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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 LegisJative Budget Committee 
State Capitol, Sacramento . 

Gentlemen: 

In accordance with the provisions of Government Code, Sections9140-9143,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, 
~~.~ . . 

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

"It shall be the duty of the committee to ascertain facts and make 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 government, and securing greater efficiency and 
economy." . 

lam grateful to the staff of the Department of Finance and to the other agencies 
. of state government for their generous assistance in furnishing information neces
sary for this report. 

iii 

Respectfully submitted, 

WILLIAM G. HAMM 
Legislative Analyst 
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BUDGET OVERVIEW 
I. INTRODUCTION 

Our Analysis 
This Analysis repo~ts the results of our det.l!iled exirinination of each item iIi the 

Budget Bill,., It also contains our recommendations on the budget, as well as recom
mendations for new legislation and for legislative guidance t() the departments and 
agencies in state government., .. 

Based on our analysis we have recommen~ed many reductions. that appear to 
be warranted and can appropriately be made because: 

• A program;s objectives can be achieved at a lower cost to the state. 
• Amounts requested have not been justified. 
• A program or activity is not effective in achieving the purpose for which itwas 

created. .. 
• A program proposed for funding has not been authorized by the Legislature. 
In addition, we. have recommended augmentations to the proposed budget 

where factors of legislative intent have not been sufficiently recogriized. No at
tempt, however, has been made to tailor these recommendations to achieve any 
specific overall spending level. 

Organization. of the Analysis 
This Analysis is divided into two major components: 
1. The A-pages present overall expenditure, 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 
Generai 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
rients 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 ~onsecuti"e item-by-item analysis of the 
specific budget issues. Recommendations for legislative action are made rela
tive to our findings on each budget issue. 

Expenditures 
The. 1981~2 budget proposed by the Governor provides for expenditures of 

$24.7 billion. This amount includes: 
.$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 specific 
budget items. 

• $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 goverrtmental 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. 

A-I 



Revenues 
The budget is supported from a variety of different sources including tax fees, 

bond proceeds, service charges and intergovernmental transfers. In 1981-82, the 
most important sources will provide: 

• $21,020 million to the General Fund. 
• $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 special funds-is estimated to be 

$24,360 million in the budget year. This is an inj:!rease 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 revemles-$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. 

II. REVENUES, EXPENDITURES, AND THE SURPLUS 

A. CONDITION OF THE GENERAL FUND"""""THE SURPLUS 

Overview 
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 billions) 

Dollars 

$24 

22 

20 

18 

16 

14 

12 

23.6 a 

Current Expenditures 20.7 

18.8 '\ ........ 
_---.-'II 

163 /..-- \ 19.0 
. """" 18.0 
~"" Revenue 

20.8 

10 11.7 

77- 78 78- 79 79- 80 80- 81 81- 82 82..! 83 

a Department of Finance projection. 
(estimated) (proposed) (proiected) 
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Prior year resources .................................. 
Adjustments to prior-year resources .... 

Prior year resources, adjusted ............ 
Revenues and transfers ............................ 
Expenditures (-) .................................... 

(Expenditures from reserves) ............ 
(Current Expenditures) ...................... 
(Annual surplus or deficit) ................ 

Carry-over reserves (-) ........................ 
Reserve for Economic Uncertainties .... 
, Year-End Surplus .................................. 
Plus Federal Revenue Sharing Plan .... 

Total Uncommitted Resources Avail
able, including reserve for econom-

1973-74 
$683.9 

+4.6 
$688.5 
6,965.5 
7,295.7 

(+113.3) 
($7,409.0) 
(-443.5) 

178.2 

$180.1 

Table 1 
Trend in General Fund Unrestricted Surplus 

1973-74 to 1981-82 
(in millions) 

1974-75 1975-76 1976-77 1977-78 1978-79 
$358.3 $660.1 $808.8 $1,818.2 $3,886.9 
+24.7 +36.0 +95.8 +59.3 +50.9 

$383.0 $696.1 $904.6 $1,877.5 $3,937.8 
8,617.3 9,612.8 11,380.6 13,695.0 15,218.5 
8,340.2 9,500.1 10,467.1 11,685.6 16,250.8 
(-72.8) (-28.4) (+28.0) (+95.8) (+24.6) 

($8,267.4) ($9,471.7) ($10,495.1) ($11,781.4) ($16,275.4) 
(+349.9) (+141.1) (+885.5) (+1,913.6) (-1,056.9) 

105.4 77.0 105.0 200.8 225.3 

$554.7 $731.8 $1,713.1 $3,686.1 $2,680.2 

1979-80 1!J80...81 1981-112 
$2,905.5 $2,540.7" $399.1 
+184.7 (47.6)" 

$3,090.2 $2,540.7 $399.1 
17,984;6 19,055.4 21,019.7 
18,534.1 21,197.0b 2O,798.7b 

(+317.5) (-466.4) (-28.6) 

($18,851.6) ($20,730.6) ($20,770.1) 
(-867.0) (-1,675.2) (+249.6) 

542.8" 28.0 0.1 
370.0 620.0 

$1,997.9 $0.3 ..(). 

302.9 179.0 

ic uncertainties .................................. $2,300.8 $549.3 $620 
• Includes (1) $38.5 million in General Fund capital outlay reappropriations 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 1980-81 and $200 million in 1981-82 for Estimated Unidentifiable Savings (as shown in the 1981-82 Governor's Blldget). 

~.~'-----------~-----



Chart 2 

General Fund Unrestricted Surplus 
1973-74 to 1981-82 

Dollars (Excluding Federal Revenue Sharing Fund) 
$5,00UT __ (=-in_m_il_Ii_O_n---'S)'-----________________ --, 

Annual Surplus 

~ Annual Deficit 
4,000 

-2,000 

-3,000 

$3,686.1 

73- 74 74- 75 75- 76 76- 77 77- 78 78- 79 79- 80 

Fiscal Y8ar 

A-4 

$-1.675.2 

80- 81 81- 82 
(851.) (prop.) 



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 hlldget year on July 
1,1981, with a surplus of less than $300 thousand, and will end the year, June 30, 
1982, with a zero balance. The reserve for economic uncertainties will have a 
balance of $620 million on June 30, 1982. 

Tre~ds in the Surplus, 197~74 through 1977-78 
From 1973-74 to 1977-78, current revenues grew 97 percent as compared to an 

increase of 60 percent in expenditures. As shown in Table 1 and Chart 1, this more 
rapid growth in revenues caused year-end surpluses to accumulate rapidly, 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 anyone 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 197~75; and reached $1,914 million in 1977-78. 
This was the largest annual surplus in the state's history, as illustrated in Chart 2. 

What Happened to the Surplus? 
In the three years subsequent to 1977-78, state expenditures exceeded revenues 

by a cumulative total of $3.6 billion. These spending 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 Economic 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:..a2 

(in millions) 

Prior-Year Funds Available 
Reserve for economic uncertainties, start of year ............................... . 
Uncommitted General FUnd surplus, start of year ............................ .. 

Revenues and trahsfers .................................................................................. .. 
Expenditures .................................................................................................... .. 

Differimce .................................................................................... , ................. .. 

Total--:To Replenish reserve for economic uncertainties ............ .. 
Total reserve for economic uncertainties, end of year .......................... .. 
Uncommitted General Fund Surplus, end of year ................................. . 

$21,019.7 
20,770.0 

$370.0 
$0.3 

$249.7 

$250.0 
620.0 

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. 
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• ,Replacing $42Q'million in state educational aid with a like amount of property , 
tax revenue from cities, counties, and special districts' which would be redi
rected to local schooLdistricts. 

• ReduciIlg the costs of existing state programs by over $100 million. , 
• Replacing state funds with federal dollars to finance cost-of"livingincreases 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 be no 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 Budget that Stringent? 
The budget indicates that expenditures will only, grow by $40 million (or 0.2 

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 revenues. 
Therefore, it could be said that the total growth instate 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 quite as stringent as it appears. 

Underlying Assumptions . 
The condition ofthe General Fund on June 30, 1982, as shown in the budget, 

depends on li nuniber of critical assumptions involving: 
• The 'performance of the California economy. 
• Whether the uUidentified saving~18Omillion in 1980-81 and $200 inillion 

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 needed in 
order to realize the savirigs reflected in the budget. 

• Whether new fiscal legislation is passed increasing expenditures beyond the 
level proposed in the budget. 

Outlook for the Generol Fund Beyond 1981~ 
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 collected 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 revenues 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 covet the growth iti 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: 
• The state must align annual expenditures with annual revenues in 1981-82, so 

that new spending in the budget year will not exceed current inc()me, and 
• After 1981-:82, we have estimated that General Fund revenues under current 

law will probably grow approximately in line with California personal income 
growth. This income growth averaged about 12.4percent per year from 1974 
through 1980. 
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• Therefore, given the realignment of annual expenditures and revenues in the 
budget year, annual expenditures afterJ981-82 should be. able to rise at a 
relatively good pace, in line with personal mcome growth: 

The fiscal outlook for the state-where the near-term need for significant 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
ticipiltedamounts 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 accomplished
as the state must do in 1981-82-spending can be increased as income rises in 
future years. ' 

B.EXPENDITURES 

Total State Spending Plan 
Table 3 and Chart 3 present the principal categories oBhe state spending 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 $24~653million in 1981-82. 
When added to expenditures of $10;586 million from federal funds and $6,784 
million from nongovernmental cost funds, the' total as proposed by the Governor 
amounts to $42,024 million. 

Table 3 
Total State Spending Plan· 

(in millions) 

Estimated 1980-81 Prooosed 1981~ 
Actual Percent Percent 
1979-80 Amount Change Amount Change 

General Fund ." ... "" .. "." .. " ..... " $18,534.1 $21,197.0 b . 14.4% $20,798.7 b -1.9% 
Special funds ."."""""" .. "".,,",,. 2,760.4 3,479.8 0 , 26.1 3,693.7 0 6.1 

Budget· Totals .. "" .. "" .. """" .. " $21,294.5 $24,676.8 15.9% $24;492.4 -0.7% 
Selected bond funds""""""""" 193.0 272.6 41.2 160.6 -41.1 

State Expenditures " .. """""" $21,487.5 $24,949.4 16.1% $24,653.0 -1.2% 
Nongovernmental cost funds" 5,658.0' 6,544.4 15.7 6,784.4 3.7 
Federal funds"""""""" ..... ,,"",,. 8,160.2 10,445.2 28.0 10,586.3 1.4 

Total State Spending """""" $35,305.7 $41,939.0 18.8% *42,023.7 0.2% 

• Based on amounts shown in the Governor's. Budget.' 
b hicludes expenditures from reserves of $466.4 million in 1980-81 and $28.5 million in 1981-82. 
o Includes expenditures from reserves of $261.6 million in 19ao:,gl and $107.5 million. in 1981-82. 

State Budget Expenditures 
That portion of the state spending plan financed by state revenues deposited in 

the General Fund or special funds is usually referred to as budget expenditures. 
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 
ofthe $42 billion state spending plan in 1981-82. General Fund expenditures alone 
are nearly one-half of the total. 
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Growth in General Fund Expenditures 
Historicalp~rspective is ausefultoolin analyzingn:endsin.General Fund spen& 

ing. Table 4 presents the amount and rate of increase in eXpenditures. since 197~ 
74. The proposed 1981.:..g2 General Fund budget is nearly three times whatit Was 
in 197~74; During the last eight years, the average annual rate of increase. was 
nearly $1.7 billion, or 18 percent. Thus, it is evidE;lnt that the proposed increase 
between the current and budget·years-O.2 percent-represents an abrupt halt to 
the expenditure trends of the past. 

Table 4 
Annual Growth in General Fund Expenditures 

(in miliioos) 

1973-74 ................................................................ ; ............................................................. .. 
1974-75 ..... ; ......... ; ........................................... ; ................................................................... . 
197&-76 ............. ; ................................................................................................................ .. 
1976-77 .............................................................................................................................. .. 
1977-78 ..... ; ................................... , ..................................................................................... .. 
1978-79· ............................................................................................................................... . 
1979-80 ......... , ........ , .............. ; ............................................................................................. . 
1980-81 (estimated) ........... ~ ............................ ; ........ : ...................................... : ............. .. 
1981-82 (proposed) ...... ; .................................................................................................. . 

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

Budgeted Versus Actual Expenditures 

Amount 
fl;lIJ5.7 
8,340.2 
9,500.1 

lO,467.1 
11,685.6 
16,250.8 
18,534.1 
20,730.6 0

. 

20,770.1 b 

Percent 
Increll$e 

29.9% 
14.3. 
13.3 
lO.2· 
11.6 
39.1 
14.1 
11.8 
0.2 

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 
Comparison of Budgeted and Actual General Fund Expenditures • 

(in millions) 

Budget As 
Submitted 

1973-74 ...................................................... fl,151.1 
1974-75 ..................... ; ............................ ,;.. 7,81t9 
197&-76 ................................... , .•. ;.............. 9;169.5 
1976-77 ...................................................... . 10;319.7 
1977-78 ...................................................... 11,822:3 
1978-79 ............................................ ;......... 13.482.5 
1979-80 .................................................. ;... 17,088.1 
1980-81 ...................................... ;.;............. 20,748.4 

Actual 
Expenditures 

fl;lIJ5.7 
8,340.2 
9,500.1 

10,457.1 . 
11,685.6 

. 16,250,8 
18,534.1 
20,730.6 00 

a Source: 1973-14 to 1981-82 Governor's Budget, SchedUle 1. 
b Midyear estimate. 
cExcludes $466 million in expenditures from reserves. 

Change 
Amount Percent 

$144.6 2.0% 
528.3 6.8 
330.6 3.6 
147.4 1.4 

-136.7 -1.2 
2,768.3 20.5 
1,446.0 8.5 
-17.8 -0.1 

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 Proposition 13. This local fiscal relief added 
$4A billion to that budget, but reductions in other state programs held the net 
increase to $2,768 million. 
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Predidion or Plan? 
It should be noted that the budget estimates are not predictions 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'sfiscalpJ~thatis, what he 
thinks expenditures 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 contained in the Governor's Budget. 

Where Does the Money Go? 
Tab.le 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 Generru 
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 triple that level 
in 1981-82-$17.2 billion. 

Chart 4 

General Fund Expenditures-Major Components 
1981-82 
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Table 6 
E~penditures for Health, Welfare, and Education 
As a Percent of Total Gen.eral Fund Expenditures 

1981-82 
. (in millions, 

Health and Welfare ............ ; ...................................................................................... . 
Education: 

K-12 ..................... ; .................. : ........................................................................ : .......... . 
Higher education ................................................................................................. ; .. .. 

Total, Education ..................................................... : ......................................... , .. 
Total, Health, Welfare, and Education ........................................................ .. 

Other Program Areas ............. ; ....... ; .................................. ; ........... , ... , ........................ . 
Total General. Fund Budget ............................................................................ .. 

Less expenditures from reserves ............ , .......................... , ......................... . 
Total, Current General Fund Expenditures ................................................. . 

Chart 5 

Amount 
$7,022.3 

7,1071 
3,076.8 

$10,183.9 
$17,206.2 

3,592.5 

$20,798.7 
-28.5 

$20,770.2 

General Fund Expenditures By Major 
Program Categories 1973-74 to 1981-82 
(in billions) 
Dollars 

$8 

7 

6 

. Percentof 
General Fund 

Budget 
33.7% 

34.2 
14.8 
49.0% 
82.7% 
17.3 
100% 

-104 
98.6% 

5 Health and Welfare 

4 

Higher Education 
3 .......... _----.. .... 

;z::~.... . . ~~-~~~~ .......... 2 

::::::::::::::-::=~ . ------_._.,.---... 
. " . All Other a 

. . 

73-74 74-75 75-76 76-77 77-78 78-79 79-80 80-81 81-82 
(est.) (prop.) 

a includes $509 milfion in 1981-82 for unallocated cost-oHiving increases. 

Summary of Major Program Changes 
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. SoIIieof these major changes are: 

1. SS/ISSP grants will be reduced by $201 million, despite 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 

A-U 



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. 

2. Special Social Service programs appear to decline $37.2 million. The actual 
amount available for these programs, however, will actually increase 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 funding increase of $14.8 million, rather than the reduc
tion indicated in the budget. 

Table 7 
Estimated General Fund Program Changes 

198O-a1 to 1981-412 
(in millions) 

Governor's Budget Change 
1980-81 1981-82 Amount Percent 

Health and Welfare: 
Medi-Cal ....................................................... ; ....... . 
SSI/SSP grants ................................................... . 
AFDC grants ....................................................... .. 
Mental health ..................................................... . 
Developmental services .................................. .. 
Special social service programs .................... .. 

Including federal buyout of General Fund 
program ......... , ........................................... ; ...... . 

Other, health and welfare .............................. .. 
. Subtotals, Health and Welfare .................. .. 
Adjusted, Health and Welfare ................... . 

Education: . 
K.:..12 ...................................................................... .. 

Property tax shift ........................................... . 
Unsecured roll ............................................... . 

Adjusted K-12 Budget ... ; ......................... . 
University of California .................................. .. 
California State University and Colleges ..... . 
California Community Colleges ..................... . 

Property tax shift ........................................... . 
.Unsecured roll ............................................... . 

Adjusted CCC Budget ............................. . 
Other,. higher education· ................................. . 

Subtotals, Education ..................................... . 
Adjusted Education Budget ...................... .. 

Property ·tax relief ................................................. . 
Unsecured· roll ...... ;; ........................................... . 

Adjusted property tax relief ....................... . 
Employee compensation ............. ; ....................... . 
Unallocated cost-of-living adjustments ............ .. 
Capital outlay ......................................................... . 
Debt service ........................................................... . 
All other .................................................................... . 

Totals ................................................................ .. 
Less expenditures from reserves ........... ; .. .. 
Current Expenditures .................................. .. 

$2,493.0 
1,252.0 
1,195.9 

568.6 
521.1 
187.9 

801.5 
$7,020.0 

$7,656.3 

1,041.0 
932.6 

1,088.8 

93.7 

$10,812.4 

1,327.2 

139.2 

58:5 
212.0 

1,627.7 

$21,197.0 
-466.4 

$20,730.6 
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$2,676.9 
1,051.0 
1,215.0 

577.5 
525.6 
150.7 

(202.7) 
825.6 

$7,022.3 
(7,074.3) 

$7,I07.l 
(361.2) 
(228.0) 

($7,696.3) 
1,081.2 

928.7 
969.0 
(58.8) 
~) 
($1,064.8) 

97.9 
. $10,183.9 
(10,868.9) 

1,144.2 
(235.0) 

($1,379.2) 

509.l 
27.7 

231.3 
1,680.2 

$20,798.7 
-28.5 

$20,770.2 

$183.9 7.4% 
-201.0 -16.l 

19.1 1.6 
8.9 1.6 
4.5 0.9 

-37.2 -19.8 

(14.8) (7.9) 
23.l 3.0 

$2.3 0.03% 
(54.3) (0.7) 

-$549.2 -7.2% 

($40.0) (0.5%) 
40.2 3.9 

-3.9 -0.4 
-119.8 -11.0 

(-$24.0) (-2.2%) 
4.2 4.5 

$628.5 -5.8% 
(56.5) (0.5) 

-183.0 -13.8 

($52.0) (3.9%) 
-139.2 N/A 

509.l N/A 
-30.8 -52.6 

19.8 9.l 
52.5 3.2 

-$398.3 -1.9% 
437.9 N/A 
$39.6 0.2% 



3. K-12 education appears to decline by $549 million. This figure,· however; 
makes no allowance for the $589 millibnin 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 niillion. 

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

5. Property Tax Reliefappears to decline by $183 million. However, this 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 reductions 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-oE-living adjustments show an increase of$509million. 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 million for cost-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. Existing statutory cost-of-living adjust
TTlPnh: wnnlrl C'nst ~1.:l hilHnn in 1!}Rl-R2. 

Controlling Expenditures Through the Budget Process . 
A large pbrtionof the budget is not easily controllable through the budget 

process because funding for many programs is provided by statllte ortheconstitu
tion; rather than by the Budget Bill. As TableB 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 significantamount-'-$9.7billion 
(or 46.9 percent), although included in the Blldget 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 million, or 2.5 percent, does not 
even appear in the Budget Bill. . 

Table 8 
1981~General Fund Expenditures in the Budget Bill 

(in millions) 

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

Education, K-12 ................................................................................................. . 
Department of Social Services ...................................................................... .. 
Board of Govemor·~ommunity Colleges ............................................... . 
Tax Relief ............................................................................................................ .. 
Legislature .......................................................................................................... .. 

Total, Statutory Authorizations .................................................................. .. 
Expenditures authorized in the Budget Bill ................................................... . 

Total, in the Budget Bill ............................................................................... . 
Expenditures Not in the Budget Bill ................................................................. . 

Constitutional ...................................................................................................... .. 
Other .................................................................................................................... .. 

Total, Expenditures ............................. ; ......................................................... . 
Less Expen?itures from reserves .............................................................. .. 

Amount 

$5,911.9 
2,272.8 

497.3 
1,063.2 

3.7 

$9,748.9 
10,529.6 

$20,278.5 
520.2 

(231.3) 
(288.9) 

$20,798.7 
-28.5 

Current Expenditures .................................................................................... $20.770.2 
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Percent 
of Total 

28.4% 
10.9 
2.4 
5.1 
0.02 

46.9% 
SO.6 
97.5% 
2.5 

(1.1) 
(1.4) 

100.0% 



ARTICLE XIII B , 
On November 6,1979, California voters overwhelIilingly approved Proposition 

4, the "Spirit 'of 13" Initiative. Proposition 4, which placed Article XIII B in the 
California Constitution, has three main provisions: 

• It places a limit on the year-to-year growth in tax-supported appropriations of 
the. state and individual local governments. 

• It precludes the state and local governments from retaining surplus funds. 
Any uilappropriatedbalances.at the end of a fiscal year must be returned to 
taxpayers within a two,year period. 

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

Spending Limit 
Article XIIIB seeks to limit the spending 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 197~79, and adjusts this limit in subsequent years 
for changes in inflation arid population. Once established, the limit increases (or 
decreases) independently of actual government spending. The limits are effective 
beginning with the 19BQ..;81fiscal year. . 

Not all appropriations are covered by the article's provisions. The article limits 
only appropriations from tax revenues, such as revenues from property, sales, 
personal income and corporate franchise taxes. Appropriations financed from 
non-taxrevenues-such' as federal funds, user fees and oil revenue-are not lim, 
ited by Article XIIIB. '. . 

The article also exempts from the limits of both the state and local governments 
appropriations made for the following purposes: (1) debt service, (2) retirement 
benefit payments; (3) federal or court mandates, (4) investment furtds, and (5) 
refunds of taxes .. In addition, it exempts from the state limit state subventions to 
localgovernments. After allowing for these exemptions, the remaining appropria
tions of tax revenues are subject to the limit. 

The anibiguity 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 af 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 
19BQ..;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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• Base Year Limit Disparity. As Table 9 shows, our estimate of the 1978-79 or 
base-year limit ($12,422 million) is $276 million less than the Department of 
Finance's estiniate ($12,698 million). This disparity is due to: (1) different 
methodologies on how to count appropriations ·£inailced 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 1980-81 
limit and appropriations subject to limitation. 

• 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 approxiniately one-half of the disparity between the two 
estimates. 

• Appropriation ·lIpdates. FinancE;l's estimate of 1980-81 appropriations does 
not reflect revisions in current year continuous appropriations, nor does it 
include proposed deficiency appropriations. We have accounted for these 
updated appropriations figures in our estimate. 

Department of Finance: 

Table 9 
Impact of Article XIII B 
on the State in 1980-81 

(in millions) 

Appropriations limit.. .................................................................................................. .. 
Appropriations subject to limitation ...................................................................... .. 

Amount Under Limit ............................................................................................ .. 
Legislative Analysts ORice: 

Appropriatiorts limit.. .... ,:, ............................................................................................. . 
. Appropriations subject ·tci limitation ................................................................ ; ...... . 

Amount Under Limit .................................................................................... : ....... .. 

Revisions to Earlier Legislative Analyst Estimates 

1978-79 1980-81 

$12,698 $16,386 
12,698 15,576 

$810 

$12,422 $15,759 
12,422 15,484 

$275 

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 (especially 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 estimate of state subventions to 
schools; which also reduces spending subject to the limit. 

• The budget proposes to reduce the 1980-81 appropriation to the reserve for 
economic uncertainties by $250 million. 
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Impact of Article Xliii in 1981-82 
Table 10 shows· estimates of the impact that Article XIII B Will have in the 

budget year .. Finance projects that the state will be $1;790 million underits 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) 

Department of 
Finance 
$18,167 
16,377 

Appropriations limit ................................................................................................... . 
Appropriations subject to limitation ..................................................•................... 

Amount Under I,.imit.. ........................................................................................... . $1,790 

Legislative 
Analyst 
$17,472 

16,336 
$1,136 

'(he 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 
portionofits base-year limit financed 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 theyear-to-year growth in this amount-which can 
no longer be financed in the budget year because the surplus has been exhausted. 

As a·result,the state's appropriation limit will not be a fiscal constraint in 1981-82 
and, barring the enactment of a general tax iIicrease, it will probably not be a 
constraint 41 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. 

Return of Surplus 
Section 2 of Article XIII B requires that all unappropriated 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 applicability 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 which is potentially subject to the return provisions of Section. 
2. We will have specific recommendations on this issue in our analysis of the 
general control sections, published subsequent to this Analysis. 

C. REVENUES 

1. Overview 
California state government is supported by revenues which 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 oil-produc
ing properties and financial investments. 

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 .bankand corpora
tion tax. The remaining 14 percent of total state revenues are placed into special 
funds to support specific programs and activities. . . 

What Determines· the Level of Revenues? 
The amount ofrevenuescollected in any year depends primarily upon three 

factors: 
• First, the definition o/the tax base. (such as taxable income, taxable corporate 

profits and taxable sales) and the tax rates applied to the various parts of this 
tax base; 

• Second, the impact which economic events have on the size of the tax base; 
and 

• 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
ti'ol·of both· state policymakers and individual voters.·These events are also very 
difficult.to forecast accurately; particularly in today'shighly uncertain economic· 
environirient .. 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-fl,ow time pattern of tax payments-can also pose 
sighificantcpmplications.This is because certain taxpayers-such as corporations 
-,-have considerable latitude regarding when theymusLsubmit their tax pay
ments, As .discussed later, California's personal income tax indexing provisions 
have also significantly affected the time pattern of income tax withholQing pay
ments and refunds. All of these factors make revenue estimating a very difficult 
task. 

Errors in Revenue Forecasting 
Table 11 summarizes the record of the Department of Finance in estimating 

General Fund revenues in recent years. Sincel973-74; these errors-aU underesti
mates-have ranged from a low of 2.7 percent to a high of 7.6 percent, with the 
most recent error (for 1979-80) being the lowest in six years (3.2 percent). 

Table 11 
General Fund Revenue 

Estimating Errors Made in May· 

DoUarError 
(inrnil/ions) 

1913-74 ................ ; .......................................................................... ;........................................ $184 
1974"75 ...................................................................................................................................... 322 
197~76..................................................................................................................................... 621· 
1!1lf)..,77 ;; ......... ; ............................. ~ .......................................................... ;................................ 726 
.1977-,78 .. ; ..... ; .... ;.;;.; ............................................... ; ........................................... ; ................... :.~: 966 
1978-79 ; ....................... ; .............. ; ................................... ;......................................................... 780 . 
·1979-80 b 

.................................. ; ........ ;.: .............. ; ...................................... ;................................ 562· 

Percent 
ErrOr 

2.7% 
.3.9 
6:9 
6.8 
7.6 
5.4 
3.2 

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

b Error based on June 1979 forecast revision. 

:. . 

The fact that revenues have been consistently underestimated during this peri-

A-17 



od is primarily explained by the inabili~y 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 detel'Illinant 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 'Yas 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. 

15 

14 
Q) 
Ol 13 c 
co 

.r= 12 () -c 11 Q) 
() ... 10 Q) 

0.. 
'iii 9 
::J 
C 8 c 
-< 

7 

6 

Chart 6 

Historical Accuracy of California Personal Income 
Forecasts, 1977 to 1982

8 

.. Range between highest and 
lowest predictions of "other" 
forecasters in any year 

a Forecasts as of approximately year-end of each caleildaryear shown. 

b "other" forecasters include UClA. Bank of America. UnHed Califomia Bank. Wells Fargo Bank, Crocker Bank, and Security 
Pacific National Bank. 

This track record raises the question of whether, because of an inherent conser
vatism in the economic forecasting and revenue estimating process, revenues 'Yill 
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 Inillion below Finance's projections made last May, and $30 Inillion below the 
budget forecast for the month of December alone. Whether this revenue shortfall 
will persist is unknowri. However, its presence suggests that the state could be less 
likely to realize the unexpected revenue "windfalls" in 1980-81 that it realized in 
. each of the prior seven years. 
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. Table 12 
HISTORICAL TRENDS IN STATE REVENUES· 

1970-071 to 1981-82 
General and Special Fund Revenue Growth 

FJSCaiyear 
1970-71 ..................... . 
1971...,72 .: .. ; ............. : .. . 
1972-73 ..................... ; 
1973-74 ..................... . 
1974-75 ..................... . 
1975-76 ................... ... 
1976-77 ..... ~ ............... . 
1977-"78 .................... .. 
1978-79 ..................... . 
1979.;ao ..................... . 
198(),.81 ........... , ......... . 
1981-82 ..................... . 

Total Increase ..... . 
Average Increase 

. CUrrentDoUars 
~inmillions) . 

Da 'Iu . Percent 
Amount Chtinge 

$5,919 3.1% 
61m. 16.5 
7,(}{0 11.2 
8;715 13.6 

10,405 19.4 
11,S(}{ 11.2 
13,463 16.4 
15;!)62 18.6 
17,711 11.0 
20,919 18.1 
22;lJJ1 6.2 
24,360 9.7 

$18,441 311.6% 
1,(}{6 13.7 

Constant DoUars I/: millions) 
Da 'Iu . Percent 

Amount Change 
$5,919 ....:4.3% 
6,514 10.1 
6,820 4.7 
7,182 5;3 
7,757 8.0 
7.991 3.0 
8,752 9.5 
9,715 11.0 

.9,947 2.4 
10,852 9.1 
10,561 -2.7 
10,668 1.0 
$4,749 80,2% 

432 . 5.5 

General Fund Revenue Growth 
Current DoUars 
~in millions) 

DO. 'Iu.' . Percent 
Fiscal year Amount Change 
1970..:71' .. ,...................$4~ 4.7% 
1971-72 ............. ~........ 5,395 19.0 
1972-73 ...................... 5m6 10.8 
1973-74 ...................... 6,978 16.8 
1974-75 ... , ..... :............ 8,630 23.7 

.1975-76 ...................... 9,63911.7 
197~77· ...................... 

1
1
3
1'695381 2018.'31 

1977-78...................... , 
1978-79 : .... : ... , ......... :.. . '15,219 11.1 
1979.;ao ..... ;................ 17,985 18.2 
1980-81 ......... ;............ 19,055 6.0 
1981-82 ...................... 21,020 10.3 

Total Increase ...... $16,486 363.6% 
Average Increase 1,499 15.0 

Constant DoUars 
~in millions) 

DO. 'Iu' . Percent 
Amount Change 

$4,534 -2./1% 
5,095 12.4 
5.313 4.3 
5,750 8.2 
6,433 11.9 
6,659 3.5 
7,398 11.1 
8,335 12.7 
8,547 2.5 

. 9,330 '. 9.2 ' 
9,063 -2.9 
9;205 1.6 

$4,(}{1 103.0% 
425 6.6 

Special Fund Revenue Growth 
Current DoUm Constant DoUars 
. ~in millions) roihin millions) 

Da'lu . Percent D 'Iu. Percent 
Fiscal year Amount .Change . Amount Change 
1970-71 ...... ; .......... ,.... $1,385 -2.0% $1,385 .,..9.0% 
1971-72 ................... ;:. 1,502 8.4 1,419 2.4 

.. 1972-73 ...................... 1,694 12.8 1,506 6.2 
1973-74 ..................... , 1,738 2.6 1,432 -4.9 
1974-75 ...................... 1,776 2.2 1,324 '-7.6 
1975-76 ...................... 1,928 8.6 1,332 0.6 
1976-77. ................ ; ... ;. 2,082 8.0 ' 1,354 1.6 
1977-78....................... ~ 8.9 1,3801.9 
1978-79 ... ; ........ : ....... :. 2;493 10.0 1,400 1.5 
1979.;ao ,..................... g;934 17.7 1,522 8.7 
1980-81 .... ; ........... ;..... 3,152 7.4 . '1,499 - [5 
1981-82 ......... , .... ;....... 3,340 6.0 . 1,463 -2.4 

, Total Increase ...... $1;955 141.2% $78 '5.6% 
Average Increase 178 8.3· 7 0.5 

Constant DoUars 
. ·.PeiCapim 

VOUar .. . Percent 
Amount Change 
$g93.4O ~5.3% 
318.42 8.5 
329.15 3.4 
342.12 3.9 
363.68 6.3 
368.13 1.2 
395.90 7.5 
430.79 8.8 
432.41 0.4 
462.24 6.9 
440.92 -4.6 
436.81 -0.9 

$143.41 48.9% 
13.04 3.7 

Constant Dollars 
Per Capita 

DoUar .. .. Percent 
Amount Change 
$224.74 -3.8% 
249.08 10.8 
256.45 3.0 
273.91 6.8 
301.62 10.1 
306.77 1.7 
334.66 9.1 
369.61 10.4 
371.55 0.5 
397.40 7.0 
378.35 -4.8 
376.91 -0.4 

$152.17 (}{.7% 
13.83 4.8 

Constant DoUars 
. Per Capita . 

DoUar . Percent 
Amount Change 

$68.65 -9.9% 
69.34 1.0 
72.70 4.8 
68.21 -6.2 
62.06 . -9.0 
61.37 ...,..1.1 
61.24 -0.2 
61.18 '·.,..0.1 

. 60.86 ...,0.5 
64.84 6.5 
62.57-3.5 
59.90-4.3 

-$8.76 :':'12.8% 
, -.81-1.2 

a SOurCe: Governor's. Budgets. Constant dollar amounts reflect current 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 ofJanuary 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 the General Fund.recorded under General Fund revenues.prior to 1976-77. 

A-19 



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 thecutreht and budget years. The table shows that: 

•. Prior year (1979~80) total revenues were $20.9 billion, including about $18 
billion in General Fundrevenues (a growth of$2.8 billion, or 18.2 percent); 

• 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, including 
$21.0 billion in General Fund revenue· (a growth of $1.9 billion, or 10.3 per
cent). 

In order to provide perspective on the revenue outlook, Table 12 also shows 
what the average anIlUal 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. Considering these factors, project

. ed revenue growth is quite modest. For example: 
• The estimated growth in current and budget year General Fund revenues (6.0 
. and 10.3 percent, respectively) are the lowest since 1970-71, and lie well below 

the 16.5 percent average for the preceding 10 years (1970-71 through 1979-80). 
• 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 fall 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 1980-81, 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) 

1975;-79 ............... , .................. .. 
1979.,.go b .............................. .. 

1980-81 b .............................. .. 

1981~b .............................. .. 

DoOar 
$15,219 
17,985 
19,055 
21,020 

Growth Over Prior year 

Under Existing Law 
DoOar Percent 
$1,524 ILl % 
2,766 ·18.2 
1,071 6.0 
1,964 10.3 

Excluding 
Indexing and 1978 
Special Credits" 

DoOar Percent 
$2,529 18.5% 
2,484 15.3 
2,307 12.3 
2,706 12.9 

" 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 fWlyindexed 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 fWly indexed 
by the inflation rate, but only for the 1980 and 1981 income years. Revenue growth without the special 
one-time credit increases but with indexing would have been about 16.5 percent' ($2,262 million) in 
1978-79 and 12.7 percent ($2,028 million) in 1979-80. 

b Transfers to special funds under AB 66 (Chapter 1150, Statutes of 1979) are treated here as direct special 
fund revenues, as they are in the 1981-82 Governor's Budget. 
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Thelle trendll in the revenue outlook are primarily 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 Indexing on Revenue 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 during 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. 

• 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 cumulative 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 determinants of the 

state's revenue position. We believe that the Department of Finance's revenue 
projections are generally consistent with its economic forcast, although we do not 
believe that any economist's prbjectionsfor 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 Gontraction because of its cyclically insensitive industry mix, 
and the current strength in electronics, aerospace, and agricultural-export indus
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 supplies. In addi
tion, the federal government 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 variables which most strongly affect 
the state's major revenue sources: 
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• California frersonalincomegrowth (Chart 7) is projected to decline slightly 
. from 12.5percentin ·1980 and . the record ·14.8 percent in 1979 to ·11.9 percent 
in 1981. "Reru"personru income growth (that is, growth adjustedfor inflation) 
is expected to rise only 0.5 percent in 1981, an improvement over the 2;8 
percent drop in 1980bilt still the poorest performance of any other year in the 
postwar period . 

• Taxable corporate profits (Chart 8) are forecast to rise 11.6 percent in 1981, 
followmggains of only 5.1 percent in 1980 and 8.9 percent in.1979.However, 
this1981 gain, while an improvement over 1979 and 1980, remains well below 

.. the 2O-percent-plus increases experienced in 1976-78 after the preVioUs reces-
. sion had ended. . . I 

~ Taxable sales (Chart 9) are predicted to rlse12.4percent in 1981; While 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 adjustment for inflation, 
1981 taxablesrues· are projected, to rise only ·1.5percj3nt.. 

These projections are all consistent with the concensus View of economists that 
economic gains in 1981 will be unusmilly weak forapost-recessionrecovery year. 
It is primarily because of this sluggish economic recovery that only modest gains 

. are anticipated for. state revenues in ·1980-81 and ·1981-82. 

Chart.7 

Annual Growth In California Personal Income 
1970to 1982 .0 • • 

o Percentc;hange in total personal income 

. !~Mt~ Percent change in "i:eal" personalincome8 
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ChartS 

Annual Percent Growth in California· Taxable Corporate 
Profits, 1971 to 19828 

30% Projected 
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a Calnomia Department 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 Pretiminary estimate by Department of Finance and Franchise Tax Board. 

Alternative Revenue Forecasts 
In view of both past revenue estimating errors, and the considerable uricertainty 

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 iplportant this year 
because of the unusually tight constrants on state and local spending. 
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Chart 9 

Annual Growth In California Taxable Sales 
1970 to 1982' 

o Percent change in total taxable sates 

I.~ Percent chan'ge in "real" taxable s81esb 

-4.1 

Projected -
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a Source: Departmenl of Finance 
b "Real" taxable sales aqUarlo!al taxable. sales (emenl dollars) denated by the national CPI for al items less food. 

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 forec,,"ts are compared later in Tables 26 and 27) , As detailed later, 
these scenarios suggest that actual budget year revenues could easily range from . 
$600 million below to $750 million above the level which is currently predicted,' 
assuming that the Department of Finance's projection for 1!J80...S1 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 million I 
(+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 high end it is greater than Finance's range, although it is still well within 
the experience of most recent years (Table 11). 
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Tab!a14 
Possible Changes in ,1981-82 Bu~get Revenue Projections 

Difference from the Budget Estimate 
High Revenue Low Revenue 

Scenan"o Scenano 
A. Legislative Analyst' .' .. 

-Amount (in -millions) ...................... " ...... ~; ......... . -$762 
-Percent difference ............................................... . 

B.DepartmentoF Finane#' .. 

+$905 
+4.3% . -3.6%. 

=~~:: ~e~c~~~.,:::::::::::::::::::~j:::·:~:-:,::::::::::::::: +$769 
+3.7% 

-$771 
.-3.7% 

' .. , . 

• Revenue estimates based on high and low economic forecasts of private sector economists . ..see Tables 
26 and 27 below.'· '.. . . _ ' 

b Revenue estimates based on a1tema~ve economic forecasts in the 1981~ Governor's Budget. 

__ We :now turn t() a more "detailed ,discussion of'~tate revenue~,_,fu.·th~ 'prio~ year 
(l!l79-80),.currentyear (19B<Wll),and budget year (1981-82), 

·2.: Prior Year' Revenues 
Table 15 sunuiJ."";;'es 1979 .. sdG<meral Fund reveilUe collections. These receipts 

totaled $18.0billiQn, a dramatic increase of 18.2 percent ($2.B billion) over 1978-79. 
However, revenue growth was a more 'moderate 12 . .1 perc~nt ($2.0 billion) if 
adjustment is made for the distorting effects Of the one-time' speciiU·l97B income 
tax credit increases under AB 3802 (see Table 13, foOtllote a). The actual IB.2 
percent growth rate exceeded the predicted increase of 16.B percent· ($2.6·billion) 
made in January 1980. . . .. .... . .. 

As shown in Table 15, nearly~5 percent oHhisrevenue increase came from 
three sources: . . 

• Personal income taxcollections increased by $1.7bi)lion (36.6 percent), or 65 
percent of the entire gain. However, nearly_$740 million qf this increase was 
caused by the expiration of the one-time special 197Bincreases in tax credits. 
Without this distortion, incolIle tax reveJlues would have' risen in. 1979-80 by 
about.$l billion (lB.3 percent), or about one-half oftheoverall revenue gain 
($2 billion).;... . .. . 

.$ales and use ta..; revenul'srose by $743 million (12.9. percent), or about 37 
, ,per~ent of the overall r~venue increas~. " " C ,', • : , ; 

• Interest income rose by over 22 percent ($100 million), to. $547, million. 
In contrast, bank and corporation taxes rose ouly3.6 percent· ($85 million), and 

increases for the ~main4lg major taxes and licenses were a modest 7.9 percent 
($100 million combined.). 

2--81685 
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Table 15 
Growth of Prior Year 

General Fund Revelioesby Type 
(in millions) • 

Actual Actual Change 
1978-79 1979-80 Amount Percent 

Three.major taxes: 
. Sales and use ....................................................................... . 
fersonal income b ............................................................. ... 

Bank and corporation c ..................................................... . 

O.ther major taxes and licenses ........................................... . 
Iritetest income ....................................................... : ............... . 
Other revenues and transfers d .......................................... .. 

Total General Fund· ...................................................... .. 

$5,779 
4,762 
2,381 
1,266 

447 
584 

$15,219 

$6,522 
6,506 
2,466 
1,366 

547 
578 

$17,985 

$743 
1,744 

85 
100 
100 
":'6 

$2,766 

12.9% 
36.6 
3.6 
7.9 

22;4 
-1.2 

18.2% 

• Detail may not add to total due to rounding.. . 
b Includes. revenue r~uction in 1978-79 of approximately $t,005million, $738 million of which is from a 

one-~e increase in personal tax <iredits for the 1!l78 income year. The remaining $267 million is the. 
revenue.l<!ss·due to partial income·taX index4tg. Without the one-time credit, personal income tax 
revenue growth would h~ve been18.3percent iIll97~(anincrease of $1,006 million over 1978-79). 

C EXcludes $44 million in 1979-80 which is transferred to spElCial funds under AB 66 (Chapter 1150, Statutes 
'.' of 1979).· .. '. . .. ' . .: . • . ." . . '.' . . 

d Includes transfers from Federal Revenue shanng Fund of $276.2 million in each year. 
e Total revenue growth in theabstlnce of the one-~e 1~8 personal income tax credit would have been' 

12.7 percent in i979-80 (a gam over 1978-79 of $2,~ million). 

Reven"e ... Gai~s.R.flected.Economic . Deve!1»pments 
The differEmce in the rates at which revenues from these sOQrces grew ful97~' 

80 is explain~dby the perform;mce of the California economy in 1979 and early 
1980: 

• Personal income-----the major determinant of personal'income tax revenues
rose.14.8 percent in 1979 (Chart 7) . This was .an,an~time record. 

• . ,Taxab.lesales gains, although very strong' in 1979 (16.1 percent), weakened in 
early 1980 and ended 1980 upbyonly8.8 percent (Chart 9) . 

• Interest rfltes climbed dramatically from the latter part of 1979 through the 
spring of 1980. (Chart 10). For example, the 9O-day U.S. Treasury Billtaterose 
fr.om an average of 9.4 perc'entin~e second quarterofl979 to 13.5 percent 
in thefi,rst quart~r ofl980.This rise in interest rates raised JheretiIrn on the 
state's ~anCialip.vestments. . .. 

• Corporateprofitsrose only 8.9 percent inJ979 and remained weak throughout 
1980 (Cha,rt8). . 
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Chart 10 

Quarterly Changes in Selectecllnterest Rates 
1977 to 1980 8 

___ Prime commercial bank rate 
____ Mortgage rate 

.......... 90~Day U.S . .Treasury bill rate 
. _. _ . _ AAA Corporate Bond rate 

1st 2nd 3rd 4th 1st 2nd3rd 4th 1st 2nd 3rd4th 1st 2nd 3rd 4th 
l..--__ ----il I . . I I II I 

1977 1978 1979 1980 
a National average interest rates as computed by Chase" Econometrics. Inc. 

Upward Revenue Revisions Continued to be a Problem 
Table 16' sho.ws ho.w the Department o.f Finance revised its 1979-80 revenue 

fo.recast o.ver the past two. years: 
• Actual revenues exceeded the original estimate presented in the 1979-80 

Go.verno.r's Budget Ganuary 1979) by $635 millio.n, o.r 3.7 percent. This 
amo.unt, which excludes the effects o.f 1979 legislatio.n, included upward revi
sio.ns o.f $193 millio.n fo.r the sales tax, $300 millio.n fo.r the inco.me tax, 'and $222 
millio.n fo.r interest inco.me. . 

• Actual revenues exceeded the estimate made in June 1979 (thelatest estimate 
available to. the Legislature befo.re it made budget decisions fo.r 1979-80) by 
$562 millio.n (Table 16), o.r 3.2 percent. Altho.ugh significant, thisunderesti
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 Go.verno.r's 
Budget Ganuary 1980) by $204 millio.n (1.1 percent). In this case, ho.wever, 
there were o.ffsetting erro.rs. On the o.ne hand, the sales and use tax, perso.nal 
inco.me tax, and interest inco.me were revised' upward by $62 millio.n, $231 
millio.n, and $46 millio.n; respectively. By co.ntrast, co.rpo.rate tax revenue was 
revised downwardby$l00 millio.n, reflecting the slo.Wing o.f pro.fit gro.wth as 
1980 progressed. 

In retro.spect, it seems clear that these estimating erro.rs primarilyo.ccurred 
'because o.f inaccurate eco.no.mic fo.recasting. Fo.r instance, few eco.no.mists fo.resaw 
the dramatic explo.sio.n o.f interest rates in early 1980, the rate o.f 1979 perso.nal 
inco.me gro.wth, o.r the extent o.f the slo.wdo.wn which co.rpo.rate pro.fit gro.wth 
would experience. In January 1980, fo.r example, the Department o.f Finance 
tho.ught that 1979Califo.rnia pro.fit gro.wth wo.uld be 13.7 percent. It no.w estimates 
that the gain was o.nly 8.9 percent, o.r$1 billio.n less than predicted befo.re. 

Clearly, unless eco.no.mic fo.recasting impro.ves, it is likely that significant reve
nue estimating erro.rs will co.ntinue to. o.ccur. 

A-27 



Table 16 
·1979-80 General Fund Revenue. 

History of Department of Finarice Estimat~~ 
(in millions) • 

Original 8eJlisions 
&limate Adjustment 
JanullI}' May June for 1979 January May 

1!J79 1!J79 1979 Legislation b 1fltKJ 1fltKJ 
Taxes: 
Sales and use ................ : ............. $6,375.0 $+5.0 $_64.0· $-45.9 $+189.9 $+10.0 
Personal income d ...................... 6,213.0 -13.0 -150.0 "':6.9 +231.9 +185.0 
Balik and corpOration e ............ 2,460.0 +180.0 +110.0 +44.1 -'}1ll;7 -99.0 
Other taxes ....... ~ .......................... 1,394.2 -22.8 -4.4 +9.4 -19.9 

-- --
Total Taxes , ....................... : ..... $16,442.2 $+149.2 $-104.0 $-13.1 $tro1.5 $+76.1 

Interest income .......................... 325.0 +25.0 +150.2 +45.0 
Other revenues and transfers f 60Ll +2.8 -5.9 +5.0 +4.3 

Total General Fund Reve' 
nues 'and Transfers ............ $17,368.3 $+177.0 $-104.0 $-19.0 $+358.7 $+125.4 

January 
1981 Actual 

$+51.5 $6;521.5 
+46.0 6,506.0 
:"'1.0 2,466.6 
+9.5 1,366.0 

$+106.0 $16,860.0 
+1.4 546.6 

-29.2 578.1 

$+78.2 $17,984.6 

• Detail may not add to total due to rounding. 
b Major legislation included AB 66 (Chapter USO) which, after speqial 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 revenues by $46 
million by increasing the estimated 1979-80 General Fund transfer to the Transportation I'llmning 
and Development Account from $()4 million to $UO million. 

• Transfer to· the Transportation Pllmning and Development Account. This transfer was estimated to occur , 
, in 1980-81 in the May revision., ' , " ' . 
d All personal income tax figures have been adjusted, to exclude the effect of legislation which was 

proposedin the 1979-80 Governor's Budget but which was not enacted by the Legislature. InJanuary 
1979, this amount totaled $1,373 million, including $1,125 million for an income tax cut and $248 million 

,. for a change in the tax treatment of the renters' credit,' ' 
• Beginning with J~uary 1980"revenues shown Me re,duced by $43.6 million to reflecHransfers to special 

funds under AB 66. Depllrtmentof Finance intends to propose legislation to make these transfers 
, appear as direct special fund income; and has treated them as such. ' 

" fInciudes $276.2 million transfer from the Federal RevenueSharing Fund. 

, 3. Current Year 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 
thepriroe determinants of current year ~ev'enUf;s-the pace of economic activity 
in California during 1980 and early 1981. ' 

Overall 1980 Economic PerfC)rincince was DisappointhlS '. 

198() was a year of negative real economic growth,rapid inflation, high and 
volatile interest rates, falling business profits, slow empl(>ymentgrowth, and, rising 
unemployment. Table 17 summarizes this economic performance for California 
and the nation: 

• u.s. GNP declined in real terms by 0.7 percent, and its growth in current 
dollars sharply decelerated from 12;0, percent in, 1979 to only' 8.6 . p,ercent 
(Chart ll}.This fall in real GNP was concentrated in the second,q#arter of 
1980; when it contra.ctedat an annual rate of 9.9 percent, a postwar record for 
a single quarter. Thus, although the'1980 downturn has bj;ieh referred to as the 
shortest postwar recession on record, it' was also' o~e of the st~epest, 

• Inflation reached record rates. As illustrated in Chart 12, the Consumer Price 
Index (CPI) rose 15.7 percent in California and 13.6perceiltnatio~ally, both 
postwar highs. The GNP deflator for consumption expen~tures increased 10.3 
percent, second only to the 10.9 percent gain registered ipl974, 
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Tilble 17 
Summary Qf, ,1980 Ecorl0rt:!i~peJ:formance for 

'Th~ U.S: and California"· '. 

Original Revised January 1981 
January 1!J8) May 1!J8) Estimated 

Forecastb Forecast Actualc A. selected National Indicators 
Percent change in: 

-Real GNp ............................................................................................................... , ............. . 
-GNP prices ......................................................................................................................... . 

~=t~:: .. :::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 
. .,;-Wage and salary employment ............................................... : ...................................... .. 

-Pre-tax corporate profits ............................................. :; ................................................. .. 
Unemployment rate (%) ......................................................................................................... . 
Housing starts ·(millions of units) ................................................................ ; ....................... .. 
New car.sales (millions of units) ........................................................ , .................................. . 
B;selected California Indicators 
Percent change in: 

-Personal income ........ ; ................................. : ................... , ............................... ; ............. ; ... .. 
-Civilian employment. ................................................................................... , ................... .. 

'~o=~~: ~~~~~~~~~.:::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 
Unemployment rate (%) ............................................................................... ; .................. : ..... .. 
Residential building permits (thousands) ......................... ; ........................................ ; ........ . 
New car sales (thousands) ........................ ; ........................ ; ........... ; .................. ; ...................... . 
• Forecasts and estimat~s by the CaJifornla Department of Finance. 
b 1980-81 Governor'S Budget. . 
cl9§l-82 Governor's Budget. 

-1.8% 
10.3% 
11.6% 
10.4% 
0.5% 

-8.3% 
7.6% 
1.32 
9.7 

10.9% 
1.9% 
1.4% 

11.7% 
7.6% 
165 

1,070 

-1.1% -0.7% 
10.1% 9.3% 
14.0% 13.6% 
11.1% 10.3% 
0.6% 0.8% 
1.4% -2.7% 
7.4% 7.2% 
1.01 1.28 
9.0 9.0 

12.4% 12.5% 
1.1% 1.4% 
2.1% 1.7% 

16.4% 15.7% 
7.3% 6.8% 
130 140 
970 950 

.. California employment growthwas weak. Civilian employment increased by 
.. only 1.7 percent, the lowest rate since 1975: As shown in Chart 13, the rate of 

wage and salary employment growth in the state has steadily fall~nsince June 
1978, when theyear-over-year.gwn was 7.1 percerib In the third ,quarter of 
1980, this gain was only 0.2 percent. . ". 

• Personal income growth slm.ved t6:12.5 percent in current dollar terms, and 
declined by 2.8 percent in real terms (Chart7). ..' 

• Interest rates followed an unpredictable, roller coaster pattern. 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 prime rate continued rising to 22 
percent in January 1981. . 

• These interest rate movements were accompanied and exacerbated by con
siderable volatility in the monthly rale of annualized money supply expansion, 
which ranged from a highof24 perpent in July to an actual contraction iIi April 

o. ',. of 13 percent. , 
.• u.s. housing starts plunged from Over 1.7 million 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 incomes, dropped by 16 per
cent. both nationally and in California . 

•. The :in;Jeinployme.l1trate drifted upward in California, from 6.2 percent in 
1919 t06.8p~rcent. As shoWninChari:14 however, the nation'sunemploy
ment rate rose muchmore, from 5.8 percent to 7,2 percent. Thus, 1980 was 
the first year iIi maI.1Y years that the state's rate did not exc::eed the nation's. 

o In 'fact, despite its rise, .Califorriia's unemploymen~ rate.in 1980 was still the 
'. second lowest sinSe ~969.Hbwever,thiswl:lSnot due to strong employment 

gains, but ratheibecause of the eaTlierrecordjob gains posted from 1976-1979, 
. combined with the recession-induced slowing of underlying labor force 
growth and California in-migration in 1980. 

A-29 



Chart 11 
Annual Growth in Gross National Product 
1970 to 1982 8 

D Percent change in nominal GNP 

Mllil Percent change in "real" GNP 
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a Estimates at t980. t98 t and t982 prepared by the Department of Finance. 
b 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 California and the 
Nati()ri~ 1971 to 1982 . 

16%~ u.s. Calif. Consumption 

14 CPI CPI Detlator 
80· 13.6% 15.7% 10.3% 

Q) 81 10.6 11.4 8.3 

1012 82 9.1 9.4 7.3 

a: 
610 
~ 
:£ 8 '. 
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I I I I I 
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California CPI 

U.S. CPI 

GNP Consumption Deflator 

I I I I 
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Projected 
--+ 

I 
81 

a Annual average increases in the CPt for all urban households. Estimates for 1980. 1981 and 1982 provided by the 
~aliforni~ Department of.Finance. D.at~ on the Consumplio:n Dena.tor is subject to revision for these years. 
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a Source: Interim employment data series reports from the CalWornia Employment Development Department Quarterly data 
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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,underprQjected California personal income 
growth and CPI inflation, while overpredicting statewide home building·activity. 

Table 18 
Accuracy of 1980 Economic Forec:asts for California and the Nation" 

Nation California 
Real General Unemploy· Personal Consumer Unemploy- Building 

Economic Price ment Income Price ment Pennits 
Forecaster Crowth InDation Rate Growth InDation Rate (thouSands) 
Deparbnent of Finance ............................... . -1.8% 10.3% 7.6% 10.9% 11.7% 7.6% 165 
United California Banle ................................ . 0.5 

-2.0 
8.6 7.1 12.3 9.5 6.7 190 

Security Pacific Bank ................. , ................. . 9.1 7.8 U.8 12.9 7.6 195 
Wells Fargo Bank ........................................... . -1.8 9.0 7.6 U.5 U.O 7.9 165 
Bank of America ........................................... . -2.1 9.0 7.4 U.5 10.9 7.7 200 
UCLA .............................................................. .. -1.7 U U U W ~ ~ 
Chase Econometrics .................................... .. -1.8 
Data Resources ............................................... . -1.5 

Avera~e of All Forecasters ..................... . 
Actual ........................................................ .. 

-1.5% 
-0.7% 

8.2 7.7 
8.8 7.3 

8.9% 
9.3% 

7.5% 
7.2% 

11.2% 
12.5% 

11.1% 
15.7% 

7.5% 
6.8% 

184 
140 

• Forecasts as of approximately Jaitoary 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 Revised Downward, Reflecting Troubled Economy 
Table 19 shows that General Fund revenues are estimated to be $19.1 billion in 

1980-81, a gain of oilly 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 f(jr 1980-31 Over 1979-80 
(in millions) " 

Estimate of 198tJ...81 Revenue Growth 
Last Years 

Cunent Estimate Cunent Estimate 
Actual Estimate (lanuarr 1fl802 c (/anuarr 19812 

for for Percent Percent 
1979:-lJ() 198tJ...81 Amount Change Amount Change 

Sales and use tax .......................................................... $6,522 $'l,OU +780 +12.1% +$490 +7.5% 
Personal income tax .................................................... 6,506 6,650 +525 +8.4 +144 +2.2 
Bank and corporation tax b ........................................ 2,466 .2,676 +157 +6.1 +210 +8.5 
Other taxes .................................................................... 1,366 1,545 +141 +10.2 +179 +13.1 

Total Taxes ............................................................ $16,860 $17,882 +$1,602 +9.6% +1,022 +6.1% 
Interest income ............................................................ 547 452 -100 -20.0 -95 -17.4 
Other revenues and transfers .................................... 578 721 +1 +0.1 +144 c +24.9 d 

Total Revenues and Transfers to the General 
Fund .......................... ; .... :: ........................................ $17,985 $19,055 +$1,503 +8.5% +$1,071 +6.0% 

• Detail may not add to total due to rounding. 
b Special fund transfers under AB 66 are' treated as direct special fund revenues. 
c These revenue increases are based upon the figures for 1979-80 and 1980-81 revenues published in the 

1980-81 Governor's Bl!dget Uanuary 1980). 
d Primarily reflects increased General Fund receipts from the Health Care Care Deposit Fund. 
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Table 20 
1980-81 General' Fund Revenues ,and Transfers 
History of DepartmeritofFinahce Estimates 

(in millions), • 

ReviSions 
Adjustment Original 

EstUnate iIi 
January J!J80 

May Ioi 1!J80 JiniJ3ry 
Legislation b J98J 

TaxeS: 
Sales and use tax ......................................................... ; ........ ; ...... . 
Personal Ulcome tax ........................................... ; ....................... . 
Bank and corporation tax c ............. ; ......................................... . 

Other taxes .................................................................................. .. 

Total Taxes .............................. ; ........................................... .. 

$7,240.0 
6,800.0 
2,723.0 
1,517.1 

$18,280.1 

J!J80 

-$130.0 
+8.'3.9 
-5.6 

-$52.6 

-$3.5 -$225.3 
-35.2 +15.2 
-17.2 ,-1l2.8 
-14.7 +48.1 --

-$70.6 -$274.8 

Current 
Ertimate 

$7,011.2 
6,650.0 

,2,676.0 
1,544.9 

$17,882.1 

interest income ............................................................................ 400.0 +25.0 -2.0 +28.6 451.6 
Other revenues and transfers d 

................................................ 603.9 e +37.4 +17.8 +62.7 721.8 
Total General Fund Revenues and Transfers .............. $19,284.0 +$9.8 ~$54.8 -$183.6 $19,055.4 

a Detail may not add to total due to rounding. , " 
b Department of Finance estimates, Decemher 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 rilillitm in 198(),.81. In additilln, Chapter 1043 (AB 
3383), which makes various changes in the horse racing statutes, will reduce 1980-81 revenues by 
about $15 million. , 

C Revenues shown in this table have been reduced by rn million for January 1980, and by $48 million for 
January 1981, to account for transfers to special funds under AB 66 (Chapter 1150, Statutes of 1979). 
Finance is proposing legislation to treat these transfers as direct special fund income"and has treated 
them as such in the budget." ' 

dIncludes $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, which "vas proposed 

in the 1980-81 Governor's Budget. 

Table 20 presents the history of revisions in estimated revenues for the current 
year. It shows that the projected revenue level has fllUen by $229 million since 
January 1980. This represen,ts the first time in sixyears that current 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 adjustment strictly attributable to eco
nomic problems affecting the current year is actually much Jarger than $174 
million. This is because: 

• The prior year revenue base was revised upward in both May 1980 (by $125 
million) and 1 anuary 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 . 

• Estinlated 1980-81, General Fund transfer income from the Health Care 
Deposit Fund-which is not particularly sensitive to economic conditioh~ 
was also revised upward in both May 1980 (by $41 million) and January 1981 
(by$62 million). . , 

Mter making all of these adjustments, weakened economic conditions appear to 
have caused downward 1980-81 General Fund, revenue revisions of about $480 
million (-2.5 percent) since January 1980, and about $324 million since May.' 
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Dampening of Revenue Outlook i~l$rC)ad Based. . . ..... ' .. ' ' .. '. . . ..' 
The downward re,VeIlue revisions for 198();..81 caus¢~ bY,economic'events apply 

to each of the state's three major taxes: .. ,: ...... ' .. ' •........• . '., .' 
• The sales an.dusetaX'-::'the largest single tax.,.,....was r~yised downward,from the 

May estimate by $2215 million (table 20); However ,when reVisionstothe prior 
year's tax' base are taken into aCGb.unt(+$52 million,Table 16), the reduction 

. is closer to $277 million. Wheri compared to.theJanuary 1980 estimate one year 
ago, this adjusted doWnward revision is eveldarger-,-..:over $29q million. This 
dampening has occurred because taxable.s8.1es have not lived upto expec.ta
tions,.due.to weak real income growth, high interestrate,rish~gprices;lllld 
slowing employment gains. In addition, taxable. sales were. hurt, eadierin 1980 

.' wheIi' 'the federal authorities eXperimented with a credit cOlltrolsprogiani. 
One year ago, taxable sales for~ 1980 had been predicted to. rise lL7percent 
in cummt dollars and zero in real terms: In actuality, theYI:ose orily 8.8 
percent in current dollars and declined4.l percent in real terins (Chart 9). 

• The personal income taX-the second largest single tax::-:was reyised do~ .. 
ward from last January by $150 million, from $6.8 billion to $6.65 billion. After 
adjusting for changes to the prior year's collectioIls, however, the reduction 
is $381 million (Table 19) ; As a resUlt, personal income tax revenues are now 
expected to rise by orily 2.2 percent from their 1979..:BQ level. The majbrcause 
of this downward revision and unusually low growth rate isihdeXlilg: For 
instance:. . . ". . .•..................•........•... ' ..•... 
-The budgetestimate of the cost of indexingipI9~lis$270rl1illi6n greater 

than the prediction which was made iliJanuaty198O:' This isprimarily 
because the irtflation rate actually used for 1980 indexing adjustment put7 
poses (17;3 percent) far exceeded the projected rate (10.Lpercent). A 
higher portion.ofthe income base thus was exeIhptedf;ronitaXation than 
originally predicted.. . . 

---Our o.wnsirilUlations suggest that the cost of indexing will r~achnearly $~ 
hilIioIlin the cUrrent year (Chart 16; later): ThiS is an increase of over $1.2 
billion above theJ97g..:BQ cost of the program; Without indexing, 198();..81 
revenues woUld have increased by·about lR9 percent; compared to the 
expected 2.2 percent gain. '. . 

Tablet1 
California Taxabie Corporate Profits a 

(in millions) .... 

1fJ79 . .... . 
LasfYear's Cunent 
Ertimate ErtiJiJate 

1978. PerCent "Percent 
Industry Actualc Amount Change . Amoimt Change 

" ... 
Mantifacturirtg .... :, ................. : ...... :.:. fl,937 $9,045 13.1% $8,s1l8 . 8.3% 
Trade ................................................... 4,891 5,545 13.0 5,509 12:6 
Mining and oil operations .... ; ....... ,. 1,344 2;143 57:8 . 2,413 '79.5 
Services .... ; ............ ~ ............................ 1,988 2,279 16.0 2,206 11.0 
Real estate iindother .financials· .; ,1,669. 1,766 13.2. .·1,895 13:5 . 

t~~~~~:::::::::;:::~::::~:::~:::::::;:!:::::~ .. 
.. . 2,452. 3,01l . 21.6 2;133. '~13.0. 

1,700 1,219 ":'25.8 '.' 1,050 '738.2, 
!lSi. 953 5.4 1;160 18.2 

Agriculture ................. ; ...................... 9:19 379 7.7 336 91.).4 

Totals .......................................... $23,241 $26,340 13;7% $25,300 '8.90% 

ErtiJiJlifed 1fJ8{) 
Share of P~rcent 

Amoimt Total Ch'Rnge 
$8,361. "31.4% "-2.4% 
5499 '91.).7 ':'0.2 
i,4iKl .'12.8 40.9 
2;413' 9.1 : 9.4. 

>:1,819', ,'.6:8 .. .·-'.4.0· 
: ••. ·1,7,i3. . .... 6;4 ·~19;7 

. 1,7Q;l SA 62.2.>" . 
'1,366 5.1 17.8 

326 -- ,.12 -3.0 
$26,600 100.0% 5.1% 

• Income of corporations with accounting periods ending from August of the year shown through July of 
the following year. Data from Department of Finance. Detail may not add to total due to rounding. 

b Includes all financial instifutions subjected to· the' bank tax. '. . . 
c One year ago the pre~ary estiinate. o~ 1978 profits wa,s ~$23,163 million. 
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• The bank and corporationtlP"-the. third largest. single ,tax"""":"i)as been revised 
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 sam~ 
$112 million. This reflects a Significantly poorer corporate profit perfomance 
than initially anticipated. The May corporate profit estima:te 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 industry 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 .~uchsectors 
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 million-due to reduced savings and loan home mortgage lending. 

1980-81 Revenue Pi~ture Still Uncertain 
We have taken the Department ofFPlance's economic assumptions and inserted 

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 Finance 
estimate. 

However, because the current fiscal year is only a little more than one-half 
completed, the potential for errors in the current year revenue estimate remains 
significant. This is particularly the.·case this year for two rea$ons: 

• First, economic events in the first half of calendar year 1981 will determine 
about one-third of 1980-81 revenues, andthe economic outlook forthis period 
remains cloudy; and 

• Secont/, the Finance forecast was prepared in November and December 1980 
. using ·Elconomic data which has since been substantially revised by the U.S. 

Department of Commerce. These data revisions, which cover series 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 backas 1929 for 
some. All econ()mic forecasting models-including Finance's-must now be 
re-estimated in order to incorporate the changes in these data series and their 
implications for forecasting relationships. 

Recognizing these problems and uncertainties, the Governor's Budget suggests 
that. 1980-81 revenues could be $573 million higher (+ 3.0 percent) to $597 million 
lower (-3.1 percent) than the budget forecasts. Our review 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 historical experience. In three of the past 
seven years, current year revenues, as estimated in January, have been. revised 
upward by I110re than 3 percent, whereas in four years (including the PWlt three 
years) , the upward revision has been below 3 percent. In. no case did a downward 
revision occur, although that possibility should never be ruJed out, especially in a 
period of fiscal stringency. This is particularly true this. year because of inQexing, 
which is changing the patterns of income tax withholding payments and tax re-· 
funds in ways which we have'yet to fully understand. 



Table'22 
Midyear. Qeneral Fulid'RevenueEstimating Errors" 

DoUar KnoT Percent 
(in millions) £nor 

1973-74.: ......... , .............................. , .......................... , ........................... , ...................... ,........................................ $243 3.6% 
1974-75 .................................. , ........................... , ...................................................................... ; ......................... ;. 166 ·2.0 
1975-76................................................................................................................................................................ 451 4.9" 
1976-77 ................................................................................................................................................................ 394 3.6 .. 
1977-78 .................. ; ........................................ , ...................... : .................................... ;........................................ 331 2.5, 
197&;.79 ........... ; .. ; .............................. , ....................... :; ............... ~ ........ , ............................. i.................................. 220, 1.5 
1979-S0 .............................................................. ;................................................................................................. 004 1.1 , . . 

a Difference between actual receipts and receipts estimated in January of the fiscal year specified; 

Caih Trend. Con.i.tent~ith Downward Revenue Revi.ion 
Table 20 above shows that 1980-81 revenues for the three mtljor taxes are expect

ed to be $379 million 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 feU below the new budget estimate by $32 
million. Although only time will tell if the remaining $135 million drop-off ft~ID 
the May estimate is realized, current cash collection trends are consistent ill 'the 
aggregate with the downward revenue revision. ' 

The Problem of Indexing-Induced Overwithholding 
AS'mentioned earlier, .interpreting current cash trends is complicat~d bY,.the 

behavior of income tax withholding payments under our indeXing law. Current 
law acljuststhe withholding tables for fudeXing with a one-year 'tinie lag, resulting 
in indexing-relatedoverwithholding. This causes greater tax refunds and .srn811er 
finl;ll 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 aIDountisin 'addition 
to about $1.2 billion in overwithholding which would occur anyway. However, 
because the. actual. amount ofthe indexing-induced overwithholdingis unknown, 
monthly errors in 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 reduce# tax li~bilities, or 
with over-predictions by Finance about the degree of indexing~relatedoverwith-

.' holding (despite accurate projections of tax liabilities). Unfortunately; issues oHhis 
type cannot be fully resolved until theelld of the fiscal year, when dat~on tax 
refu:ndsand final payments become, available; , " 

4., Budget Vear Revenue. 
T~ble23 presents the department's estimates of budget year (1981-82) General 

Food and Special Fund revenues in 1981.:..s2. . 

It shows that: 
• TotalGeneraI and Special Fund revenues are projected to reach $24.4 billion, . an increase. of $2.2,bW~on (9;7p,~r,cent)over19B0-,8L, '.,n", I.' 
• ~I!ejB! Fu~l!~evenues ~r¢ p,redl~~.~ to :total $~1.9 bnli~~,. a:Ij.~e of $2~O b~~<;)n 

.' (10.3 ' percent) over 198(W!1,and .. , . •. . . . '. '. . '. ..... .... '. 
• Special Fundrevenuesareexpected to reach ~3:3 billion, a;galn, 0U189 milli()ll. 

(6.0 percent): over 19B02B1. . . ..,'. .,', 
The outlook foi these budget year revenues is ptimarily based ~I1 forecasJs.of 

California and U.S~ economic activity in calendar years 1981 and 1982. Therefore, 
before examining the components of the revenue outlook, we will discu~sthese 

. economic forecasts. . . ., 
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Table.23 ' 

Projected 1981-82 State Revenue. Collections 
Under Existing Law. 

(in millions) • 

General Fund 
Actual Estimated ProjeCted· Change 

1979,/l) 1fJ80.81 1981-112 Amount PerCent 
Taxes: 

Sales and use .. ; .. ; ......................................................................... . 
PersoJial income .................................................................. ; ...... . 
Bank and corporation b ...... ; ..................................................... .. 

Inheritance and gift. .. .............. ; ............................................. .. 
Ins\n'ance ......... , ... , ...................................... ; •. , ................ ; ............ . 
Cigarette ...................................................... : ................................ . 
Alcoholic beverage .................................................................... .. 
Horse racing ......................... ~ .................. :.: .......................... : ...... ;. 

Total Taxes .............................................................................. .. 
Other Sources: 

HeaJthCare Deposit Fund .................................................... .. 
Interest on investments ........................................................... . 
Federal Revenue Sharirig Transferd .................................... .. 

. Other revenues and transfers .............................................. ; .. . 
T~tal General Fund b ........................ ; .................... ; .............. . 

Speci8l F'uilt1! 
Motor vehicle: 

Fuel tax ......................................................................................... . 
License fee (in lieu) .................................... , ........................... .. 
Registration, weight and miscellaneous f~ ...................... .. 
Oil and gas tax revenues ........................................................ .. 

. Sales and use e .... : ........................................................................ . 

Interest on'investments ............... : .......................................... .. 
Cigarette tax ................................... ; ........................................... .. 
Bank and corporation tax b .................................................... .. 

Other ............................................................................................. . 
,Total SpecialFtinds b; .......................................................... : .. 

Total State Foods .;:: ....... ; .......... : .. ; ................................. ;.: ....... ;: .... . 

$6,521:5 $7,011.2 
6,506.0 6,650.0 
2,466.5 2,676.0 

465.6 575.5 
446.2 500.0 
204.7 198.8 
1~.0 145.5 
110.5 IOS.1 ---

$16,860.0 $17,882.1 

. $1131 $227.6 
546.6 451.6 
'lI6.2 'lI6.2 
188.7 217.9 ---

$17,984.6 $19,055.4 

$852.8 $83Ii.O 
672.2 707.2 
424.5 442.2 
308.9 455.5 
102.0 123.8 
117.4 Ill.2 

&5.4 83.4 
43.6 48.0 

3'l1.4 350.2 ---
$2,934.2 $3,151.5 

$00,918.8 $22,006.9 

$8,000.7 $989.5 14.1% 
7,435.0 7&5.0 U.8 
3,035.2 359.2 13.4 

531.5 -44.0 : -7.6 
5&5.0 .45.0 ..,\ 8.7, : 
003.6 4.8 2.4 
149.5 4.0 2.7 
~" '\'9.0 8.6 --
$00,034.6 $2,152.5 12.0% 

$223.4 -$4.2 .... 1.8% 
326.6 -125.0 -'lI.7 
18D.3 -95.9 -34.7 
254.8 36.9 16.9 

$21,019.7 $1,964.3 10.3% 

$827,0 ~$3.0 -0.4% 
813.0 IOS.8 15.0 
468.1 25.9 5.9 
505.8 SO.3 11.0 
139.3 15.5 12.5 
102.3 '-'8.9 -8.0 

&5.4 '2.0 2.4 
41.8 -6.2 .... 12.9 

357.6 7.4 2.I 
$3,34().3 ' $188.8 6.0% 

$24;3$1.0' $2,153;1 --g:r% 
a Detail mayn()fadd'to total due to rounding. ' 
b AB 66 (Chapter 1150, Statutes of 1979) increased bank and corporation 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: 
1980-8J and $41.8 million in 1981~. The Governor's ,Budget treats these transfers as direct special 
fund 'revenues from the bank and corporation tax, based upon proposed legislation. 

• AB 2092 (Chapter 634, Statutes of 1980) reduced inheritance and tax revenues by approximately $2.2 
million in 1980-81 and $127.1 million in 1981~. . , 

d Under current federal law, the General Fund will receive no additional revenue sharing funds after 
1981~. " ' , . ". . 

e Transfers to the Transportation Planning and Development Account in the Transportation Fund, ,as 
specified wider SB620 (Statutes of 1979) . 

Economic Unknowns and Uncertainties are Pervasive, Dominate Outlook 
',' As wJ"have stressed earlier, economic forecasting is the main source ofetror in 

revenue forecasting. In turn, unknowns and uncertainties regarding political and 
economic events are the main obstacles to accurate economic forecasting. These 
uncertainties seem to have become an increasingly serious problem ri:lcently, and 
this year is n(>exceptio'n:. They include: ,. " , ' ' , " ',' ' ,,' , 

• The future course of federal monetary policy; including the targeted, rates of 
monetary expansion, the ability of the Federal Reserve to achieve these tar-

A-37 



gets, and the effects of such actions on interest rates, credit availability and 
inflation. ' , ' 

• The prospects for a significant federal tax cut 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 facilities on the 
other (which argue in favorof investment spending) . 

.. Thepi'ospects for the health of our export markets in overseas econorriies, 
many of which are also battling high inflation and recession problems: ' 

• The outlook for energy prices and supplies, particularly imported oilfromlhe 
OPEC nations. 

• The effect which the recently released comprehensive revisions in the 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. ; , 
Given these factors, any economic forecast, especially 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 Expected 
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 projections are derived,. According to this 
forecast, 

• The national economy will experience a year of slow recovery in 1981, with 
real GNP rising by only 1.3 percent. This is expected to be followed by a much 
stronger perfOrIilance 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 profits nationally will rise ILl percent in 1981 and 10.9 percent ill 
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 recQvery. 

• California personal income is predicted to rise 11.9 percent in 1981 and 12.0 
percent in 1982. These gains are the lowest since 1977. Income grew by 13.8 
percentin 1978, 14.8 percent in 1979, and 12.5 percent in 1980. (Chart 7 
above.) " , 

• Consumer inflation is anticipated to decline, but nevertheless remain at rela
tivelyhigh 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 estimat~ 
ed at 11.4 percent and 9.4 percent, respectively. 

• Employment gains are projected to be only moderate, for a post-recession 
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 2.4percent (241,000 new jobs) in 1981, following only a 1.7 percent gain 
(165,000 new jobs) in 1980. Excluding 1980, this 1981 percentage increase is th,e 
lowest since 1975. The 1982 g$ 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 

California and the Nation 
.' (dollars in billions) • 

IfJIJJ &liii1ated 

A. 1JJe Nation 
GNP. in current dollars ............................................................... . 
GNP in 1972 dollars ..................................................................... . 
Personal income .......................................................................... .. 
Corporate· profits (pre-tax) .......................................... , ....... : ...... i 
Employment (in thousands) ....................................... : .............. . 
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) ..................... i .......... .. 
Unemployment (%) ............................ ; ......................... i .............. . 
Savings rate (% ).: .......................... ; ................................................ .. 

R Ctilifomia 
Personal income .................... , .......... ; ....... : ................ : .................. . 
Employment (in thousands).; .. i ............... ; ............. , .................. . 
Residential building permits (inthol,lSaIids) ........................ .. 
Consumer price index (1967=100) .: ....................................... . 
Unemployment rate (%) ..................................... ; ..................... . 

Level 
$2,571.4 
$1,421.1 
$2,122.1 

$230.2 
97,246 

1.28 
9.0 

181.0 
246.9 
180.2 

7.2% 
4.5% 

$256.6 
10,432 

140 
249.9 

6.8% 

Percent 
Change 

8.6% 
-0.7 
10.3 
~2.7 
. 0.3 

-25.8 
~15.5 

9:3 
13.6 
10.3 

12.5% 
1.4 

-32.8 
15.7 

a Source: Department of Finance.and1981-82 Governor's Budget. 

Table 25 

1981 Forecast 
Percent 

Level Change 
$2,851.7 .10.9% 
$1,439.5 1.3 
$2,343.2 10.4 
. $255.7 ILl 
98,6171.4 

1.37 6.9 
9.7 7.4 

198.1 9.4 
272.9 10.5 
195.1 . 8.3 

7.8% 
4.1% 

$987.2 11.9% 
10,897 4.5 

175 25.0 
278.4 11.4 

6.7% 

1!l82 ForeCast· 
P~t 

Level. Change 
$3,196.1 . 12.1 % 
$1,49!!.4 4.2 
$2,610.3 11.4 
. $283.6. 10.9 
.IPl,815 3.2 
. . 1.62 18.9 

iO.5 8.4 
213.1 7.6 
297.8 9.1 
209.4 7.3 

7.3% 
4.1% 

$321.8 12.0% 
11.378 4.4 

215 22.9 
304.5 9.4 

6.1% 

"California Employment Gains'by Major Industry Sector· 
1974-1980 

(in thousands) 

Sector 1974 1975 .1976 1977 1978 1979 1!J80 1981 198f 

Manufacturing ....... ,i .................................... i.' ................ 40 -107 64 77 '147 129 2 33 58 
Construction ........... : ........................................................ -10 -31 15 48 52 46 -32 -2 15 
Trade ........................ : ....................................................... 4~ 34 90 106 .144 106 45 70 109 
Services ............................................................................ 54 42 85 118 166 i49 78 103 146 
Govermnent· ............................. i .. ; .................................... 61 85 24 44 11 -21 33 6 10 

Federal ...................................................................... ;, ... 8 4 -8 -1 4 .2 2 ,..2· 0 
Other ..... ; ... ; ....................... ; ........................ ; ............... i. 52 .81 32 45 8. -24 31 8 10 

J\ll other nonagricultural wage and salary employ' 
'. mentb ......................................... ,; ................. :'.i ...... i. 19 -10 29 .51 .79 73 39 31 33 

Total Nonagricultural Wage and Salary Employ-
ment ........... , .............................................................. 213 13 3tJ1 444, 599 482 165 241 371 

Total Civilian Employment" ................................. ; 328 -65 360 487' 583 396 )46 465 481 
Percent change in; 

7,0% Wage and salarye!llployment ... c ........ ;;.: ........ ".,; .... 2.8% 0.2% 3.9% 5.4% 5.2% 1.7% . 2.4% 3.7% 
Total civilian. employment : ........... ; .... ; ...... i .... :' ..... ;i 4.0% -0.8% 4.3% 5.5% 6.3% 4.0% 1.4% 4.5% 4.4% 

a Data from Department of Fin;mce and E~ploYment Development Department. Detail m~~'not' add to 
. total due to. rotindiD.g. '. . . ' . '. . 
b Includesrriinirtg, transportation; communications, utilities,finance, insurance, and real esmte. . 
"InCludes nonagrictiltural wage and salary employmentplus (i) agricultural ernployme,tlt and (ii) nona-

griculturaleinployment which. is not wage and salary empioyment(such as self-proprietors). In 
.addition, the wage and salary data measures jobs, whereas the ciViljan emploYment dam measUres 

. peI:sons working. . 
(\ Deprutment of Finance projeCtions. 
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• Weakness will continue to characterize the housing markets,du~ to high 
. mortgage interesfrates and rising ,home prices .. u.s. houSing startsm 1981 are 

predicted to be only 1.4 million, 'a gain oforuy 6.9 percent over the depressed 
1980 level of 1.3 ffiillion. In California, building permits are expected to reach 

. only 175,000.\Vhile, up 25 percent from the 140,000 level of 1980, the projected 
198rievel remains 'well below the 200,000~plus rate which most economists 
feel is con,sistent with und~rlying housing demand in the state. 

-1 

Chart 15 

Annual Growth in California'Wage and Salary 
Employment 1970 to '1982 a (in thousands) 

Annual 
Percent 

Year :'Change 

1970 0.2% 
1971 -0.5 
1972 4.3 
1973 5.7 
1974 2.8 
1975 0.2 
1976 3.9 
1977 5.4 
1978 7.0 
1979 5.2 
1980 1.7 
198'; 2.4 
1982 3.7 

-33 

70 71 7'2 73 74 75 76 77 78 79 80 81 82 

a Source: Departmentol Finance and Employment Development Department. Data are estimated lor 1980 and 
projected lor 1981 a~d 1982. 

Finance Ec.,nollli~ .. ReflectsConcensus 
. Tables 26 and 27 show how the department's 1981 forecasts for key economic 

variables iIi the napon and CaliforIiia, 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 example; Finance's pro
jections fOr, the state and natiorl are between the highest and lowest predictions 
shown for all but two variables (CaliforIiia CPland "real" personal income 
growth). WhencomparedJo the averagepI"edictions made by the other forecast-
ers for CaliforIiia, Finance is: ..,. '. .• 

• ~lightly ie~s optinpstipregarding California personal income growth (11.9 
" '. ' percent versus 12.4 per~ent) and employment growth (2.4, percent versus 2.6 

perCtmt).:, ....... , .. ' ' ......: '. . ' , 
• Higher on itsCallforIiia CPI estimate (11:4 percent versus 10.1 percent): 
• Lo.weron its estimate of the state'sunempioyment rate (6.7 percent versus 

7Apeicenth and· . . . . '. '. '.' ...:' .. , 
",! Al,fnpst,ideiltjq,aJ r~gilrrliIlg r~s~dential ho'rileb4ildfug 8,ctiVity( 115,(lOOversus. 

173;000 Iiewbirlldillg 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 modest 
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economic expansion, with significant strength in the.ec~>nomy unlikely to appear 
until w~llafter the. fiJ,"stpa~t: ofJhe year. R.ecent data,~e consistent with this 
prognosis f()I;· a slow re~()very. in 19B1. For example, inJ)ecem~er 198O,seasonally 
adjusted retaiIriltes declined nlitionallY by 1.3 per~erlt fr()J:Il tlleir November level, 
wllile.lJ, s1,lryey ,released by tlu')U$. Commerce Department suggested thai 1981 
capital spendirig by businesses niight 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 Ws hilPpening 
has lessened somewhat, based on preliminary estiniates from the Department of 
Commerce that real GNP rclseat an annual rate of 5 percent in the fourth quarter 
of 1980. However, even if a decline occurs on it national basis, the odds are that 
California would escape. such a downturn because of the current strength in its 
light manufacturing, aerospace, electronics, and other high technol()gy'industries. 

Table 26 
Comparison of 1981 National Economic Outlook for Selected Forecasters 

New Housing 
Percent Change in Unemploy- CarSales Starts 

Real GNP Consumer Pre-Tax ment (millions (millions 
GNP Prices Prices ProRts Rate of units) ofunifs) 

Department of FinanCe ................ 1.3% 9.4% 10.5% 11.1% 7.8% 9.7 1.37 
Other Forecaster! 
United California Bank .................. 2.1% 8.5% 10.0% 4.9% 7.0% 10.2 1;55 
Security Pacific Bank .................... 0.5 10.2 10.4 3.5 8.1 9.4 1.40 
Wells Fargo Bank ............................. 1.2 9.5 9.6 N.A. 7.8 9.3 1.56 
Bank of America ............................ 0.5 9.6 9.7. -1.3 7.8 8.6 1.50 
Crocker Bank .................................. 0.0 9.1 10.1 12.5 7.9 8.9 1.35 
UCLA· ........ ; ....................................... 1.3 9.8 11.0 -4.1 7.8 9.4 1.44 
Chase 'Ecoliometrics ...................... 0.6 10;2 11.6 0.5 8.1 9.2 1.40 
Data-Resourbes .... : .. : .. ;; .................... O.B 9.8 11.0 -6.3 7.9 9.3 1.44 

Average of "Other" 
Forecasters ........................ 0.9% 9.5% 10,4% 1.2% 7.8% 9.3 L47 

a Forecasts as' of apprOximately year-end 1980. 

Table 27 . . 
Comparison 011981 California Economic Outl.ook for Selected F.orecasters 

Personal 
Income 

Departrilent.of Finance ........... ,........ 11.9% 
OtlikJi'orecaster! 
Uriited Califorilia Bank .................. :. 12.9% 
Security Pacific Bank ............. : .... ,..... 12.5 
Wells Fargo Bank ........................... :.. 13.0 
Bank of America ............................... ; 12.0 
Crocker Bank ...................................... 11.2 
UCLA ................ ;................................... 12.6 

A ~era~~~f "Other" . . 

PerrentChange in: 

Consumer 
Prices 

11.4% 

11:0% 
. 10.2 

10.0 
10.0 
10.0 
9.6 

"Real" 
, PersOllal 
Incomt! 

0.5% 

L7% 
2.1 
2.7 
1.8 . 
1.1' 
2.7 . 

Wage and 
Salary 

Employment 
2.4% 

M% 
·2.7 

2.8 
2.2 
1.6 
~.O 

Unemploy
ment 
Rate 

6.7% 

6.5% 
7:6· 
7.0 
8.0 
7.5 
7.5 

Forecasters .................... ;..... 12.4% . 10:1% 2.0% 2.6%. 7.4% 

New 
Reskiential 
Budding 
Permits 

(thousands) . 
175 

185 
170 
175 
175 
165 
169 

173 
a Forecasts as Qf apprOximately year-end 1980. , . ..' . . . . 
bDefuied as personal income"growth adjuSted.(()r C)lS~omer price iilflation, If the GNP consumption 

expenditUres deflator were .used instead of thec;PI, "Ileal" personal income growth would,be some-
what higher. .. ..' 
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a. General Fund Reven!les in the. Budget Year . 
Ceneral Fund income is projected to reach $21.0 billion in 198~ -82, a gain of $2.0 

billion ( 10.3 p~rcent). These General Fund receipts can be separated into three 
broad categories: revenues from: major taxes, interest income from investments, 
and various other income and transfers. As shown in Table 23, each of these 
categories is projected to perform differently in 1981-82: 

• Major taxes---"which produce over 96 percent of General Fund income-are 
eJl1>ected to rise by 12 percent .($2.2 billion), to $20 billion. This percentage 
gain is basically identical to the increase in California personal incom~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 
evengreater-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. 

• 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 indication of 
the underlying growth trend in the 1981-82 General Fund revenue base; 

Our review of the department's estimates shows that the projected 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 aSSUIIJptions, 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 million for the bank and 
corporation tax, and only $3 million for the sales and use tax. 

Table 28 

Comparison of Department of Finance and Legislative Analyst .1981-82 
Revenue Estimates for Major Taxes, Assuming Finance's Economic Assumptions 

(in millions) 

Finance 
Personal. Income Tax ....................................................................................................... ..... fT,435 
lIank and Corporation Tax .... ; ............................................................... ,............................. 3,035 
SaI~s .and Use Tax; ................................................... : ................................... ,......................... 8,001 

Total, ThTee Major Taxes ..................................... ,.......................................................... $18,471 

Alternative Revenue Scenarios 

Legislative 
Analyst 

$7,493 
3,065, 
8,004 

$18,~2 

IJifference 

+$58 
+30 
+3 

+$91 

:.;.., . 

As discussed in the introductory section (Table 14), we constructed two alterna
tive revenue scenarios, based ona more optimistic and a more pessipllstic group 
of economic assumptions than Finance· used in the budget '. In structUring these 
scenarios; we examined 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-



sary because most outside forecasters do not themselves projeCt that far into the 
future,.at,leastpublically. We also made assUmptions about certain economic 
vanable~like CalifQrniataxablesales and California corporate profitS-:-whi6hare 
not generally predicted by most private sector economists . 
. "<The high revenue scenario assUIiles that CaHfornia personal income growth 

will reach 13 percent 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 55.9 
percent in 1980 to 57 percent in 1981 and 57.5 percent in 1982. 

• The low revenue scenario assumes 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 anu 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. 'Nhich 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 possible to find economists to support either end 
of this 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 ($785 million) over the current year. This growth far 
exceeds the 2.2 percent increase ($144 million) predicted for the current year. The 
main reason for this growth differential is indexing: 

• In the 1980 income year-which accounts· for about two-thirds of 1980-81 
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 fromJune 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 marginalfucome 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. 

• In the 1981 income year-which accounts for about two-thirds of 1981-82 
revenues--the indexing adjustment factor is projected to be only 10 percent. 
Because this factor is less 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. 
• In the 1982 income year-which accounts foraboutone-third of 1981-82reve

nues--incoxne 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 
9.5perceJ).t). ,The re~UltiIJ.g 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 law. Thus, 1982 tax liabilities will rise by about 13.6 
percent; . . , 

Given the return to partl3.l indexing arid theexp~ctatiOnthat. the CalifoFnia 
economy will eiperience positive real growth' lll the years to come, personal 
income rurevenues can probably be expected to grow an average .of 10 to 20 
percentmoie, rapidly .than income .. 



Indexing <:;o.ta RiaeRapidly 
Chart 16 shows hew, indeXing has affected personal income tax revenues: 

...• In 1981"'-8.2, iilcome tax reVenues Will be $2.7 billien (26.3 percent) lower than 
withoutindexiilg.. ". ' . 

• Income tax revenue growth in 1981-82 would be 18.7 percent without index-
ing, compared to the projected increase of 1l.~ percent. , 

• The cumulative cost of indexing s~ce 1977-78 Willreach$5.7billionby1981-.' . . , 

In addition to these significant impacts on the level and rate of growth in income 
tax revenues, indeXing has also made it more difficult to forecast accurately the 
personal income tax. This is because it makes the exact mix between inflation and 
real income growth more important than before, and this mix has beenincreasing
ly hard to predict. As a result,there is a greater potential now than ever before 
for errors in estirilating current year and budget year income' tax revenues. The 
errors could go in either direction .. 

Chart 16 

Effects of Indexing on California Personallnco,meTax 
Reven~es a (in ~illions) 

$1 

(I) 
::l 
c· 
(I) 
> 
(I) 

a: 

1977;...78 to 1982~3 
c=::J Personal Income Tax revenues after indexing 

t::Win@ Revenue reduction. due to indexing b . •.•...•.... ;.; ............. .... 

Revenue reduction due to one-time special 
tiix credit c 

6.5 6.6 

78-79 7S:-80 8<Hl1 

8.6 
7.5 

81-82 82~3' 

a E~timate~ by Legislative :Ana!yst. .'. '.,," '. .' 
b AB .3802 (Chapler 569. Sialuies of 1978) provided Ihal inco()'le lax .brackels be indexed by.lhe amounl of inflalion above 3 
percent,beginning)n .1978. and also that jhe standarq dedl!ction, person~1 cr"edits and dependent ~redit be ,fulf.J, in~ex~d 
beginning in 1979. AB 276 (Chapler 1198. Sialuies of 1979) provided Ihal income lax brackels be fully indexed by Ihe inflation. 
rate, but only for the. ,1980 and 1981 income years. If this full in~exing were continued in 1982; and thereafter, 1982~3 revenues 
would be furlherreduced by aboul $235 million . 

. cAS 3802 increa·sed ih~ personal"income tax credit for 1978 by $75 for single return taxpayers and by $150 for joint"return 
taxp.ayers. . 

StrongerSalea Tax Growth 
'Rev~nue fromt~e sales and us~ tax is projected to reach $8 billion, a rise of14.1 

percent. ($990 million). In contrast, . the estimated 1980-:81 gain is only. 7,() percent 
($490 million)" The r~ason for this strerigthening is not so mucl:ltha~ t~able. sales 
are exPected to be abnormiilly strong in 198i and 1982, as that taxable sales in1980 
were abnor~ally weak,. . .. ' .. + 

• Taxabl~ salesin,calendru: 1980 rose only 8.8 percent, as shown iIi Table 29 and 
Chart 9 earUer. This was the lowest increase since 1975 (7.9 percent) andwas 
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 1981 and 13;8 percent in 
1982. Althq~gh these increases exceed projected personal income growth 
(11.9 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 personal 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 whe~her developments . affe<:ting. interest 
rates Il.nd credit availability will stiJnulate or depress the level of expenditures. 

Table 29 

California Taxable Sales 
(in biilions)" 

1979 191§) 1981 1982 
Percent Percent Percent Percent 

Taxable Sales Category Amount ChaiJge Amoilnt Chaiige Amount Change Amount Change 
-Retail stores (excluding motor vehicles and 

building) ............................................................ .. $52.3 13.5% $57.1 9.1% $63.3 11.0% $70.8 11.7% 
,-:Motor',vehicleS and auto parts .;; .. , ......•. ;.: ........ . 16.6 4.1 15.3 -8.0 17.1 10.8 ' 20.0 17.9 
-Gasoline (service stations and rellneries) .... .. 13.7 34.7 18.1 32.0 21.6 19.2 25.0 15.9 
--'Building activity ................................................... . 
-Manufacturing and wholesaling ....................... . 

14.1 19.2 14.2 0.6 16.1 13.4 18.9 17.1 
35.0 18.8 38·7 iO.6 43.0 11.4 48.6 12.8 

Total Taxable Sales .................................. : ...... . $131.7 16.1% $143.3 8.8%$161.0 12.4% $183.2 13.8% 
Total Taxable Sales Excluding Gas ............. . 118.0 14.2 125.2 6.1 139.4 11.3 158.1 ' 13.4 
Ratio of Total Taxable Sales to Personal 

Income .. ~ ........................................................ . .578 .559 .560 .569 
a Source: Department of Finance. 

Gasoline Sales Taxes Increase Despite Volume Decline 
As Tables 29 and 30 show, increased gasoline prices have made gasoline a key 

source of taxable sales growth. These gasoline sales-:-which include the taxable 
sales of both service stations and refineries-:-are projected toaccourit for over 13;6 
percent of total taxable sales by 1982, up from only 10.4 percent as recently as 1979. 
Without gasoline included, taxable sales growth is only '6.1 percent (instead of 8,8 
percent) in 1980, 11.3 percent (instead 002.4 percent) in1981 and 13.4 percent 
(instead Of 13.8 percent) in 1982. 

Despite. the growing, importance ·of gasoline as a component of· taxable sales, 
however ,the annuaIpercent growth in taxable gasoline sales appears to be slow
ing. As shown in Table 30, 

• Retail gasoline sales rose by nearly 32 percent in both 1979 (a rise of $2,3 
billion) and 1980 (a rise of$3billion).However, . " .. '. '. .', .' 

.. 'Thehudget antiCipates .that sales will grow at'slower rates in both 198i (i5 
, percent, or $1.9 billion) and 1982 (17 percent, or $2.5 billioll). , ' 
This reflects a slowdown in the rate of growth in gasollile I>ri~es, accompanied 

by. continued declines in gasoline consumptioa. l"or example, Table 30 shows that: 
'.;. The increase 'in the average priceper gaUon.of gasoline' was; over' ~4 percent 

in 1979 and 36 percent in 1980. In 19a1 and 1982, however,the increase is 
" projected at only 17 percent to 18 percent; and ',' . .' . 

• Total 'retail gasoline consumption (measured in, gallons) hasfalleri by 1.5 
perceatin 1979,4. percent ill 1980, 1.5 percent in, 1981' (projected) and 1 
percent in 1982 (projected). In 1980, the decline was so large that 1980 taxable 
gasoline sales were overestimated last January by $300 million despite higher 
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than predicted prices. 

Table 30 
Budget Assumptions Regarding Gasoline Prices and 

Consumption Levels· 

00/iJu Amount 
GaBom of Average Price of Retail· 

Gasoline Sold Per GaBon GlIS()line Sales 
Calendar Year (millions) of Gasoline" (billions)' 
1978 (annual average) .......................................................................................................... .11;387 $0.64 $7.3 
1979 (annual average) ............................................................................. ,............................ 11,220 0.86 9.6 
JfR) 
1st quarter ............................................................................................................................. . 

~: ::::: .. :::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 
4th quarter ............................................................................................................................. . 

Total ................................................................................................................................ .. 
198J 
1st quarter ................................................................................................................ : ........... .. 
2nd quarter· ................ ; .......................................................................................................... . 
3rd quarter ............................................................................................................................ .. 
4th quarter ; ................................................ ; ........................................................................... . 

Total ................................................................................................................................ .. 
J982 
1st quarter ............................................................................................................................ .. 
2nd ·quarter ........................................................................................................................... . 
3rd quarter ............................................................................................................................. . 
4th quarter ............................................................................................................................. . 

Total ................................................................................................................................ .. 

2,633 
2,714 
2,760 
2,660 

10,767 

2,580 
2,673 
2,719 
2,633 

10,605 

2,554 
2,646 
2,692 
2,607 

10,499 

• Before application of the sales tax. Detail may not total due to rounding. 

$1.14 $3.0 
1.19 3.2 
1.17 3.2 
1.18 3.1 - -

$1.17 $12.6 

$1.25 $3.2 
1.35 3.6 
1.40 3.8 
1.48 3.9 - -

$1.37 $14.5 

$1.~ $3.9 
1.59 4.2 
1.65 4.4 
1.70 4.4 -

$1,62 . $17.0 

Obviously, projections of retail gasoline sales must be highly qualified because 
of uncertainties regarding the impacts on gasoline prices, production, inventories 
and sales, of domestic oil pricedecontrol, "excess profits" taxation, future OPEC 
decisions, gasoline conservation by consumers, and the sensitivity of gasoline de
mand to future price increases. 

Bank and Corporation Taxes Share in Recovery . 
Bank and corporation taxes are expected to rise by 13.4 percent ($359million) 

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 corporation effective state tax rates underAB 66. These increased rates 
are projected to raise state General Fund revenues by at least $140 m~on, net of 
the AB 66 special fund transfers... . . 

As shown in Table 21imdChart8 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 
~.9 percent gains of 1980 and 1979, respectively, but far less than the gains of 1976 
through 1978, which averaged nearly 24 percent. 
. There are a number of factors which complicate the projection of bank and 
corporation tax revenues thisyear; These include:" 

•. The impact which general economic developments in 1981 will have on such 
profit~deteimining variables as sales volumes, borrowing costs for the financ
ing of mventories and capital investments, arid unit labor costs. 
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• The direct and indirect effects of oil price decontrol and "excess profits" 
taxation.oneriergy-producing and energy-using industries, and 

• The effect of economic conditions on the timing of corporate tax prepay
ments. COrporations aI'ecurrently allowed considerable latitude in making 
these payments. 

Ot~.r Major.Taxes . 
'fa,ble2:3 shows that General Fund revenues from taxes other than the three 

.. niajor leVies are projected at about $1.6 billion; an increase ofB.3 percent ($120 
million) over 1980-81. These. taxes include the insuran.ce tax ($565 million), the 
inheritance and gift taxes ($532.niillion), the cigarette tax. ($204 million) ,alcoholic 
beverage taxes ($150 million) and h;orse racing-tela.tedrevenues ($114 million). 
Because some of theseta,xes aremoresensitive to economic conditions than others, 
their· growth rates vary·. COnsiderably .. For' example,cigarette tax revenues are 
expected to rise byonly2A percent; whereas the projected growth in insurance 
trui:collectionsis 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 
f>34,Statutes of1980) whichiIicreasedvarious tax exemptions for inheritees. With
otitthesecllanges,prbjected 1981-82 inheritance and gift tax revenues would have 
peen $127inilliongreater, resulting ina growth of14.0 percent ($81 million) over 
~he current: ye::u\ ... 

Continued Decline • in ·I~terest . Income 
The General Fund receives infet~stincome from thr~e primary sources: (i ) the 

iIivestmeiltof surplus inonies left'over from the prior year,· (2) earnings on bal
ances in the Pooled Money Investment Account (PMIA) which are not Ceneral 
Food balances per se but on which the General Fund nevertheless earns interest 
income, and (3) the .balance of General Fund monies being held idle at anyone 
moment because ofthetilne lag between when revenues are collected and dis
bursementsare made.()f these three, the last is currently the niostimportant 
source of interest .income. 

The budget projects that· General Fund interes.t income' will be. about. $327 
.. ~illiori ih1981i82,compared to about $547 ffiillion in191~0 and $452 million in 

thecu,rrentyear. 'Ilris projectionassuIlles that: . .. . ......... ' . ' ..•.... 
.• rke av~rage fiscal year b8Jancein the PMIA for .H)~1-82wfu pe .$5.7 billion, 

a drop of $1.8 billion fr0Ill the cUrrent year~ theayeragebalaiice has declined 
because the state has been spending more thili{i(.receives in current reve" 

... nues;.' ...•. . '.. . ......... ';Y,' .:. .. . 
• ,ThiJ General Fund shar~ offuridsin the PMIA Will be about 56 percent; 
• . The4verage interest yield on . PMIA investments in 1.981-82 will be 10;25 
· percent, ThiscomparesJoan a~.tualaverageyieldfor the first half of 1980-81 

of about 10,2 percent,anli an estiIhatedyieldfor the second half of .about 11 
. Percent. . . 

FhuIlYearforF~der~IRevenue Sharing' 
,~n.sE:lI>teril:bE:lr19~,Jhe· federal revenuesharingprOgramfot states terminated, 

..•. T~E:l·9~netal.Ftiri'&WiUreceive a: transfer of $18(1.3milliop.fr~in the state's Federal 
.... ·aE:lS~ry,e:.~hal'irigFundin 1981-82, which willexhaustJb.e·revenue.sharing monies. 

currenHyavailable to the state. Since 1973:-74,the General Fund will have re
.ceive<l;ileaily $2.2 billion in federal revenue sharing mbnieS. . .... ..' " 
.... , .••.. Congress has enacted legislation authorlzing funding for tbE:!. program forfederal 
fisqalyears 1~82al1cll~.$3"butreceipt offunds is cOQtingent on a.dollar-for-dollar 
. r;~d\;#~ori in9ategoncal ft,mds receiyedbyt~estate: In'additi6n, no'appropriaition .. 
was ptovidedfor in the legi~lation, SO fundiilgiscOIltingent oI).:further congression-· 
al action. ... . . ... '. . .. '.. . . '.' 



Major 1980 Tax Legislation 
Legislation enacted during 1980 will redu~eGeneralFund revenues and trans

fers ·by nearly $2i8 inillion in 1981-82. 
• Personal in~oI1i'e taxes have been reduced by $63 ITiillion .. This, includes the 

effects of AB 2030 (a $40 million reduction) ,which provided a 40 percent tax 
credit for certain energy conservation expenditures, andAB 2036 (a $15 mil
lion reduction), which renewed the 55 percent solar energy credit for three 
years. The General Fund cost of AS 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 partially compensate 
the General Ftind for its revenue losses. . ' 

• Horse racing revenues haveheen lowered by $30 million under AB 3383, 
which extensively revised the statutes regarding horse racing and parimutual 
wagering activities. 

• Inheritance iuid gift taxes have been revised 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. 

• Bank and corporationtaies were lowered by over $35 inillion. This includes 
a $10 million reduction under A132030 above, plus another $16 inillion decline 
due to AB 472, which made certain changes in the unitary method of taxing 
California-based corporations .. 

b. Special fund .Revenues i., the Budget Year '. . 
Combined revenues from all state specilil funds are projected to reach over $3.3 

billion in. 1981-82, or 6.0 percent ($189 inillion) above the current year estimate 
(see Table 23)... . '. . . . .' 

About . two~thirds' of the. revenues from these. special funds come from motor 
vehicle"rela:ted levies, including gasoline.taxes, license fees and registration fees. 
These vehlcle-relatedlevies are expected to rise by about $129 inillion (6.5 per
cent) in the budget year, to a.level of about $2.1 billion. Of this total, nearly $830 

. million represents· fuel' taxes imposed on a per gallon basis. 
As shown in Table 23,1981-82 fueltax revenues ~reprojected to decline by 0.4 

percent. Thisisthe·fourth yearin.a row that dollar revenues have fallen. This 
neg!ltive growth reflects the drop-off in gasolitie 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 
impacts of higher. gasoline prices on consumption. Thus, higher gasoline prices 
reduce the growth in fuel tax revenues, even though they tend to stimUlate sales 
all,duse tax revenues. The. fuel tax estimate assumes that average gasoline con
sUmpqon per vehicle will dtopfrom 590 gallons in 1979-80, to. 561 gallons in 
1980-81 ~d 542 gallons 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. 
T~s projection assumes a3.7 percent and a 9.6 percent increase in vehicle registra
tions in 1981 and 1982, respectively" and a total stock of 20 inillion registered 
vehicles in California by the end of 1982; . . . ' .. 
. Thteeother sources ofspecialftIDdin~onie deserve mention: .' . 

• .The Transportat1oIl,'p'lanning and Development Account will receive $139 
niillion in 1981-82 fro'msaIes and use tax colle.ctions because of both higher 
gasoline prices and,the provisions of SB 620 (Chapter 161,Statutesof1979), 
upfrom $l24cii:llioninthe current year and $102 inillion inthe prioryear. 
Before 1979-80, the traJ:lsfets into this account generally were'negligible. 

• 9il andgas taxrevenuesare projected in the Governor'sBudg~t t? re~ch$506 
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million in 1981~2, up 11.0 percent from thecurrentcyear. (This estirilate 
assumes that $50 million .will be paid as federal windfall profits taxes, It now 
appears that some of this $50 mV-lion 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 continuing escalatiQn of crude oil and 
gas prices in' domestic and world markets. 

• Under the provisiom- 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 1981~2, 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 institu,tions. 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 Governor intends to propose legislation to 
change this treatment. 

III. STATE BORROWING 

Overview 
Th~ State of California issues both general obligation and revenue bonds. These 

bonds have the following unique characteristics. 
• General obligation bonds are backed by the full faith. and crEldit of the state. 

This type of bond must be authorizeli by atWo~thirds vote. of botbhou.ses of 
the Legislature and then be approved bythe·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 proj!,!cts which are financed from these 
bond proceeds; This type of bond.is aJ.!thorized by a majority vote of both 
houses of the Legislature, and does notrequire 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 197~, the sale of revenue bonds, for the first tirile, 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 combined effect of recent sales of both state 
and local bonds. . 

A. G~NERAL OBLIGATION BONDS 

Bond Categories 
General obligation bonds are debt instruments which are backed with the full 

faith and credit of the state. California's general oblig~tion bonds are grouped into 
three categories, depending on the exterit to which debt service is assumed by the 
state:' . 

(1) Gener!!l Fund Bonds. The debt service on these ponds is fully. paid by the 
General Fund. . ." . . . 

· (2) Partiatly Self-Liquidating Bonds; The only progt;amfallinginto this category 
is school building aid. Prior to 197&-79, qebt service on these bonds was paid 
in part by the state and in part-<iepending on local assessed valuations-by 

A-49 



local school districts. Assessedvalmitions have now reached such a level that 
the'stllte has been relievedqtany"ae.'bts~i"Vice paymerits. 

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

Status of Bonds Authorized 
Table 31 provides detail on the three categories of general obligation bonds. As 

of December 31, 1980, the state had over $1.8 billion inunsold bonds, $515 miili~ri, 
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, leaving$6.3})illion 
outstanding. During the 1980 calendar year, two new general obligationhond 
issues-$285 million for Parklands acquisition and $750 million forveterans'farm 
and home building bonds-were passed by the Legislature and approved by the 
electorate. 

Taible 31 
General Obligation Bonds of the State of California 

As of December 31, 1980 
(in millions) 

Authorized 
General Fund Bonds: 
State construction ................................................................ .. 
Higher education construction ........................ , .................. . 
Junior' college"construction ......... :; ...................................... . 
Health science facilities construction .: ......... : .................... ' 
Community college construction .................... , ..... , ............ . 
Beach, park, recreational, and historical facilities ........ .. 
Recreation and fish and wildlife ....................................... . 
State, urban, and coastal parks ...................... ;.:; ..... ~ .. ;; .... :.; . 
Parklands acquisition and development .............. ;; ... ; .... :.' . 
Clean water ............................. : .................................................. ' 
Safe drinking water ...................... , .... , ................................... .. 

Subtotals ....................... : ................................................ : .. . 
PartiaDy Self-Liquidating Bonds: 
School building aid ................................ , ............... , ...... , ...... .. 
Self-LiquidatingBonds: . • 
Water resources development ...... , ........................ ,;.; ........ , 
Harbor bonds ........................................................................ .. 
Veterans' farm and home building ......... , ......................... . 

Subtotals ........... : ..................................................... " ........ .. 

$1,050.0 
230.0 
65.0 

155.9 
160.0 
400.0 
60.0 

280.0 
285.0 
875.0 
17S.0 

. ($3,735;9) 

$2,140,0 

1,750.0 
89.3 

4,000.0 

($5,839.3) 

Totals.................................................................................. $11,71S.2 

Bond Program Sales 

Unsold Redemptions 

. $621.S 
113.2 
30.8 
27.3 
43.3 

$35.0 lll.S 
20.5 

135.0 12.0 
285.0 
410.0 91.0 
125.0 

, ($990.0) ($1,071.1) 

$65.0 $1,119.7 

1BO.0 . 68.8 
60:4 

600.0 1,289.4 
($7BO.O) ($1,418.6) 

'$1,835.0 $3,609:4' 

~trtapdmi 

$428.S 
' 116.8' 

34~2 
128.6,' , 
116.7 .' 
253.S 
39.S 

133.0 

374.0 
50.0 --

($1,674;8) 

$955.3 
,.,.'" 

'1,50U 
28.9" 

. 2,1l0.6; 
($3,640.7) 

$6,270.8 . 

Table 32 shows general obligation bond sales on a fiscal year basis for the past, 
current, and budget year: Two programs-,.dean water and veteran's farm and 
home building~represe,Jlted 76 percent of lQ7~ sales, !l,nd Ilcpountfor, about 79 
percent ofthe neVI' general ()bligationbond indebtednes~p:rojecte(l for, both: 19&Q,-
81 and 1981~2. ' ,... . " . .. 

General Fund Debt Service.. '. . .. .. , .. J'\; . , , 

Table. 33 projectst:heam(>tlI1tof debtservicet() be. paid onpondsfully supP9r~e9 
by the General Fund thr(»)lgh 19/3:3-,84. Dtlring the budget year,debt servjce ,will 
increase $19.3 million,or9,1.per~ent, over the current year. All pHh!:l debtservice 
estimates in Table 33 are based on specific estimates of anticipated future b?nd 
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Table. 32 
General Obligation Bond Sales 

1979-80 to 1981-82 
(in millions) 

Beach park, recreational and historical facilities ............................................................... . 
Clean water ................................................................................................................................ .. 
Safe drinking water .................................................................................................................. .. 
State, urban, and coastal parks .............................................................................................. .. 

Subtotals, General Fund Bonds ................................................. l.. ................................... . 

~!:!:S~=:~ ~~~~·b;;ndfug·b·::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 
Totals .................................................................................................. ; .................................. . 

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

Actual 
J979-80 

$30 
100 

20 

$150 

475 

$625 

Estimated Proposed 
JfJ80....8J J98J-82 

$25 $10 
50 125 
20 25 
65 75 -- -

$160 $235 
25 

450 300 

$635 $535c 

C Department of Finance projections of $685 million include another $150 million in sales of veterans bonds 
not yet approv~ 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) 

Debt Service b 

19'7!h'!O .......................................................................................................... $19'7.0 
1980-81 ....................................................................................................... ;.. 212.0 
1981-82 .......................................................................................................... 231.3 
1982-83 d ...................................................................................................... 251.0 
1983-84 d ...................................................................................................... 270.0 

Percent Change 
from 

Previous Year 
6.0% 
7.6 
9.1 
8.5 
7.6 

Anticipated 
Future 
Sales c 

$140.0 
235.0 
200.0 
200.0 

• All figut-es are estimates except for 1979-80. 
b Includes estimates debt service only on bond issues presently authorized by the electorate. 
C An average interest 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. 

Seleded Bond Fund Expenditures 
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 BondF'mdExpendi~ures 
, 1979-80 to 1981-82 

(in thousands) 

Higher education consbuction .............. : .................................................. . 
Health science facilities consbuction .................................................... .. 
Community college consbuction ............................................................ .. 
Beach, park,recreationai, and historical facilities ............ , .. ; .............. .. 
Recreation an~ fish and, wildlife .............................................................. .. 
State, urban, and coastal parks ................................................................ .. 
Parldan~ acquis.ition and development.. .............................................. .. 
Clean water ....... : ........................................................................................... . 
Safe drinking water ........................................................................ ' ............ .. 

Totals .............................................................................................. ;.: ...... . 

Actual 
/!ll!J../J{} 

$373 
5,279 
2,357 

37,558 
355 

62,556 

71,435 
13,101 . 

$193,014 

. Estimated' 
1!J80.81 ' 

$26 
1,340 

36,488, 
211 

102,057 

95,691 
36,782 

$272,595" , 

Proposed 
lfJt1)..81 

$2,618 
" 641 
,,1$1 
.' 8 
, 2,6lf1, ' 
22;925 
93,638 
36,887 

$160,671 

The failure of the budget to ~ve realistic picture of bond expenditures 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 midyear estimates and" consequently, improved inter~year com
parisons. 

B. STATE REVENUE BONDS 

Bond Categories 
Agencies of the state also issue revenue bonds. These are not, however, general 

obligation issues, as only the revenue generated from the financed project is 
pledged as security. This type of debt instrument has been used by the state 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) 

Iss.uing Agency 
California Education Facilities AuthOrity .................. .. 
California Housing Finance Agency ................. : ........ .. 
California Pollution, Control Financing Authority .. .. 
Transportation Commission ....... , .............. " .................. .. 
Department of Water Resources ............. : ................... . 
Trustee's California State Colleges and Universities 
Regents' University' of California ................................... . 
State Public Works Board ................................. , .......... .. 
Hastin~ College of Law .. ,. .... : ......................................... . 
Vet~rans Revenue Debenture, .................... ; ................. . 
California National Guard ; ...... : ..................... ~.: ......... ; .. .. 
California Health Facilities Authoiity ........................ .. 
California Student Loan Authority ............................. . 
California Alternate Energy Source Financing 

Authority ......................................................................... . 

Totals ........................................................................... . 

Authorization 
Limitr-U Any 

$300,000 
1,500,000 

(no statutory limits) 
(no statutory limits) 
(no statutory limits) 
(no statutory limits) 
(no statutory limits) 
(no statutory limits) 
(no statutory limits) 

, 1,000,000 
100,000 
767,000 
150,000 

200,000 
$4,011,000 a 

• Totals include authorizations with statutory limits only. 
Source: State Treasurer's office. 
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Oulstamjing 
$130,415 
761,985 
372,457 
113,210 
45,725 

138,858 
170,649 
19,330 

Remaining 
,Authorization 

$169,585 
738,015< ,", 

N/A 
, N/A ... 

N/A 
NiA 
NiA 

, NIA 
,.' ",' N/A. 

500,000 500,000 ' 
~,ooo . J5,1KM); 

$2,682,629 

>(,., 'i~:: 

200,000 
$2,699,600 a 



Table 35 provides detail on thefQurteendifferent 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 housing 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 limitations on the face value that can be issued. 

Growth in 'Revenue Bonds 
In 'recent years;the amount of revenue bonds outstanding has risendramatical

Iy. Chart 17 shows the increase 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 millions) 

Dollars ' 

$2,000 

1,500 

1,000 

500 

Bond Sales 

D 
II) 

Total Outstanding (entire bar) 

Annual Sales 

70-71 71-72 72-73 7~74 74-75 75-76. 7fr-77 77-78 78-79 79-80 

Table 36 shows revenue bond sales for the past three years. Estimates of current 
and budget year sales are not available at this time. Revenue bond issues are not 
scheduled as far in advance ·as are general obligation ·bond. sales.' Two housing 
programs-:-Califorilia Housing Finance Agency and yeteransrevenue boilds~ 
accounted for 76 percent of 1979-80 sales. 

Sales'of state revenue bonds, as shown in Chart 18, exceeded general obligatioil 
bondsii!es for theflrst time in 1979-80. Most revenue bonds are not subject to the 
9.percent interest rate ceiling which has recently' dampened t~esale of general 
obligatipn bonds. ' 
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Table 36 
State Revenue Bond Sales 

1977-78.to 197Wo 
(in n:iillions) 

Issuing Agency 
California Education Facilities Authority., ...... ; ......................... ; ........................ . 
California Housing Finance Authority .............................................. ~ ................ . 
California Pollution Control Financing Authority .......................................... .. 
Transportation Commission ................................................................................... . 
Department of Water Resources ........................................................................ .. 
Regents University of California .............................. ; ......... ;;.: .............................. .. 
Veterans Revenue Debenture ............................................. : ................................. . 

Totals .................................................................................................................. .. 

Chart 18 

Annual Sales of State Bonds 
1975-76 to 1979-80 
(in millions) 

o General Obligation bonds 

IITl State Revenue bonds 

1977-78 
$45.4 
172.4 
47.3 
20.0 

; 2.6 

$287.7 

76-77 77-78 
Fiscal Year 

C. LOCAL BORROWING 

78-79 

1978-79 
$12.0 
250.0 
78.5 

$340.5 

1979-80 
$24.5 
371.7 
32.8 

79--80 

95.8 
25.0 

200.0 

$749.8 

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"exemptbonds 
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 bo~d sales, especially 
by redevelopment agencies,over the last. three years: For example, in 1977:""78, 
locaIhousing bonds were $93.2 million, or about 5 percent of total local bond sales. 
In 1979-80, 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 ~ocal 130nd~ales 

1977-78 to 197s.:.ao 
(in millions) 

Counties: ................................................................................... . 
Housing ................................................................................. . 
Other ..................................................................................... . 

Cities: ......................................................................................... . 
Housing .............................................................. , .................. . 
Other ..................................................................................... . 

Special Districts: 
Schools ................................................................................... . 
Redevelopment agencies: ................................................. . 

Housing ............................................................................. . 
Other ................................................................................. . 

Other special districts ...................................................... .. 
Housing ............................................................................. . 
Other ................................................................................. . 

Subtotals ......................................................................... . 
Housing ............................................................................. . 
Other ................................................................................. . 

Special Assessments ............................................................... . 

Totals ................................................................................. . 
Housing ......................................................................... . 
Other ............................................................................. . 

1977-78 
$60.5 
(28.2) 
(32.3) 

$462.9 

(462.9) 

$129.8 
5117.3 

(0.9) 
(506.4) 
670.1 
(64.1) 

(606.0) 

$1,307.2 
(65.0) 

(1,242.3) 
29.5 

$1,860.1 
(93.2) 

(1,766.9) 

1978-79 
$13.7 
(12.4) 
(1.3) 

$358.0 
(lll.2) 
$246.8) 

$58.7 
448.1 

(241.3) 
(206.8) 
623.5 

(623.5) 

$1,130.3 
(241.3) 
(889.0) 

14.0 
$1,516.0 

(364.8) 
(1,151.2) 

197f)...8{) 

$9.0 
(8.6) 
(0.4) 

$468.9 
(211.9) 
(277.0) 

$95.9 
1,150.4 
(948.3) 
(202.1) 
814.0 

(814.0) 

$2,060.3 
(948.3) 

(1,112.0) 
54.6 

$2,612.8 
(1,168.8) 
(1,444.0) 

D. COMBINED STATE AND LOCAL BORROWING 

Housing 
as Percent of 

197f)...8{) 
Total 

95.6% 

43.3 

82.4 

46.0 

44.7% 

The combined state and local borrowing in recent years is shown in Table 38. 
Between 1977-78 and 1979-80, 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 combined state sales during the period, although the rate of gain for 
state sales was much faster. 

Table 38 
Annual Sales of State and Local Bonds 

1975-76 to 1979-80 

1975-076 .............. , .................................................. . 
197();..77· ......................................... ; ....................... . 
1977-78 ................................................................. . 
1978-:79 .... , ........................... ; ... , ....•. ; ....•.................. 
1979410 ................................................................. . 

Percent Increase.lp77-78 to 1979-80 .......... .. 

(in millions) 

TotalAU 
Bonds 

$413" 
554" 

2,579 
2,392 
3,988 

54~6o/~ 

Total 
State 
$413 
554 
719 
876 

1,375 

91.2% 

State of California 
General 

OhUgation 
$295 
380 
431 
535 
625. 

45.0% 

"Information on local bond .sales is available only from 1977-78 to 1979-80. 

A-55 

Lccal 
Revenue Bonds· 

$118 N/A 
174 N/A 
288 $1,860 
341 1,516 
750· 2,613 

160.4% 40.5% 



Housing Bonds Sal.s 
Table 39 shows the sale of state ilIl.dlocal hous.ing and non-housing bonds during 

the past three years. Hoqsing bond ~ales during this period increas!,!d 439 percent, 
with local housing issues showing the largest increase, 1,154 percent. Non-housing 
bonds declined by 19 percent dUring this same period. 

Table 39 
California State and Local Bond Sales 

1977-78 to 1979-80 
(in millions) 

State Bonds: 
Housing ................................ , ........................................... .. 
Non-housing .................................................................... .. 

Subtotals ......................................................................... . 
Local Bonds: 

Housing ............................................................................. . 
Non-housing .................................................................. .. 

. Subtotals ........................................................................ .. 
State and Local Bonds: 

Housing .................................................. ; .. ; ...................... .. 
Non-housing ..................................................................... . 

Totals ............................................................................. . 

Chart 19 

'1977-78 

$322.4 
396.2 

$718.6 

$93.2 
1,766.9 

$1,660.1 

$415.6 
2,163.1 

$2,578.7 

1978-79 

$625.0 
250.5 

$875.5 

$364.9 
. 1,151.1 

$1,516.0 

$989.8 
1,401.7 

$2,391.5 

California State 'and Local' Bond Sales 
Highlighting Housing Bonds' 
1917-78 to 1979-80 (inbUlions) 

~ Local non-housing bonds 

Dollars • 
$4 . . . . State non-housing bonds 

l:m::::!:!:1;l Local housing bonds 

• State housing bonds 

2 

197fJ...8() 

$1,071.7 
303.0 

$1,374.7 

$1,168.8 
1,444.0 

$2,612.8 

$2,240.5 
1,747.0 

$3,987.5 

1977-78 1978--79 
Fiscal Yec!r 

1979-80 

Percent Change 
1977-78 to 

197fJ...8() 

232.4% 
-23.5 

91.3% 

1,154.1% 
-18.3 

40.5% 

439.1% 
-19.2 

54.6% 

2.2 

Total 
Housing 
Bonds 

Source: "Mortgage Revenue Bonds· California's 1980 Frenzy": Office of Planning and Research, 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 allthorized 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 Committee has the 
authority to review and· disapprove or reduce bond issues. 

Chart 19 shows the increase in housing bonds compared to other state and local 
bonds. In.1977-78, housing bond sales totaled $415 million, or 15 percent of the $Snr 
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 these 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. 

Impact 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 provided, in the case ofrevenue 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 during the last three years seems to have had 
an impact on interest rates. . 

Two recent state bond offerings-$I00 million in State Water project bonds and 
$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 
expenditures 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 up 76.6 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 Special Fund Expenditures by Function • 

(in. millions) 

Actual 
1fll9.K) 

Estimated 1fJ80..81 
Percent 

Amount Change 

Proposed 1981-82 
Percent 

Amount Change 
General Fund: 
State operations .;; .................................... ; ..................................... . $3,609.9 
Capital outlay ................................................................................ .. 150.6 
Local assistance ........................... : ................................................ .. 
Unallocated COLA's b ................................................................. .. 

14,773.6 

Totals ....................................................................................... . $18,534.1 
Less expenditures from reserves .................................. .. +317.5 
~ent ~nditures ................................. ; ...................... .. 

Special Funds: 
$18,851.6 

State operations ............................................................................ .. $1,175.0 
Capital outlay .................................... , ............................................. .. 312.6 
Local ~ce ..................... ; ....................................................... .. 1,272.8 

Totals ....................................................................................... .. $2,760.4 

• Based on amounts shown in the Governor's Budget. 
b Cost-of-li~g adjusbnents. 

Chart 20 

$4,310.8 19.4% 
58.5 -61.2 

16,827.7 13.9 

$21,197.0 14.4% 
-466.4 --

$20,730.6 10.0% 

$1,422.6 21.1% 
617.7 97.6 

1,439.6 13.1 --
$3,479.9 26.1% 

1981-8a General Fund Budget Structure 
(In millions) 

Total Expendifuresb 

$20,798.7 
100% 

$4,328.2 0.4% 
27.7 -52.6 

15,933.7 -5.3 
509.1 N/A 

$20,798.7 -1.9% 
-28.6 --

$20,770.1 0.2% 

$1,441.6 1.3% 
347.1 -43.8 

1,905.0 32.3 
$3,963.7 13.9% 

State Operations 
$4,328.2 

Unallocated COLA a 

20.8% ---7 

a Cost-o'-living adjustment 

b Includes $29 million in expenditures from reserves. 
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2.5% 

Local Assistance 
$15,933.7 
·76.6% 



Chart 21 

General Fund Budget Structure 
1973-74to 1981-82 (in billions) 
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From 1973-74 to 1981-82, loc~lassistance has grown from $5.5 billion to $15.9 
billion, im increase of 188 percent. State operations and capital outlay have in
creased from $1.8 billion to $4.4 billion, an increase o£146 percent. In effect, the 
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General Fund is becoming more ofa funding mechanism forlocal assistance. Chart 
21 shows the increase in local assistance and in total state expenditures. 

B. State .Operations 
The budget proposes a minor increase, 0,4 percent, in General FUnd-supported 

state operations. In effect, the budget has proposed zero net growth in state 
operations. Sh()wd any salary or staff benefit increase be approved for the budget 
year, however; this category of expenditures will show a larger increase. It is likely; 
therefore; that state operations will grow by more than the 0,4- percent shown in 
the budget. . 

C.Local Assistance 
As shown in Chart 21, local assistance increased significantly from 1973-74 to 

198()..;81-by204,4 percent in eight years. The growth in state fiscal relief to loclll 
govermtlents following the passage of Proposition 13 explains some of this increase, 
In addition,benefit programs categorized as local assistance have grown rapidly. 

The Governor's Budget proposes a decrease in local assistance in 1981-82 of ~894 
million; or 5.3 percent. This reflects a $500 million reduction in subventions to local 
governments and schools to. offset the $500 million in additional revenue from the 
unsecured tax role 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 SSIISSP payments will decline by 
$201 JIilllion. Most other local assistance programs will increase slightly. 

. '. . 

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

. of programs. Some of these programs, such as the Medical Assistance (Medi-Cal) 
program, do riot p~ovide assistance to local government agencies, but rather, to 
individuals. These payments .may be made . directly to individuals, as in the case 
of the Renters'. Taxnelief program,or individuals may receive them through an 
intermediary,suchasthe federal or coUnty governments. Examples of payments 
made through. intermediaries are SSI/SSP payments distributed by the federal 
government:, and AfDQ payments, which are distributed by county governments. 

Ouramuysisindicates thaUt may be more appropriate to categorize 10cal~Sist
ancee~endituresin II.- fashion which reflects the direct beneficiaries of the ex
penditure.Thus, the present local assistance category· might be divided into two 
new categories, one being "Assistance to Local Governmerits",and the other being 
"Assistance to Individuals." 

In diV'iding the present "local assistance" -programs between these categories, 
it isimpC)rtantto keep in mind that.some portion of "J\,ssistanceto Individuals" 
actually. represents funds . distributed to local ·g9vernments. For example, the 
HomeoWners'. Property Tax Assistance program provides reimbursements to local 
goveI'IUllents for the property tax revenue losses attributabie to the homeowners' 
property tax exemptl0Il' The reimbursements, however, do not increase the fiscal 
resources ofthelocal governments, but merely replace the property taxes lost due 
to the provision of taxrelienohomeowners. . 

Conversely, some of the funds distributed to local governments and categorized 
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 all prQgrams 
operated by local governments are intended to provide assistance to. individuals 
in oile 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 attempt to help local gbv~rmilents to fund these 
programs. 
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. Table 4llis~s the major "local assistance" programs which our analysisinclicates 
are. more appropriatelycategori:2;ed as Assistance to Indlviduals. 

Table 41 
Major Local Assistance Programs More Appropriately 

. Categorized as Assistance to Individuals 
(in millions) 

Medical Assistance • .... ; ..................................................................................................................................................... .. 
AFDC b 

................ : ................................................................................................................................................................ . 

SSI/SSP ................................................................................................................................................................................. . 
Developmental· Services ................................................ ; .................................................................................................. . 
· Personal Property Tax Relief ........................................................................................... : ............ : ................................. .. 
· Rent~rs Tax Relief ....... ,.:.; ................................................................................................................................................. .. 
Mental Health c .................................................................................................................................................................. .. 

· Homeowners Property Tax Relief ...................... , ............................................................................... ; .......................... . 
: Senior Citizens Renters Tax Relief ................................................................................................................................ .. 
'Senior Citizens PrOperty Tax Assistance ..................................... ~ ........................................ ; ......................................... . 
Subvention for Open Space ............................................................. , ............................................................................... . 
· Senior Citizens Property Tax Postponement ............................................................................................................... . 
: Alternative Energy Tax Credit Refund .......................................................................................................................... . 
.Payments to Local Governments for Sales and Property ...................................................................................... .. 

Total ............. ; .............. ; ......................................................... : ......................................... , ................ ; .............................. . 

• Excludes county administration.' 
b Grant payments only. 
c State hospital portion only. 

Changes in bporting Categories : 

Governor's 
Budget 
1981-112 
$2,575.5 
. 1,216.0 

I,OSLO 
512.2 
493.2 
425.0 
199.9 
126.0 
51.5 
21.0 
14.0 
5.0 
5.0 
3.4 

$6,698.7 

We recommend that the Legislature adopt supplemental report language. dire(Jting the 
.Department of Finance to revise its presentation of Local Assistance Exp"nditures. 

As interest inth~ distribution of state expenditures by function. increases, the 
usefulness of thetra,ditional reporting categories utilized in the Governor's Budget 
becomes moie 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 
,thesechanges:Thetefore, werecommEmc:i that the Legislature adopt the following 
supplemental report language: 

"The Department of Finance shall revise its presentation of Local Assistance 
expenditures beginning with the i982-83 fiscal year,and provide new detail on 

,historical expenditures consistent with this revision." 
Chart 22 presents a comparison of the growth in these two categories. of local 

assistance programs since the 1973-:-74 fiscal year. In six of the eight years shown, 
the growth in assistance to individuals has e"ceeded 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

.IY in 1978-79-by 92.5 percent. As a result; the growth in aid to local governments 
· exceeds the· growth in assistance to indivi.c:iuals over the eight year period. On a 
cumulative basis, aid to. local governments grew by 217.4 percent during the 
period, 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 to local governments increased by 244 percent, while assistance to,individuals 
grew by 160 percent. 
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Expenditures for Local Assistance: 
Aid to Local Governments Vs Assistance to Individuals 
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Local Fiscal Relief 
Table 42 summarizes our estimates 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 reliefin 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 districts-from block grants in 1978-79 to property tax revenues shifted 
from school ,districts for 1979~8O, through 1981-82. 

Table 42 
Summary of Local Fiscal Relief 

1978-79 to 1981-82 
(in millions) 

Block grants to local agencies .... ; .................................................. ; ...................... .. 
: 'Property taxes shifted from schools to local agencies .................................. .. 

Business inventory reduction for cities and counties ..................................... . 
, Health and welfare, ~uy outs .................................. ; ........................................... .. 
',' Education ................................................................................................................... . 

1971J.,79 

$835 

1,079 
2,459 

TotaJs.................................................................................................................... $4,373 

• a AB 29:1. 
b Assumes '13.2 percent growth in assessed yaluatlOri. . 

197fI...IJJ 1fJ1§)..81 1981-1J2 
14 8 

782 $923 $1,045 b 

-38 
1,284 1,472 1,673 
2,883 3,048 3,394 c 

$4,925 $5,443 $6,112 d 

c Department of Financeestimate.· .. '.. c' 

d The Governor's Budget proposes to r.educe local fiscal relief to $5,612 million, with reductions primarily 
in fIscal relief to education and the amount of property taxes· shifted to local agencies. 

D.. Capital Outlay . 
The Budget Bill includes $386.3 million from all sources for capital outlay. This 

is $79 inillion-:-17 . percent-less 'than the 'appropriation contained in the 1980 
BudgetAct. The major changes from. the current year appropriations are: 

State and Consumer Services ............. ; ................... ; .................... : ............. ; ..................... ; .............................................. .. 
, "Business, Transportation and Housing ., ....................... ; .... , ..... ; ............................ , ......................... ; ...................... : ... , ... 
· Resources ................... ; ............................................................................................................................ ; ............................ . 
" Health and Welfare ........ .,.: .............................................. , .... : ............................................................................................ . 

CorrectionaJ Programs .... :, .......................................... ; .............................. ; ............................................... , ................... ; .. . 
,,' ·PostSecOndary.Education .. : ............................................ , .............................................................................. : ................... . 

General Goverrunent ......................... : ............................................................................................................................. .. 

In MiUions 
+$26.0 
-116.2 
+24.5 
-39.5 
+16.9 
+16.7 
-8:1 

The$U6:2million reduction for Business, Transportation and HousiIlg reflects 
a decrease of $109.1 million in Department of Transportation capital outlay, and 
reductions totalirig'$7.1 million in capital outlay expenditures by the California 

· Highway Patrol and the Department of Motor Vehicles. The fall-off in Depart-
· mentof Transportation capital outlay is due to the fact Jhat resourcesaiailable to 

the State Highway account are not sufficient to continue construction at the 
. 198();..81Ievel. '.' 

Ta:ble43 shows how the capital outlay amounts in the Budget Bill are distributed 
among major categories by fund, These appropriations can be expended overa 
three to five year period and therefore, do not represent the amount of expendi

, tures to be made in the budget year. 
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Table 43 
Summary of 1981-82 Proposed Capital Outlay Appropriations 

(hi thousands) 

Category' 
Legislativellu<licial/Executive .............................. ; ......... ; ............ . 
State and Consumer Services ....................................................... . 
Business and TJ1!IlSPOrtation ., .......................... , ............................ . 
Resources ........................................ , .................................................. . 
Health and Welfare .................. : ....................................................... . 
Correctional Program ..................................................................... . 
Education ........................................................................................... . 
General.Government ..................................................................... . 

Totals ........................................................................................... . 

. General 
Fund 

$27,669 

$27,669 

Special 
Funds 

$782 
70,174 
67,958 
78,502 
47,695 
15,275 
65,291 

1,404 

$347,081 

Bond 
Funds 

$8,288 

3,259 

$11,547 

Total 
$782 

70,174 
67,958 . 
86,790 
47,695 
42,944 
68,550 

1,404 

$386,297 

As shown in Table 43, the majority of the capital outlay program is supported 
by sp~cial funds rather than by the General Fund. Approximately 30 percent 
($108,3 million) of the special fmids amount is from the State Transportation Food 
and various special funds in the Resources Agency. The remainirig70 percent 
($238.8 million) of the special funds amount is frorntidelands oil revenue. This is 
a result of Chapter 899, Statutes of 1980 (AB 2973), which redistributed the state's 
revenue frpm 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 
revenues will increase to approximately $455 million in 1980-81 and $534 million 
in 1981-82. Inour analysis of the State LandsCoqmllssion's budget we provide a 
detailed discuss.on of potential tidelands oil revenues and the eff¢ct that decontrol 
and changes in tax laws have had on this revenue. 

Chapter 899 redistributes these revenue~ hlto five fmidi;, in addition to the 
COFPHE. Table44 shows this distributioq, as well as the appropriations in the 1980 
Budget Act plus the appropriations and transfersproposedin the 1981 Budget Bill. 
Table 44 also inclpdes expenditure of amounts from the various fmids as authorized 
by legislation other than the Budget Act. 

TransFers to the Speci(JI Account For Capital O~tlay (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 funQing 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 Legislature could use for other 
priority needs .. 
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Table 44 
Appropriations and Amounts Avaiiable 

from Tidelands Oil Revenues Under Existing Law 
(in thousands) . 

Revenues 
Balance available from prior year ................................................ ; ................................ . 
Current estimated tidelands oil revenues ................................................................... . 
Prior' expenditUre authorizations ................................................................................... . 
Re~enue Available for Transfer ................................................................................. . 

ARM3 TransferS 
capital Outlay FUnd for Public Higher Education (COFPHE): 

Amount transferred ................................................................................................... . 
Cariy-over from preVious year ...................................................... , ....................... .. 
Amount appropriated ............................................................................................... . 
Amount transferred to SAFCO .............................................................................. .. 

Balance Available for Appropriation ......................................................... : ...... .. 
State Schoolliuilding Lease-Purchase Food: 

Amount transferred and continuously appropriated ......................................... . 
Amount available for· appropriation ....................................................................... . 

Energy and Resources Food (ERF): 
Amount transferred ... : ............................................................................................... . 
Carry-over from preVious year .............................................................................. .. 

Total Available ....................................................................................................... . 
Amcunt appropriated .............................................................................................. .. 

Balance' Available for Appropriation ................................................................. . 
State Parks and ReCreation Fund (SPRF): 

Amount transferred and continuously appropriated ................................ , ....... .. 
Cariy-overfrom preVious year ............................................... , ................. , .............. . 
Amount appropriated .......................................................................... ; ................... .. 
Amount transferred to SAFCO ............................................................................... . 

Amount.Avaiiable for Appropriation ................................. , ................................ · 
Transportation Planning and Development Account: 

Amount transferred and continuously appropriated ........................................ .. 
Amount appropriated ........................................................................................ : ... , .. . 

Amount Available for Appropriation ............................... , ................................ .. 
Special Account for Capital Outlay (SAFCO): 

Amount transferred .... ~ ............................................................................................. .. 
Carry-over from previous year .................. ; ........................................................... .. 
Amount appropriated .............................................................................................. .. 

Amount Available for Appropriation ............................................. : ................... . 

J9tJ0..8J 

$299,862 
455,000 

"':88,827 

$666,035 

$125,000 

-98,474 

$26,526 

$100,000 

$120,000 

$120,000 
-58,521 

$61,479 

$35,000 

-6,100 

$28,900 

•. $286,035 

J98J-82 

$534,000 
-38,348 

$495,652 

$98,474 
26,526 

-90,894 
-22,000 

$12,106 

$200,000 

'$58,521 
61,479 

$120,000 
-117,974 

$2,026 

$35,000 
28,900 

-:23,216 
-40,000 

$6848 

$25,000 

$25,OOOb 

$140,657 
28,222 

-148,483 

$20,396 

8 Does not include amount available from other revenue sources-Govemor's Budget shows a $7,869,100 
balance,' . 

b Does not ihclude amounts available from other revenue sourceS-.-Govemor's Budget shows a $30,665,271 
.·balance. 

Capital bUtlciY Issues . .' . . .' 
The capitatoutlay proposals in the. Budget Bill raise several major issues which 

we believe should be highlighted for legislative consideration. These are: 
• Prison Facilit{es. The budget contains funds to continue planning prison 

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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• Cogeneration FaciJjlty. The budget cQntains several approp#~ti()ns to :de~ 
velop cogeneration utility facilities, at a numbex: of state-owned locations; The 
expressed intent at, many of these, facilities is for thes,tatetogep,erate electricity, 
and sell the electricity to utility comp~ies.,In,effect,thisputsthe state in the 
utility supply business. W ~ beiieve this is a major policy issue' which should be 
considered ,ip, legislation, other than, the Budget Act. , 

./leplilcement of Polychlorinated JJiphenyls (PCB). The budgetindudes $30 
milljOll forllie purpose of containment, replacement, storage, and dispos~of 
hazardous electrical transformers and switches containing PCBs. l'headministra
tion proposes to replace all such equipment, even though a lllrge 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 ofidentifying the specific location of the PCB-filled electric&lequipment. 
Until the consultant's study is completed and available for review, the magnitude 
of the problem of hazardous PCB equipment cannot be determined. However, 
from 1~29 UIltil1971, 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 alffiost 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
menLThehandling and storage of PCB is governed by strict federal environmen
tal regulations, and if the state is to embark on this program, the Legislature should 
be advised of the potential state liability. , 

Trimsportation. The budget does not provide funding for Department ()f: 

Transportation capital outlay expenditures of approximately $105 milli()n which' 
are programmed in the 1981 Proposed State Transportation Improvement 'Pro
gram. By June 30, 1982, all but $2.1 million of the remaining unrestricted reserve 
in the State Highway 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 Chapter192, Statutes of 1979 
(SB 91) _ When allowance is made for this obligation, it is apparent that the depart
ment may be unable to match all federal funds currently budgeted for expenditll!'.e " 
in 1981~2. 

E. Impact of Inflation and Population on Expenditure Growth 
Table 45 shows the increase in General Fund and Special fllndexpenditures 

from 1970-71 to 1980-81. It attempts to explain the growth in experidqreswli~ch 
can be attributed to inflation and population growth as opposed.to other factors 
such as new programs. , '" " 

During this 10 year period, General Fund expenditures increased by $15.9bil-
lion. Of this total: ' 

• $5.4 billion (or 33.7 percent) , is due to inflation. This amount represents the 
extra funds needed during the current year to purchase the satneleveloftotal, 
services purchased iii the base year ofl970-71. This estimate was computed 
using the GNP price deflator for state and local governmental services as the 
measure of inflation. During the last three years, theGNPindex has had lo.weI1 
rlltesofincrease than the California CQnsumerPrice Index. ,: ' , "',, ",',.' 

• About $909 million of the increase ( or 5.7 percent), represents the extra funds 
needed to maintain the same level of per capitaexpendifures a(in the base 
year. 

• An: additional $1;003 million (or 6.3 prcent),wasrieededto offsettheinflation 
effect Oil' the growth in population.,' ',' , , , " 

• These three categories account for, about 46 percent of the total increase in 
General Fund expenditures; , 



• Local fiscal relief provided in the wake of Propositibn 13 accourits for $5.4 
billion in the current year, or 34.3 percent of the total increase .. 

• 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 population growth. In other 
words, four out of every five doUars offhe total increase in General Fund 
expenditures during the last decade can be attributed to inflation, population 
growth or post-Proposition 13 local fiscal relief. Only one doUar represents 
new programs or increased levels of state governmental services. 

Ta~le 45 also shows these same relationships for total state expenditures. 

Table 45 
Impact of Inflation and Population on Expenditure Growth 

1970-71 to 1980-81 
(in millions)· 

Total General Fund 
GeneralF/II1d and Special Fund 
Expenditures ExpenditureI' 

Perrentof Percental 
Total Total 

AmO/Il1t Increase AmO/Il1t Increase 
A. Actual Total Increase in Current Dollar Expenditures ...... $15,876.7 100.0% $17,735.7 100.0% 

Minus: 
Increase Needed to Adjust 1970-71 Expenditure Base for: 

=:tf:Ka::~~.~~~~.:::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 909.2 (5.7) 1,163.9 (6.6) 
5,351.9 (33.7) 6,850.7 (38.6) 

"':"Additional increase needed to adjust for both population 
(1.2)' growth and inflation simultaneOuslye .......................... ; ......... 1,002.6 ~) 1,283.2 

Subtotals, Increase Needed to AdjWt for Both Popula-
5urd tion Growth and Inflation .; ...................... ; ................... $7;liJ.'l7 45.8% $9,297.8 

Equals: . 
B. Total Increase Remaining After AdjuStment of 1970-71 

Base for Inflation and Population Growth .......................... $8,613.0 54.2% $8,437.9 47.6% 

Minus: 
~Increase due to AB 8 and SB 154 .................. ~; ............. ; ........ 5,443.0 (34.3) 5,443.0 " (30.7) 

Equals: 
C. Remaining Increase Due to All Other Factors .................... $3,170.0 20.0% $2,994.9 16.9% 

• Detail may not add to total due to'roun<,ling; Expenditures exclude expenditure from reserves. 
b Does not include bond funds. 
C Adjusted to mruntainthe 1970,.71 level of per capita expenditures. Does not adjust spending to account 

for changes in the age mix of the population. . . . . 
d Using the implicit Gr.oss National Product (GNP) price deflator for state and local government pur

chases of goods and services. Does not adjust the cost of new programs for inflation. 
e This amount represents the increase in spending to offset the inflation elTecton the 1970,.71expenditure 

base for amounts spent on new population. . . 

F. Number. of State Employees 
The Governor's Budget proposes 226,743 state employees in 1981;.,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 positions caused by the "spe" 
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cial adjustments" contained in the A"Pagesof the Governor's Budget. Table 46 
shows the adjusted number of employees, by furtction, for the past, current; arid 
budget years. . . 

. .. . , , 
Table 46' 

State ElTlployee~ by'Furic::tiOri 
FromAn Fund SoiJrces 

(in per.orinei~years) 
1979-80 to 1981-412 

Actual Estimated Percent Proposed 
J979-:IJIJ JfJtI).8J Change J98J~· 

Legislative/Judicial/Executive ................................ .. 8,714 9,508 9.1 % 9,652 
State and Consumer. Services .................... ; ........ ; .. ; .. . 10,671 11,693 9.6 12;012 
Business, Transportation and Housing .................. .. 31;293 3l,612 1.0 31,626 

l3,78O 14,325 4.0 14,619 
42,325 43,788 3.5 42,657 
2,665 2,!l98 12.5 3,001 

Resources ...................................................................... .. 
Health and Welfare .............. : ..................................... .. 
K-12 Education ............................................................. . 
Higher Education ..................................................... , ... . 89,841 89,989 1.7 90,155 
Youth and Adult Correctional ................................... . 12;549 13,503 7.6 13,908 
General Government ................................................. . 8,355 9,057. 8.4 9,113 

Totals ................................................. ; .................... .. 220,193 226,473 2.9% 226,743 

Change 
Amount Percent 

144 1.5%; . 
319 2.7 
14 0.04 

294 2.0 
-1,131 -2.6 

3. 0.1 
166 0.2 
405 3.0 
56 0.6 

270 0.1% 

• Reflects the special adjustment reduction of 629 personnel.yearsasdescribed on' page A-20of the 1981-82' 
Governor's Budget. 

The only function showing a decrease is Health and Welfare, where the budget 
proposes a 1,131 drop in the number of employees. Reductions are proposedin the 
Departments of Developmental Services. and Mental Health . through (1) :'special 
adjustments" innon"level"of-care positions in the 'state hospitals, (2) sfaffingre;: 
ductionsin level-of-care positions due to a 'decline in client pbpwation, and (3) 
workload reductions in state operations resulting from private nonprofit corpora
tib.ns 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 reduction in the number of 
employees in the Department of Rehabilitation. 

Trends. in the Number of State Employees 
Table 47 shows the growth in the number of state employeesfroin 1973-74 to 

1981-82. While General Fund expenditures increased 185 percent during this 
period, the number of state employees incl'eased 17.5 percent. The rate of growth 
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 
226,473 positions iIi 1980-81, an increase. of 5,355 .. Weare unapleat this time to . 
deternulle how many' of these positions,. wereadministnitively .... estl:lblished~ 
proposeclpy Oep~tment ofJi'inanceamendinent letters; or added by the L(i)gisla
ture.Mostof thechanges are in Health and Welfare agenCies (+2;647)and Higher 
Education ( +1,750). . . . .. ' 

Employee Compensation. . 
The budget contains no funds specifically for employee compensation. it does, 

howeyer, leave $509 million available in the G~neral Fund for .unallocatedcbst-bf
living ildjustment$, which mayincIude shla,ry increases; Each one percent increase 
in employee cqrnpensation generates$34 million incosts to the General. Furid .. 
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Table 47 
Trends in Sta.te Employees Growth 

From All. Fund . Sources 
(in personnel-years) 

1973-74 to 1981-82 

Employees 
1973-7 4 ...... ; ...... , .................. ;; ...... ,......................................................................... 192,918 
1974-75 .. ; ........ ,· ...... , ........ ,...................................................................................... 203,548 
1976-76 ... ; ................................... ; ................... ,...................................................... 206,361 
1976-77 ...................... ,........................................................................................... 213,795 
1977"'78.................................................................................................................. 22i,25l 
1978-79.................................................................................................................. 218,530 
1979-80.................................................................................................................. 220,193 
198().:.81 (estimated) .......................... ~.;............................................................. 226;473 
1981-82 (proposed) ............................. , ............................................. ;:.............226,743 
Increase from 1973-74 to 1981-82.................................................................. +33,825 

v. MAJOR ISSUES FACING THE LEGISLATURE 

Percent 
Change 

2:4% 
5.5 
1.4 .. 
3.6 

.. 3.5 ..• ' 
~1.2 

0.8 
2.9 
0.1 

17.5% 

The budg~t leaves many ~ssu~s unsettled that will require legisl~tive action in 
1981. For example, the Governor has established a $509 million allowance to fund 
cost-of-living increases, but has left it up to the Legislature to allocate these funds 
among various groups. Similarly, the Governor's Budget discusses the proliferation 
of tax exempt housing bonds, but proposes no remedy . 

.In the following sections, we discuss some of the major issues requiring legisla~ 
tive action during the current session. 

A. Avoiding a Gene.ral Fund Deficit in 1981-82 
During ea,chof 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 Fimd surplus will be virtually exhausted by June 30, 
1981. Also, the 198(}-81 revenue base is almost $1.7 billion below the level of 
expendihires during the current year, and this revenue gap will be carried over 
to the budget year, ~e priinary budgetary problem facing the Legislature in. 
1981~2 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 (l»)'lot 
allowing full cost-of-livingand other increases for' state and localassisbince pro
gram~many of which are entitled to cost ofliving adjustments under current law, 
(2) shifting $420 million in property taxes from cities, counties and special districts 
toschpols thereby reducing the need for state aid, and (3) holding-the-line on the 
growth in. many other. expenditure programs.. . 

If the 1981~2 bUdget is enacted as proposed by the Governor,. current revenues 
would. exceed exp~nditures by $250 million.This ,excess would be used to restore 
the Reserve for Economic Uncertainties to itsoriginallycoIitEmiplatedlevelof $620 
million; Under th.eseconditions the Genenll Fund would avoid a deficit at the end 
of the budget year, and would have available an amount equal to about 3 percent 
of revenues. 

8. Cost-of-Living Adjustments (COLA's) 
Statutory versus Discretionary COLA $. Existing law provides for automatic 

cost-of-livingfldjustments for about 20 different programs, most. of. them in the 
health, education,and welfare areas. These adjustments are geneiillyreferredto 
asstatutoty "COLA's". Ini981~2, statutory COLA's reqUire increases ranging 



from 3.9 percent (Medi-Cal drug ingredients) to 16.6 percent (Personal Property 
Tax Relief). Those COLA's with the laigest costs areK-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 a 
General Fund cost of $1.3 billionm 1981-82. 

These 20 programs, of course, are not the only ones subject to inflationary 
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 effects 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 besfinformation availabl~ on the needs of each pro
gram,and (2) the-avail;:tbility of ftuids to finance such needs; 

Governors Budget Proposals. The Governor has sponsored the introduction of 
AB 251 and SB 111 which would suspend the operation of the statutory COLA's 
durfug 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 received discretionary COLA's. Instead, it sets aside $509 million 
iIi funds which it states are available to the Legislature to fund discretionary 
increases, employee 'salary increasf)s, and additional increases for the programs 

, with statutory COLA's. These funds, however, have not been allocated to specific 
programs! ' , ' , 

The combination of the in lieu ($742 millioIl) and unallocated ($509 million) 
funds totals $1.2 billion which is about 37 percent less than what woqld ordiriarily 
be provided: ".' . . 
. Possible Legislative Guidelines foiApportioning These Funds. We have iden
tified three sets of considerations which the Legislature may wish to use as a basis 
for apportiomng the urtallocated funds among individual programs. 

First, whatis .the Legislatllres goal inprovfding cost~of-Jjving adjustments? 
Changes in stat~ employee salariesprovid~ a good example where alternative 

goals ,are possible for(!ost~of-living adjustments. For example, it has been the 
traditional policyofthe state to pay salaries to its employees which are comparable 
to those paid in the private sector and by other governmental agencies. Employee 
groups have supported this concept when private sector salaries were increasing 
in real terms (that is, adjusted for inflation). However, when private sector salaries 
have failed to keep up with the rate of inflati()n, (for example in 1980 when average 
wages increased py 9 percent while the California CPIincreased 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 

A~70 



implications of choosing one rather than the other goal call be significant; Those 
alternative goals also raise the policy question of whether 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 10c;U employees and other recipients 
of state funds(e.g~, medical providers, those receiving welfare. grants, etc.}. 

Second, hiJw can the Legislature best achieve its goals in provicling cost-oF.:Jiving 
adjustments? 

Page A-31 of the Governor's Budget shows the wide 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 analytical justification for such a wide 
variation. 

Table 48 
inflation Rates for Different Me.asure of Inflation 

1970 to 1980 

Measures of AImual A~ Io1lation 
GNP 

GNP State and Local 
U.s. California CoI1SllOJfJlion COl'el11ll1ent . 
CPI CPI JJeIIaIor JJeIIalor 

1970 .................................................................... 5.9 5.1 4.6 8.0 
1971.. .................................................. ; ............... .'4.3 3.7 4.3 6.9 
1972 ................ : .............. , .................................... 3.3 3.4 3.6 5.6 
1973 .................................................................... 6.2 5.8 5.7 6.9 
1974.;: ................................................................. 11.0 10.2 10.0 9.8 
1975 ................................................ ; ................... 9.1 10.4 7.7 9.3 
1976 .................................................................... 5.8 6.3 5.1 6.8 
1977 ................... ; ................................................ ··6.5 7.1 6.0 6.6 
1978 .................................................................... 7.7 8.1 6.9 7.5 
1979 ..................................................................... 11.3 10.8· 8.9 8.2 
19!1l .................................................................... 13.6 15.7 10.3 8.9 

" ... 

ComprioiJ oICNI 
and CPllo1lation 

f..1Jec. 10 IJec. hasirl 
California 

CN/ CPI 

8.1 7.6 
9.3 12.1 
605 8.7 
4.8 5.4 
7.9··· 7.3 
8.7 7.5 

13.0 15.7 
12.0 12.7 

Last yelrr, the Legislature gave a great deal of attention to the vai-ious types of 
indexes used for COLA purposes, and to the limitations of these indexes. Table 48 
shows th(:)inflation rates over the last decade, as measured by'five of the more 
commoIlly used indexes. The table shows that: 

• Inflation during 1980 as measured by the CaliforIlia CPI; was 10.7 percent, 
which was 2.2 percentage points higher than the U.S. CPI. This difference in 
inflation rates was prima:rily due to the relatively more rapid increases in 
shelter costs in California than in the nation gerierally. However, manyex
perts in and out of government have criticized use of the CPI to measure 
inflation for purposes of adjusting program/benefit 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 publishedilldexes 
do not present an accurate picture of the change in actUal homeoWnership 
costs for the vast majority of families, namely those who have lived in their 
homes for more than a year. This is beca:use the CPI reflects changes in prices 
and interest costs associated with home purchases-but oilly a:bout6 percent 
of the total number ofhomeowrters buy a home in any particular year. During 
periods of high inflation and high mortgage interest rates, recent home pur
chasers are not represeIltative of homeowners generally .. 

• The GNP personal consuniptioIJ 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 



.. using the rental value of all types of homes,' and not the prices and interest 
costs of newly purchased homes. In these two respects; this index is.preferable 

·,to- the CPI as an indicator of how inflation currenily is affecting the vast 
majority of families. In 1980, this index showed an inflationary rate -of 10.3 
percent, whiCh was 31 percentlowerthari the increase in 'the U.S; CPI,:and. 
52 percent ~ower than the increase in the California CPI. 

• The ·GNP·State·andLocal Government DeDator is another national index 
which measures the change in prices paid by state and local governments. 
(Then~ is no separate- index just for state governments.) In 1980; this index 
indicated an inflationary rate of 8.9 percent; which was lower than theGNR 
personal consumption deflator . 

• The'. California Necessities Index was specially constructed last year to serve 
as a basis for increasing SSl/SSP and AFDC welfare grants in Cali(ornia. It is 
constructed using certain components of the California CPI index that corre
spond generally to the necessities of life-food; clothing, shelter, transporta
tion, and utilities. Its five spending categories, however, include many 
subitems which are not typically relatedt:o the spending 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 ofthe spending subcategories. In 1980, this index showed 
an inflationary rate of 12 percent, whiCh was only 0.7 percentage points lower 
than the California CPI for the same time period. 

Due to the measuring defects in the CPI, we recommend that the Legislature 
use the two GNP deflators as a basis for judging how inflation is affecting private 
citizens generally and state and local governments. If refinements can be made' 
in the CNI, this may prove to be a better measure of inflation's effect on welfare 

. rec~pients. 
Third, whatwDuld be the effects Dn recipients and prDgrams Df nDt prDviding' 

full cDst~oE-liVing adjustments,' and can these effects be measured? . 
The. effeCts 6f inflation on state and local programs and activities will depend 

on two factors:' 
1. How much control does the recipient have over the level of its expenditures. 

One grotj.p of recipi.,mts. nlay be able to change the way it spends its money 
so as to maintrun (or nearly maintain servi,ce levels) without a full cosi:-of
living adjustment. It might do this by deferring capital expenditures, sllb
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 suppliers, and cannot make a fixed 
amount of money "go further" by increasing productivity. . 

2. How important is state aid to the recipient? Those programs which tradition
ally have received most 6f 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 inlpossiblefor~heLegislature to qetermine the pro
grammatic effects of providingJess than a full cost"of-living adjustment toa par
ticular program, in manY. cases .. This is most likely where a program's goals are 
unclear, or where there is not adequate information on program performance or 
expenditures. ..... _ 

CDnclusiDn and RecDmmendatiDn.Clearly, there are nDt enDugh funds available 
under existing tax laws tD'prDvidefull cDst-DE-living adjustments fDr all programs 
inl981-t)2. :J'hus the Legislature will have to. make il number Df tDugh decisiDns in 
allo.Cllting the a;vailable funds amDng the many claimants fDr thD.ye funds. In 
making these decisiDns, we recDJ!1mend that: 
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L The Legislature defer dinal decision on cost,of,living adjustments untilafter 
the Department of Finance has completed the May Revision to the budget, 

, 'w~en bett~r informati~n on stateexpehditures':mcl reven~es \¥iII; be ,avail' 
,abe.", ,:,,'-" ,'" ," ,', ",' 

2." The' LegisJature~tilize, the GNP deflators liSa measure of inflation for ,those 
programs affecting citizens generally, or state I local programs. 

3;Tl'le :Legislature base state,employee salary adjustments on paY,levels for 
comparable occupaijonalgroups in non-state employment,rather than, on 
cqst~of-living, considerations. 

4. The Legislature give its highest priority to those programs which can clearly 
demonstrate that a reduction in state funping 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 proportionate reduc
tion in essential service levels. 

C. 1978~79 Unsecured Property TaxColle.ctions 
When Proposition 13 was adopted in 1978,it was not clear which tax rates should 

be applied to the unsecured property on the 1978-79 tax roll. In an AugusU980 
decision, the California Supreme Court. ruled that the pre-}>roposition 13 rates 
should be applied to this property. This will result ,in ,aone-tlmeincrease 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 197~79 unsecured prop
erty roll be; in effect, redirected to the state and used for specific, one-time, 
expenditure~. These revenues,estimatedin the budget to total $500 million state~ 
wide, would otherwise accrue to local goverfunentsand,scllools,once thecurreq,t 
legislatively imposedJreezeon their collection ~d distribution expires on July ,I, 
1981. It is important to note, however, that the school district portion of these 
revenJIeS estimated at $265 million, would automatically accrue to the, state imder 
current law, because increases in local property tax revenues automaticallY offset, 
a corresponding. amount of school apportionrilentS'. , ' ' "" ' 

The budget proposes that the estimated $235 milliOtl whiCllvvould 'othervvi~e 
accrue to cities, counties, and special districts be utili,zed mstead for, state purposes;' 
Thi~ money would be redirected to the state by re"ucingthe,amotihl: ofreinlburse, 
ments paid by the state to local governments to compensate themfor.lhe property 
tax ,revenue losses resulting from the h()meovvner'sand business inveq,tory prop" 
ertytax exemptions. According tothecompanion bills to the budget (SB 111/AB 
251) ,however, the aIllOunt ofthereductio:n for each local agencywillJ:>e computed 
on the basis of the gross tax levels, rathe~than theamoun,t actually collected and 
distrib~ted to thatlocal\lgen,cy. Thu~, it is probable. thatmore will be taken away 
than is distributed tQtheseagencies.This is illustrated in T:"ble 49. ' 

, ,Table49 ' ",',,', ' ,'" 
" Difference Between AQ'lbunt of Redl,lctioils Pro~osed and 

Amounts E,stirrit:!~edii1 Governor~sBudget ' , 
'(in millions) " 

. 11asedon .. 
SBl11/AlJ,2PI 

School districts ....................................................... . 
Cities ................................................................. :: ...... . 
Counties .................................................................. .. 
Special· districts ............................. ~ .. ;.; .. ; ........ .' ........ . 

Totals .................................. ; ............................... . 

" Not applicable t~ school districts. 

$265.1" 
57.7 

173.3 
40.4 

$536.5 
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Bisedon 
BiJdgef Estifnates . 

. of CoUectjons . 
$265.1 

50.0 
·150.1 

35.0 . 
. $500.1 

Difference 

$7.7 
23.2 
5.4 

$36.4 



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,Sectibn 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, allofthe required reductions may have to be taken from business inven
tory exemption reimbursements under the language of the companion bills to the 
budget. This may cause additional problems, to the extent that ari agency's' share 
of the unsecured roll money exceeds its allocation 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 Property Tax Shift 
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
tionmentsis 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 bf 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, discussed below, however, would impinge 
on this. 

Second, some countY governments would be exempt from the property tax shift: 
This is because the reduction in property tax allocations for each type bf local 
agency (cities, counties, special districts) is to be divided among all agencies of that 
type on the basis of the "state assistance payments" receiVed by each agency under 
the provisions of AB 8 (Chapter 282, Statutes of 1979). In essence, "state assistance 
payments" are equal to the amount of property tax revenue transferred to each 
local agency from school districts as replacement for the block grant fiscal relief 
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 
counties, the resultofthe computatiollwas a negative amount, indicating that they 
should transfer some of their existingpropertytax revenues to schools in order to 
compensateJor the increase in direct state assistance. It is not dearthat any of the 
eight co.unties actually did this. Taking the Go.vernor'sproposalliterally wo.uld 
require that scho.ol districts in these co.unties transfer funds back to the counties, 
which is clearly not in line with its intent. This pro.blem raises a broader question, 
however, which is: to. what extent do.es "state assistance payments" fo.r co.unties 
constitute an appro.priate means of allocating the $150 millio.n reduction for coun
ties? Fo.r example, Los Angeles Co.unty spends approximately 25 percent o.f the 
amount spent by all 58 co.unties, yet under the Governo.r's proposal it wo.uld have 
to absorb 53 percent o.f the reductio.n in county property tax revenues. Meanwhile, 
so.me co.unties wo.uld bear little o.r no.ne o.f the reduction. 

Third, because o.f the Go.vernor's propo.sal to. o.ffset the 1978-79 unsecured ro.ll 
co.llectio.ns by reducing homeo.wners and business inventory subventions, the 
share of pro.perty taxes transferred to. schools will be less than the amount intended 
fo.rtransfer. This is because these subventions are treated just like pro.perty tax 
co.llectio.ns in distributing the funds. Thus, the share of pro.perty tax transferred 
alSo. must be pro.po.rtionately reduced for the reduction in subventions. 

Fo.urth, in so.me co.unties the transfer of property tax revenues will exacerbate 
existing problems with respect to the appropriatio.ns lirilits of certain schoo.l dis
tricts. Fo.r example, so.me school districts are currently receiving levels ofpro.perty 
tax revenue which exceed their appropriatio.ns limits for purposes of Article XIII 
B o.f the state Co.nstitution. Any additional pro.perty tax revenues they receive 
must simply be rebated to. lo.cal taxpayers, thus reducing the o.ffset to. state schoo.l 
appo.rtio.nment costs;' 

Finally, the propo.sal requires that co.unty auditors reco.mpute lo.cal pro.perty tax 
allocations,and Legislative Counsel has identified this as a mandated local pro.
gram. Altho.ugh theco.mpanio.n bills to the budget co.ntain language disclaiming 
the state'srespo.nsibility fo.r reimbursing these Co.sts, the state may nevertheless be 
o.bligated to. provide for reimbursement under Article XIII B, Section 6 of the state 
Constitutio.n. Theseco.sts maybe significant, if experience with AB 8 can be used 
as a guide. 

E. Reductions in Local Fiscal Relief and Other Local Aid 
The Governo.r's Budget pr.o.poses that' a total o.f$931' millio.n· in local aid' be 

eliminated in the 1981-82 fiscal year, relative to the amo.untsthat wo.uld be pro.
videdunder current laws. These reductions co.nsist of: ' 

.A $472 millio.n reduction in local' fiscal relief: This amount consists of $420 
millio.n resulting from the shift in property taxes to. schoo.ls, and, $52 million 
resulting from the proposed reductio.ns in cost-o.f-living adjustments fo.r 
AFDG and County Health Services. ' 

• Scho.ols wo.uld experience a $165millio.nreduction because the COLA would 
,'bereducedfro.m its statutory level of 7.2 percent to. the budgeted level o.f 5 
percent. . 

.. Business inventory payments to. local go.vernments would be reduced by $59 
· million because the COLA would be reduced fro.m the 16.6 percent statuto.ry 

ievel identified in the Budgetto. the 4.75 percent level pro.posed in the budget 
o.uranalysis indicates that this reductionwo.uld actually equal $42 million, as 
the budget overstates the actual statutory requirement o.f 13.1 %~ 

• Homeowners and business invento.ry exemption payments to. cities, counties 
and special districts would be reduced by $235 million to co.mpensate for the 
increased revenUes these governments will receive from the unsecured prop-
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erty taxes on the 1978-7~ tax. roll. (There will also be a reduction of $265 . 
. . million in school apportionnient costs, but thi~.willoccur. under the . operation 

of current law and therefore is not counted as part of the Governor's proposed 
reductions;). . .' . 

The distribution Ofithesecuts massistance aniongthedifferent types of local 
jurisdiCtions is illustrated in Table 50; 

Table 50 
Distribution of Cuts in Local Aid 

. (in' milli~ns). 

Local Other 
Fiscal Local 
ReUel AidS 

Cities ............................................................. ,. $240 $8 
Counties· .. ; .......................... ; ...... ; ............ ; ...... . 202 20 
Special districts ......... : ................................. . .30 6 
Schools .......................................................... .. 190 

Totals ................ ; ................................... .. $472 0 $224 

Unsecured 
Property Tax . 

OfTsets 
$55 
ISO 
30 

_b 

$235 

Total 
$303 
372 
66 

190 
$931 

• Reflects· reductions in statutory cost-of-living adjustments for school apportionments ($165 million) and 
Business Inventory Exemption Reimbursements ($59 million}. '. . 

b A $265 million reduction in school apportionments occurs under operation of current law... 
o Differs from figure implied in Governor's Budget (page A-19) of $572 million because the budget 

assumes that $100 million of the $165 IiliI.lion COLA reduction in school apportionments is allocated 
to fiscal relief. . 

It should be noted that a portioJ;l of the reduction in aid to counties, $23 million, 
is accompanied, by decreases in expenditure requirements and thus has a net effe~t 
of zero on county budgets. . ."; .... .., . .' 

The budget documents assert thatthesecutsfor agencies other than schools will 
require only a 3. percentr!,)dllctlon inlocalgovernment.expenditurfls. Our analysis 
indicatfls that these cuts are more likely to approximate 5 percent for cities and 
counties, arid that the resources remaining after the cuts are implemeJ;ltedmay 
permit only.a 4 or 5percent increase in expenditures. . 

F.Controlling tbe Proliferation of Tax-Exempt Bonds . 
In our earlier discussion on' state porrowing, we rioted tha.t the volume of tax •. 

exempt bond. sales has dramatically increased during recent yeaJ:'s; The issuance 
of tax-exemptreyenue bondS, especially housing bonds, account for much of the 
growth. From 1977:-78 to 197~, the annual sales of state and local housingbonds 
increased frpm $416millipn to $2,240 million, or by 439 percent. In contJ:ast non
housing bond sales decreasedby 19,percent~fronl,$2,163 million to $i,747 million; 
Local housing bond, salesalo.ne w~re up $1,0'75 million; or nearly 1,200 peJ:'cflnt. 

The fucrease in. tax-exeinpt housing bondsrepJ:'esentsa response to the high 
interest rates on (:!onventionaJ. mortgage loans. The u.s; Gongress recently ap
proyed l~gisl!!-ti()11 which .fllirniriates. the' tax.exeinpt status' of.selectedhousmg 
bmldsas of December 31, 1983. This will eventually slow down the program, but 
the state XleedstoP:rovige some control over the sales of these bonds in order to 
maintain.a functioning bondmilrk~t. that is essential if public works are't9 he 
financed. .... ..' . .... . 

We also believe th~. gr~wth . in . state non-housing'. revenue •. bonds. is cause. for 
concern .. Seven of the fmIri:e.e~authQrizedprogr!!-IDs have. nQstatutqryHmitation 
on the axnount· of debt that. can be incurred .. Most of the issuing agflncies do not 
have to submit proposed sales to the Legislature for review.. . . 

Giyen that these state and local bonds (I) . decrease state tax revenues 3Xld(~) 
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tend to increase the interest rates for all public bO:rrowing, 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. Legislcltive Oversight of Capital O~tlay Appropriations 
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, improvements and the purchase of equip-
ment shall be undertaken. ' ' " " 

The LegislatlveAnalyst's Office has traditionally served as staff to the legislative 
,members of the board. In undertaking this responsibility, the Legislative Analyst's 
staffteviews proposals on theboard's,agendiland participates in the monthly 
meetings. During recent years~ 'the Legislative Analyst's staff workload related to 
Public Works Board activities has il.lcreased significantly. This is because the De
partment of Finance is not adequately performing it's role of reviewing th~ details 
of projects, proceding to the board: This results in board 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 beenraised~ On: other occasions, however, the board has appr9ved 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 
Department of Finance; Consequently, the process needs to be modified to assure 
that the Department of Finance effectively reviews projects, prior to' including 
them oli the board's agenda. '" " 

In an effort to improve the Public Works Board process, we believe the following 
chailges should be made: " , 
, • ,All administrative staff to the board should be located within the Department 

Of Finance. 
• ,All acquisition and development projects should be reviewed and approved 
<by the Department of Finance prior to being included on the board agenda . 
• The supplemental report of the annual Budget Act should include adescrip~ 

tiollof the legislatively-approved project scope. , ', 
• Each month, prior to the board meeting, the Department of Finance should 

submit a letter to the chairperson of each Jiscal committee, the Chairperson 
of the Joint Legislative Budget Committee and the legislative members of the 
board, indicatingthat the projects adhere to legislatively-approved scope and 
cost. If the Department of Finance approves changes, pursuant to Section 8 

'ofthe Budget Act, the department should indicllte the changes and associated 
" cost iIriplicatioIls." ' ',.' ' 
Manyofthese changescaIlberila~e administratively aridlor through budget 

language ul.lder C0ntrolSection8; In ,our analysis of the control sections, we will 
recorrunend specifi(!budget lariguage to,lmplement these, changes; 

A brief, discussiori of the suggested changes follows ' , , 
StaFF Ch8~ges;', ,Currently, the secretary to the board is located in the Depart

merit 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 
directly res~onsible to the chairperson-the Director of Finance. Moreover, the 
Department of Finance is the admillistration's fiscal control agE-ncy, and the re
sp6risibilityfor the Public Works Board agenda and cost controls should rest eritirEi-



ly within the Department of Finance. 
Site acquisition. Currently, property acquisition 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 Departmenf of Finance. The Department of General 
Services, Real Estate Services Division,is a service orgailization which provides 
expertise in the purchase I 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 expenditures-with 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 projects. 
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 Pubfic 
Works Board before" funds are released. Although there are legislative advisors on 
the board, the voting members of the board are part ot 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 clear 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 project scope. . Control Section 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 chairperson of the two fiscal committees, and the chairperson of the Joint 
Legislative Budget Committee and the legislative members ofthe board, certify
ing that all projects on the board agenda are within the scope"and cost'approved 
by the Legislature. If any changes iIi 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-ot disapprove
proposals that are developed by the director's staff and ininany cases have already 
been approved by the director 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. 

'fhe 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 vastmajority of cases. Furthermore, the direc
tor:sinterest in the state's acquisition and construction projects and their impact 
oncoIIlmunity development would be an asset to the board~ This change would 
require specific legislation and could not be made through the Budget Act. 
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H. Legislature's Flexibility Restricted by Special Funds and Accounts 
. Allocation oFtidelandsoilrevenue;' Chapter 899, Statutes of 1980, provided for 

the redistribution of tidelands oil revenue that would have otherwise been depos
ited in the ,Capital Outlay Fundfor Public Higher Education (COFPHE) . In past 
yearS; California received apprOximately $110 million in tidelands oil revenue. Of 
this amount;. about$70million went into the COFPHE. Currentestimates,howev
er,indicate.that California will receive approximately $455 million arid $534 mil
lion in 198~i 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 priorexpenditur,e authorizations: 

• . $125 million-COFPHE. 
• $200million-State School Building Lease/Purcha:se Fund.' 
• $120 million':"'-Energy and Resources Fund .. '. '. 
• $35' million-StateParks and RecreatioIiFiirid~ .' 
• '$25 million"'-Transportation Planning and DevelopmentFWld. 
• Remainingbalance-SpecialAccount for Capital Outlay. 
Le/J1slative' options limited. Depositing the. tidelands oil revenue into. special 

purpose funds tends to liniit the LElgislature's options in allocating state funds. The 
Legi$.la6irecan take acti()n to transfer amounts between fund~s 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 arid 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 priority may go unfunded because 
sufficient revenue is not available. .'. '.' •. 
. These special funds limit the Legiiilature'soptionsin establishing priorities for 

expenditure of all state funds. To remedy this, the Legislature could: 
• . Insert a control section in the ~udget Bill to transfer all tidelands oil revenue 

to the General' Fund, and thus consider all needs on a priority basis from the 
same fund source. . 

• Enactlegislatipn to modify the distribution of tidelands oil revenue and in
crease theLe~slature's flexibility. to fund state priorities. 

Special accounts and Funds in the Resource Agency. Departments, b()ards and 
cQmrnissionsmthe Resources Agency, arid to a lesser degree those in otheragen
cies, have been the recipients of substantial additional funclingin 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. Manyofthese accounts and 
funds havebeen established for special purposes. The number of these accounts 
anci funds has proliferated to the point thl/:Uheygreatlycomplicate the Governor's 
Budget and the Budget BilL Some departments have had. a doubling or tripling 
in the number of separate. budget.iti:mlsonwhich they depend; in the Hlstyear 
or two.' : :'.' . 

These special accounts and funds sometimes confuse the evaluation of programs 
and cause the total.avaihible resources to be misunderstood. For example, the 
DepartmeptofForestry has about $8 millionforitstraditional programs to admin~ 
ister fheFQrest . Practice Act. and to conduct other resource and management 
programs on forest lands. Last year the department initiated a new forest improvec 

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 
timber sales revenues from the General Fund to a new Forest Resources Improve-
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ment Fund. For 1981-82, the Governor'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 be~n established. They WO~Q 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 fromthe General Fund. In the present budget, program 
review, evaluation of accomplishments, determinations on the effective use of 
funds and staff, and siinplified budgeting are all iinpeded by the unnecessary 
compleXity of this' type of budgeting. 

I. Controlling Toxic Substances 
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 J..egislahire authorized apprOximately $5.4 million in additional state expendi
tures and 126 new positions for, toXic substances control. 

T):tis year the Governor's B1,ldget indicates that the administration is proposing 
an increase of $35,W2,643, from all funds, and 91 new positions to expand state 
efforts during 1981-82. This amount, shown in Table 51, includes $30 niillion from 
the General Fund to replace PCB-containing electrical transformers at state facili
ties. 

Tabie 51 
TQtal!=undingCalifornia's Toxic Wastes Program 

, (in millions) 

Actual 

General Fund' ........ ; .................................... : ........................................... : 1~ 
~~~'!:s .. :::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::~:::::::::::::::: ~:! 

Totals ....................................... ; ........................................ ,................. $6.1 

Estimated 
1!J80...81 

$4.6 
3.9 
3.0 

$il.5 

Proposed, 
1981-82 

$35.6 
7.1 
3.2 

$45.9 

Our tabulation of the increases iIi individual 'items of the Budget Bill totals 
$35,6.')4,007, and 98' new. positions. Table 52 identifies, by department, (1) new 
positions and fundingapproyed by the Legislature in the 1980 Budget Act, (2) 
proposed new positions and fqnding requested in the 1981-82 Governor's Budget, 
and ,(3) our recoII)IIlendations on the requested increase, as set forth in this 
Analysis. We discuss each of these reconimendations in detail in our analysis ofthe 
indiyidualbudget items. " , 

f..s the table indicates, we are recOII)IIlending approval of $1,749,597 and 42 
positions, and a reduction of, $2,484,627 and 32.5 positions. We have withheld 
recorhJnendation on (1), the $30 million requested for removal of PCB-containing 
ele~trjcal equipmentfro~ statE! faciliti~s,and (2) $1,419,783 and 23.5 positions 
requested for increased monitonng and enforcement of water pollutants.,In addi
tion,weare recommenqing in Item 3387001-001 that legislation be enacted repeal
ing the statutory ban on, Solid Waste Management Boatd participation in 
hazardou~wasteIIianagement. ',,", _ ' 

,Short-agcoEQuaJifiedP';r$onIlCI.', PeClpleskilled in highly sophisticated toXics 
work currently are, in gr¢atdeinand in private industry as well as in state and 
federalservice,' Ourreviewofthe implementation of staffincreases approved for 
198();..8Lindicates that' some state depar:trr1ents are having difficulty in recruiting 
qualified technical staff.-Fore'.'ample, nine of the fifteen neW technical positions 
authorized for the Air Resources Board in 1980-81 were vacant as of January 20, 
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Item Agency 
065 Office of Appropriate Technology ........ : ..................................... .. 
069 Office' of, Emergency ·Seivices .............. , ....................................... . 
171 Office of State Fire Marshal ......................•.................................•. 
272 California Highway Patrol ........................................................... ... 
340 Air :Resources Board ... : ................................................................... . 

'394 Water :Resources Control Board ..........•....... ; .............. : ................. . 
426 Department of Health Services 

(1)' Site Inspections .................. , ...................................................... .. 
(2) Abandoned Site Search ' ...............................................•........... 
(3) Epidemiological Studies ....................... ; ......................•........... 
(4) Hazardous Waste Recycling ............... ; ................................ .. 
(5) Facility Siting ....................... : ................ , ..... ; .... " ......... : ... : ......... .. 
(6) ·ImplementAB 2370 ................................................................ .. 

83S Ind~:~t~:~~~~.;:::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: 
983 S!atewide-:..Removal of. PCB-containing equipment from 

state fadlities .. : ........................................... ~ .... : ............... ,: ................. . 
Total I,ncreases ....... : ................. ; .......... : ....................... , ...................... . 
Sase B?dget ............. : .................... ;;.: .............. :: .... ;: ... :.:: ................... .. 

Progrcam Totals .................... , ................. , .... , ................................. .. 

'Reimbursements from Department of Health Services. 
bOne-year funding and positions. 

Table 52 
Toxic Waste Programs 

1980-81 and 1981--82 

1980-81 
Budget Act 

Authorization 
Amount Staff 

($242;725)" b 

317,316b 

294,123 
892,8.51 
986,171 

816,824 
661,430 b 

442,164 
242;725 b 

(2,163;143) 
,716,487 

'$5,370,091 
6,100,000 -.--' 

$11,470,091 

3.0 
9.0 

18.5 
22.5 

22.0 
~.O 
9.0 

(54.0) 
" 19.0 

126.0 

1981-82 
Proposed Increases Analyst's Proposal 

Amount Staff Amount . Staff 
($258,600)" b 

40,314 
302,872 3.0 
158,403 4.0 158,403 4~0 
964,582 15.5 

1,419,783 23.5 .Withhold 

1,115,019 33:0 506,352 23:0 
81,341 1.0 

497,18.5 4.0 454,306 3.0 
443,972 2.0 
381;8.59 7.0 387,8.59 7.0 

-
(2,525,376) (47.0) (1,348,517) (3.3.0) 

242,677 5.0 242;677 5.0 

30,000,000 Withhold 
$35,654,007 . '.98.0 '. $1,749,597 42.0 
'10,300,000 

$45,954,007 



1981. The Water Resources Control Board was unable to hire 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 qualifiedpe~sonnel, rather than lack of funding or positions. 

J. The AI 8.[)eflator 
In 1978, following the passage of Proposition 13, the Legislature 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 a better basis for fiscal planning. . 

In responding to this request, the Legislature recognized 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 reliefbill (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 ofrevenue 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, so it appears that urgency legislation is required to halt operation of the 
deflator. . . . . . 

We believe that the Legislature should act to repeal the deflator mechanism:, for 
several reasons. First, it seems to us that·the deflator mechanism restricts, rather 
than enhances, the Legislature'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 accomplish,but more importantly, these reductions would have 
widely varying effects on different local agencies. For example, many county 
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 ofthe 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 necessarily have a higher 
priority· than local programs. 

In summary, we believe that other more equitable. and administratively simpler 
options are available fotdealing with the problem of financing California govern-
mentS. Accordingly, we recommend that the AB 8 Deflator be repealed. . 

K. Budget Proposals Requiring Implementing Legislation 
A significant portion of the Governor's Btidget requires additional legislative 

action before it can be implemented. The following isa summary of budget 
. proposals in this category. Collectively, these proposals involve in 1981-:82 cost 
increases to all budget funds of $205 million and cost savings of $1,291 million; Not 
inchIded 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 Maintenance 

Career 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 
Furid and Litter Tax Fund 

Proposal 
Eliminate support for regular 
driver training 
Eliminate 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~ 
expenditures 

Increases General Fund re
. serves by $250 million 
None 



Program 
Development of Information 
Teclnlology 

Department of Insurance 

Departinent of Consumer Affairs 
Bureau of Automotive Repair 

Health SerVices 
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 

SSI/SSP 

Community Care Licensing 

Department of Water Resources 
Weather Modification 

Watermaster Service 

. Proposal· FiscalImpact 
Establish an Information Tech- Costs $5 million (General 
nology Revolving Fund for dis-Fund) 
tribution by the Department 
of Finance . 
Increase program activities Requires. increase in $500 max

imum assessment paid by in
surance companies 

Maintain and expand activities Automotive Repair Fund has 
projected June 30, 1982, deficit 
of $1.5 million; will require fee 
increase 

Provide a 4.75 percent in
crease rather than the 11.2 
percent increase required by 
statute 

No funds are budgeted in the 
Medi;Cal item of the Budget 
Bill even though state 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
erallaw 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 
Liffiit eligibility 

Eliminate emergency loan 
program 
Impose licellsure fees except. 
for foster famiiYhomes and 
small family resiqential facili-
ties . 

Eliminate General Fund. sup
port, change to fee support 
Change funding from the ex
isting equal sharing between 
the General Fund and local 
reimbursements to 'i3 General 
Fund and % local reimburse
ments. 
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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 milli9n ($0.5 
million General. Fund) 

!fit is determined nursing 
homes are mandatorily enti- .. 
tied toa 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 million (General 
Fund) . 

Saves $30.0 million (General 
Fund) 
Saves $1.7 million (General 
Fund) 
Saves $0.7 million (General 
Fund) . 

$64,500 General Fund reduc
tion 
$147,476 General Fund reduc
tion 



L. Raising the Yield . from Existing Revenue. Sources 
The primary focus in our anillysis is on the Governor's proposedspendingplan. 

Our discussion ofreveilues has been confined to evaluating the consistency of the 
Department of Finance's revenue projections with its ecdlt6inic forecast, and 
estimating how· alternative economic assumptions could affect revenue collec
tions. However, because state government's overall fiscal heaithis determined by 
both expenditure decisions and the reveriue 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 not reviewed annually as are expendi
tures-is consistent with legislative intent and priorities. The key elements of this 
revenue structure include the tax rates, and the definition of the tax bases (includ
ing various exemptions) to which these rates are applied.W e believe that there 
are two specific aspects of the tax structure which are particularly in need of 
review. They are: 

• The adjustment of certain tax rates "to account for inflation; and 
• The efFectiveness and efficiencyof various tax exemptions, credits, and other 

"tax expenditures" in achieving legislative objectives. 

1. Adlustment of Tax Rates for Inflation 
Most state revenues are raise~ 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 Ipercent to 11 percent of 
taxable personal income) ,and the insurance tax (which is set.at 2:35 percent of 
taxable insurance premiums) .. 

There are some reveIiue sources, however, which cannot keep pace either with 
general inflation or. inflation in .the specific programs which they support. This 
occurs because the tax base in these cases is measured not in .dollar terms, but 
rather in physical units. Three coinmon examples are: 

• The cigarette tax (which is levied on a cents-per-pack basis), 
• The alcoholic beverage taxes (which are levied on a cents~per-gallon basis), 

and . . 

• The motor vehicle fuel taxes (which are also levied on a cents-per-gallon 
basis). 

. The only way that dollar revenues from these types of taxes can automatically 
rise is when the physical volumes of the taxed items increase. It is only coincidental 
if such revenue increases are enough to mairitain .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 beentrlle of gasoline .sales during the past 
several years, because percentage declines in gaIlQns 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. 

A-85 



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

• First. the method of raising· revenues from items like cigarettes, alcoholic 
beverages, aild fuel taxes could be changed from taxing physica/quantities to 
taxing dollar amounts sold. This would make these taxes similar to the current 
sales and use tax. 

• Second, physical volume could continue to be taxed, but the tax rates could 
qe adjusted for inflation in either the prices of the taxed items, the general 
costs of operating state government, or the costs of operating specific 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: 

• Cigarette 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 

• 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 increased general govern
ment costs over the past 10 years-about llO percent as measured by the GNP 
deflator for state and local government purchases of goods and services-these 
revenues would be $311 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 gasojine 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 is somewhat 
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 of20 cents. lfthe 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 beless 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 construction activities, which have been declining 
in recent years. 

Thus, the choice of which 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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• 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). 

• 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 
pe 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 

• 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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