are budgeted in the
Medi-Cal item of the Budget
Bill even though stite law re-
quires rates based on actual
cost-adjusted for projected in-

flation. (The hospital inpatient

componement of PHP rates is
provided for in the budget.)

No funds are budgeted in the
Medi-Cal item of the Budget
Bill even though there is fed-
eral law and :a signed state
plan which- may mandate an:
increase for these providers

Provide a 4.75 percent cost-of-
living adjustment instead of
the 11:2 percent statutory
amount o

Lxmxt ehgxblhty

’ Ehmmate emergency loan

program - ,
Impose licensure fees except ;-
for fostér family homes and
small family res1dent1al famlx-
t1es S

Eliminate General Fund sup-
port, change to fee support
Charge funding from the ex-
isting equal sharing betweén
the General Fund and local
reimbursements to % General
Fund and % local reimburse-
ments. :
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Requires increase in $500 max-.
imum assessment paid by'in-
surance companies:

Automotive Repair Fund has -
projected June 30, 1982, deficit

- of $1.5 million; w111 reqmre fee:

increase.

If 4.75 percent can be given
savings will be:
$19.4 million General Fund
$10.1 million Federal Funds

--$29.5 million

_Conversely, if current law is

not changed, $19.4 million
General Fund must be added "

Assuming 12 percent projected

inflation, PHP rate increases ..
could cost $0.9 million -($0:5
million General Fund) :

Ifitis determmed nursmg
homes are mandatorily entl-~
tled to a rate-increase which is
based on changes in the CPI
(as it has been in the last two
rate increases), then an in-
crease of 12 percent would "
cost approximately $72 million .
($36.7 million General Fund)

Saves $296.4 mllhon (General
Fund) :

Saves $300 rmlhon (General
Fund) :
Saves $1.7 mllhon (General

“ Fund)

Saves $0.7- mllhon (General
Fund)

$64,500 General Fund reduc-
tion : )
$147,476 General Fund reduc-
tion




Rulsmg the Yield from Exlshng Revenue Sources

The primary focus in our analys1s is on the Governor’s proposed : pendmg plan
Our discussion of reveriues has been confined to ‘evaluating the ste;
Department of Finance’s revenue projections with its economic forecast, and
estimatirig how alternative economic assumptions could affect revenue collec-
tions. However, because state government’s overall fiscal health is determined by
both expenditure decisions and the revenue structure, each of these variables
_should be carefully examined, particularly during periods ‘of fiscal stringency.

" One revenue-related issue the Legislature may wish to-consider is whether the
current revenue structure itself—which is ot reviewed annually as are expendi-
tures—is consistent with legislative intent and priorities. The key elements of this

" revenue structure include the tax rafes, and the definition of the tax bases (includ-

- ing various exemptions) to which these rates are applied. We believe that there

are two specific aspects of the tax structure whlch are particularly in need of
review. They are:
'« The adjustment of certain tax rates-to account for mﬂabon and
« The effectiveness and efficiency of various tax exemptions, credzts, and other
“tax expendrtures in achlevmg leglslatlve objectives.

1. Adiusimeni of Tax Rates for Inflation

Most state revenues are raised by applying fixed tax rates to various dollar tax

bases. This means that when inflation occurs, state revenue collections automati-
cally rise in direct proportion to the rise of these tax bases, thereby protecting the
general purchasing power of the state’s income. Examples of such taxes include
the state sales and ‘use tax (which -is set at 4.75 percent of taxable sales), the
corporation tax- (which is set at 9.6 percent of taxable corporate profits), the
personal income tax (whose marginal rates range from 1 percent to 11 percent of
taxable personal income), and the msurance ‘tax (whxch is set at 2. 35 percent of
taxable insurance prémiums),.
_~ There are some revenue sources, however, Wthh cannot keep pace elther with
general inflation or.inflation in the spec1ﬁc programs which they support. This
océurs because ‘the tax-base in these cases’is measured not in dollar terms, but
rather in physical units. Three common examples are:

‘s The cigarette tax-(which is levied on a cents-per-pack basis),

‘e The alcoholic beverage taxes (which are levied on a cents-per- -gallon basis),
and
- ¢ The motor Velzrc]e fue] taxes (whnch are also lewed on a cents-per-gallon
- basis).-

" The only way that dollar revenues from these types of taxes can automatically

 riseis when the physwal volumes of the taxed items increase. It is only coincidental

/if such revenue increases are enough to maintain the contribution to the state’s

".purchasing power which these taxes were initially intended to make: Sometimes
the physical volume of these taxed items actually declines, even though the dollar
amounts spent on them rises. This has been trué of gasoline sales during the past
several years, because percentage declines in gallons consumed have been more
than offset by percentage increases in prices per gallon Thus, while sales tax
revenues from gasoline have risen, fuel tax revenues have fallen.




There are two ways in which revenues from these taxes can. be insulated, in
whole or in part, from the distorting effects of inflation:-

o First, the method of raising revenues from items like mgarettes alcoholic
beverages, and fuel taxes could be changed from taxing physical quantities to
taxing dollar amounts sold. This would make these taxes similar.to the current
sales and use tax.

o Second, physical volume could continue to be taxed but the tax rates could
be adjusted for inflation in either the prices of the taxed items, the general
costs of operating state government, or the costs of operatmg spemﬁc pro-
. grams.

Revenue Potential. There have been no changes in the tax rates for cigarettes
and alcoholic beverages over the past 10 years. If, however, these tax rates had
been adjusted for the full amount of inflation which has occurred in the prices of
these items during this period:

. CJgatette tax revenues would be $192 million higher in 1980—81 reflecting a

rise in the cigarette tax rate from 10 cents per pack to 16.8 cents per pack, and

o Alcoholic beverage taxes would be $118 million higher, reflecting tax rate
increases of $1.68 per gallon (from $2.00 to $3.68) for distilled spirits, 3 cents
per gallon (from 4 cents to 7 cents) for beer, and up to 10 cents per gallon for
certain types of wines.

Alternatively, if these tax rates had been adjusted for 1ncreased genera] govern-
ment costs over the past 10 years—about 110 percent as measured by the GNP
deflator for state and local government purchases of goods and: services—these
revenues would be $317 million higher in the case of the cigarette tax, and $160
million higher in the case of alcoholic beverages. These estimates assume that the
consumption of cigarettes and alcoholic beverages would be relatively insensitive
to the higher tax rates.

In the case of the gasoline excise tax, however—which also was not increased
during the past decade—estimating the revenue potential of a higher tax rate is
more difficult. This because higher gasoline prices would certainly occur. if taxes
were significantly raised, and there is evidence that gasoline demand issomewhat
sensitive to higher gasoline prices. For example, gasoline prices have risen by
about 285 percent since 1970-71, so-a gasoline excise tax rate fully indexed to
gasoline costs would have risen from the current 7 cents per gallon to 27 cents per
gallon, an increase of 20 cents. If the quantity of gasoline sold in 1980-81 were
unchanged, this tax increase would raise an additional $2.1 billion in 1980-81. The
increase would be less—$825 million—if the tax rate was indexed to inflation in
general government costs, which would have raised the tax rate to about 15 cents
per gallon in 1980-81. In either case, however, there is little question that con-
sumption would have experienced at least some decline, so that the revenue gain
would be less than these amounts. It is also not clear that excise tax increases of
" these magnitudes would even be desirable. This is because the excise tax is intend-
ed partly to support highway constructlon activities, which have been declining
in recent years.

Thus, the choice of which 1 measure of inflation is best to use in adjusting tax rates
depends upon the specific purpose of each tax. Regardless of which inflation index
is used, however, adjusting these tax rates for inflation would significantly increase
revenues from certain existing revenue sources which are currently insensitive to
inflation. For instance, each 1 cent tax rate increase could raise up to $28 million
in cigarette tax revenues, $570,000 for distilled spirits, $6 million for beer, and a
maximum of $105 million for gasoline. Many other states have recently made such
changes. For example:
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o Over the past four years alone; 20 states increased their fuel taxes on gasoline,
and as of October 1980 only three states had a rate lower than California’s. The
national average rate has now risen to 9 cents per gallon (compared to Califor-
nia’s 7.cents per gallon).

« Thirty-seven states have increased their cigarette tax over the past decade,
and the average tax nationally is now about 13 cents per pack (compared to
California’s 10 cents per pack).

o Nineteen states have increased their tax on distilled spirits since 1970-71,
which now averages $2.71 per gallon nationally (compared to California’s
$2.00 per gallon).

2. Tax Exemptions, Tax Credits and Other “Tax Expenditures”

The Governor’s Budget estimates that in 1981-82, the state will forego $7.9
billion in tax revenues because of various “tax expenditures.” This term—tax
expenditures—refers to various tax exclusions, preferential tax rates, exemptions,
credits and deferrals, which reduce the amount of revenues collected from the
basic tax structure. Unlike normal budgeted expenditures, these tax expenditures
are not generally reviewed on an annual basis.

The Legislature may wish to examine some of these tax expenditures in order
to determine if they are consistent with current legislative intent and priorities,
as well as whether their track-record in meeting the Legislature’s objectives merits
continuing them. Many of the current tax expenditures enjoy widespread support
and have fairly clear purposes, such as the personal income tax deduction for
mortgage interest paid on principal residences, and.: the sales tax exemption for
food. This is not the case for many other tax expenditures.

A review of the objectives and effectiveness of tax expenditures is particularly
desirable at this time. This is because funds “spent” through tax expenditures may
be used more effectively in other ways. In some cases, for instance, a tax expendi-
ture may largely be subsidizing individuals or firms for some action which they
would have undertaken anyway. In other cases, tax expenditures may be achieving

“an objective but are too costly relative to either the benefits they produce, or
alternative ways of achieving the same objectives.

Examples of tax expenditures which the Legislature might wish to review for

- continuation or modification include, among others:
« Sales'tax exemptions for: :
—candy ($55 million)
—master tapes ($2 million)
—newspapers and periodicals ($31 million)
—prescription medicines (up to $75 million)
~-leases of motion pictures ($25 million)
—vending machines {$16 million)
« Personal income tax deductions for:
—meals furnished by employers ($12 million)
—mortgage interest on a second home
o Broad-based personal and business tax expenditures on energy-related items
($70 million)
« Motor vehicle fuel tax exemption for aircraft ($45 million)
« Preferential tax rates and breakage treatment in the horse racing industry ($5
million).
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