per year (from $1,194 to $1,344), providing an additional $14.8 million
in revenues.

o California State University. Student fees would be increased by $230
per year (from $441 to $671), providing an additional $73.6 mﬂﬁon in
revenues. In addition, the budget would eliminate General Fund
support for summer quarters at the San Luis Obispo, Pomona, Los
Angeles, and Hayward campuses, for a savings of $13.6 million.

o California Community Colleges. For the first time, community col-
lege students would be required to pay a statewide fee of $100 per
year, which would provide $109.5 million in revenues. The budget
%05,15_‘ Rot provide for growth in average daily attendance (ADA) or a

7. Capital Outlay expenditures in 1983-84 are funded exclusively from
bond and special funds. Proposed capital outlay expenditures from all
sources total $568.4 million in the butf et year.

8. Department of Corrections expenditures are proposed to increase by
$114.6 million in the budget year, due primarily to 516 growth in the state’s
prison population.

9. Unidentified Savings of $260 million, primarily from the establish-
ment of government efficiency teams, are proposed in the budget. These
teams, composed of individuals from the public and private sectors, are
expected to submit recommendations for inclusion in the budget before
itis enacted. At the time this Analysis was prepared, however, no individu-
als had been named to serve on tf!nlis task E:rce. Due to the lack of specific
information on these proposals, which the budget states will save $200
million, we recommend tﬁe Legislature not rely on the achievement of
these savings, in doing its fiscal planning. In addition, the budget antici-
pates further unidentified savings of $60 million.

10. Merit Salary Adjustments for state employees are not funded in the
Governor’s Budget. Although funding for these adjustments (almost $60
million from the General Fund) is included within the individual aFIS)ro-
priation requests, these funds are proposed for reversion by Control Sec-
tion 9.25 of the 1983-84 Budget Bill. In addition, the budget proposes that
$211 million be expended for additional employee compensation, but the
administration has identified these funds as part of its Phase II options for
use in eliminating the 1982-83 budget deficit.

lll. REVENUES

A. OVERVIEW

The various expenditure programs discussed in the Analysisare support-
ed by revenues which are derived from many different sources. The
budget identifies over 50 specific individual revenue categories, ranging
from taxes levied on individuals and businesses, to income which the state
derives directly from its own assets, such as oil-producing properties and
financial investments.

About 85 percent of all state revenues are deposited directly in the
General Fund, from which they may be appropriated to support the
general activities of state government. In most years, nearly 90 percent of
these General Fund revenues is derived from three specific sources: the
sales and use tax, the personal income tax, and the bank and corporation
tax.

Those state revenues that are not deposited in the General Fund—15
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percent of the total—are placed into special funds to support specific
programs and activities, including highway maintenance and various con-
struction projects.

The availability of revenues is the key determinant of how much the
state can afford to spend in the budget year. Consequently, in analyzing
the Governor’s Budget for 1983-84, it is important to consider whether the
state will collect sufficient revenues to fund the proposed spending plan.
The level of these revenues will be influenced by a variety of factors.
These include the state’s tax base under current law, the tax rates applied
to this tax base, how future economic conditions affect the size of the tax
base, the time lags between when tax liabilities are incurred and when
they are actually paid to the state, and the extent to which the Legislature
chooses to enact Jegislation to increase revenues in 1983.

This section examines the Department of Finance’s forecast for reve-
nues in the current and budget years, including the economic projections
and other assumptions on which the revenue forecast is based.

Summary of the Economic Outlook

The single most important factor explaining the past and future per-
formance of California state revenues is the behavior of the state’s econ-
om(iz. In 1982, both the national and California economies were in the
midst of a serious recession. Nationally, real Gross National Product
(GNP) declined in two of the four quarters, “real” interest rates remained
high throughout the year, unemployment reached record levels, housing
starts sagged to a 36-year low, personal income grew at its slowest rate in
20 years, and corporate profits fell for the third straight year. California’s
economic performance in 1982 was also poor. Job growth in the state was
negative for the first time since 1971, the unemployment rate at year-end
was the highest in the postwar period, and new residential building per-
mits (79,000) were at their lowest level in over two decades. At year-end,
it appeared that the economy was still in a recession.

e Department of Finance’s economic forecast for 1983 and 1984 gen-
erally reflects the consensus of other economists, in that it calls for a
modest recovery. In the near term, the economy is expected to remain
relatively weak, with only a very small increase in real GNP in the first
quarter of 1983. As the year progresses, however, the forecast shows the
economy improving gradually, led by consumer spending and improved
levels of housing starts and car sales. On the positive side, inflation is
expected to remain low (in the 4 to 6 percent range}, and interest rates
are anticipated to decline further from current levels.

As the economy moves into 1984, the recovery is projected to continue
and pick up momentum. The department predicts that the rate of job
grewth in California will climb from only 0.7 percent in 1983 to 3.3 percent
in 1984, resulting in a fall in the unempfoyme‘nt rate from 10.2 percent in
1983 to 8.5 percent in 1984.

No one can say whether the department’s economic forecast will prove
to be accurate. Economic forecasters have compiled a very poor record
in projecting the economy’s performance in recent years, and we can have
only limited confidence in the ability of the Department of Finance or any
other forecaster to accurately foresee the future, even over a period as
short as the next 12 months. This is particularly true at the present time,
given the tremendous uncertainties characterizing the current economic
environment. These uncertainties include the future course of federal
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monetary policies; decisions by both the Reagan Administration and the
Congress during 1983 and 1984 affecting taxes, spending and the federal
deficit; and the reactions of businesses and financial markets to future
trends in interest rates and inflationary expectations. We believe that
because of these factors, and the precariousness with which the state’s
budget is to be balanced over the next 18 months, the Legislature will
neeg to keep a close watch on economic developments in the months to
come, and be prepared to revise the state’s revenue outlook accordingly.

Summary of the Revenue Outlook
Table 22 summarizes the Governor’s Budget estimates of total, General
Fund, and special fund revenues. The table shows that:

o Prior year (1981-82) total revenues were $23.6 billion (a growth of
$1.5 billion, or 6.8 Eercent, over the preceding year). This amount
included about $21 billion in General Fund revenues (a growth of $1.9
billion, or 10.2 percent), and $2.6 billion in special fund revenues (a
decline of $440 million, or 14.3 percent).

o Current year (1982-83) total revenues are estimated to reach $23.8
billion (a growth of $168 million, or 0.7 percent), including revenues
of $20.5 billion to the General Fund (a gecline of $471 million, or 2.2
percent). Revenues to special funds are estimated at $3.3 billion, or
$638 million (24.2 percent) above the prior year amount.

o Budget year (1983-84) total revenues are projected at $26.0 billion
($2.3 billion, or 9.5 percent, above the estimated current-year level).
This amount includes $22.5 billion in General Fund revenue (a
growth of $2.0 billion, or 9.7 percent), and $3.5 billion in special fund
revenues (a growth of $267 million, or 8.2 percent).

Table 22

Summary of General Fund and Special Fund Revenue Performance
1981-82 to 1983-84

(in millions)®
Prior Year Current Year Budget Year
(1951-82) (1982-83) (1983-54)
Seneral Fund Revenue
Amount $20,960 $20,490 429,479
Dollar Change $1,937 —$471 $1,990
Percent Change 10.2% —22% 9.7%
Special Fund Revenues
Amount $2,641 $3.279 $3,546
Dollar Change —$440 $638 $267
Percent Change —143% 24.2% 82%
Total, General Fund and
Special Fund Revenues
Amount $23,601 $23,769 $26,026
Dollar Change $1,497 $168 $2.257
Percent Change 6.8% 0.7% 9.5%

" 1983-84 Governor's Budget. Detail may not add to totals due to rounding. Figures include effects of all
revenue-enhancing measures proposed in the budget.



As discussed later, the General Fund and special fund growth rates for
the prior, current and budget years have been significantly distorted by
a number of factors. These fgactors include tax accelerations, other revenue
enhancements and special fund transfers into the General Fund that were
enacted in 1981 and 1982, or have been proposed in the Governor’s Budget
for 1983-84. In our more detailed discussion of revenues which follows, we
show what the “underlying” growth rate of General Fund revenues would
be if these factors are exﬁu&éd.

By hlistorical standards, revenue growth for these three years is low. For
example:

« Growth in total current dollar revenues over the 11-year period from
1970-71 through 1980-81 averaged over 14 percent, compared to 6.8
ggrcer&t for 1981-82, 0.7 percent for 1982-83, and 9.5 percent for 1983-

: an

o Growth in total constant dollar revenues (that is, revenues adjusted
for inflation) averaged 5.5 percent over this 11-year period, compared
to declines of about 1.1 percent in 1981-82 and 4.9 percent in 198283,
and an increase of 3.3 percent in 1983-84.

¢ Growth in total constant dollar per capita revenues (that is, revenues
adjusted for both inflation an cf)(;'pulal‘ion increases) averaged 3.7
percent over the 1l-year period, versus declines of 2.8 percent in
i381—82 and 6.5 percent in 1982-83, and an increase of 1.6 percent in

The two main reasons for these historically-low rates of revenue growth
in the past three years are (1) the weaknesses in the economy in the past
several years, ancf, (2) the revenue effects of income tax indexing. Accord-
ing to the Department of Finance, the latter will reduce 1983-84 General
Fund revenues by $3.5 billion below what revenues would have been
without indexing. Our estimate of indexing’s effect on revenues is even
larger—$3.6 billion.

Revenue growth during the period covered by the budget would be
(faven weaker, relative to historical standards, were it not for the following

actors:

o First, total revenues over the period 1981-82 through 1983-84 reflect
the effects of numerous enacted and proposed revenue enhance-
ments. These enhancements were achieved by accelerating the col-
lection of certain taxes, increasing the interest penalties on late tax
payments, levying certain fees and user costs, increased tax auditing,
and repeal of certain tax credits. These factors are detailed below.

e Second, SB 215 (Ch 541/81) and AB 202 (Ch 933/81) increased gaso-
line and diesel taxes, motor vehicle registration fees, truck weight
fees, and drivers’ license fees. The result was to increase special fund
revenues from motor vehicle user taxes and fees by $205 million in
1981-82, $380 million in the current year and over $630 million in the
budget year. In addition, the budget proposes to increase fuel tax
revenues by $85 million in the budget year by moving-up the due
dates for tax payments.

It is also important to recognize that the prior, current and budget year
revenue totals include significant redistributions of revenue from special
funds to the General Fund. These redistributions, which are primarily
one-time, have been packaged with the other revenue-enhancing meas-
ures mentioned above in order to balance the 1981-82 General Fund
budget, reduce the current year General Fund deficit and balance the
1983-84 General Fund budget. They total over $800 million in 1981-82, and
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over $550 million in both 1982-83 and 1983-84. If the Department of
Finance’s economic forecast for 1983 and beyond comes true, a continua-
tion of these transfers would not be necessary after 1983-84. This is because
the regular General Fund tax base would generate enough revenues to
fund the anticipated growth in future expenditures.
We now turn to a more detailed discussion of state revenues in the prior
ear (1981-82), current year (1982-83), and budget year (1983-84). First,
ﬁowever, it is important to look more closely at the economic assumptions
on which the current and budget year revenue forecasts are based.

B. THE ECONOMIC OUTLOOK
1. THE 1982 ECONOMY IN RETROSPECT

A Bad Year for California

For the third year in a row, the economy performed very poorly in most
respects. Table 23 summarizes how the Caﬁfornia economy fared during
tll’;e year, relative to the Department of Finance’s projections. It indicates
that:

o Employment growth fell below expectations, even though the origi-
nal projections were not very high. Civilian employment rose by only
0.3 percent, compared to the 1.1 percent increase expected one year
ago. Wage and salary job growth was even worse (a decline of 1.4
percent), and this was also a poorer performance than predicted (a
gain of 1.1 percent).

o Unemployment averaged 9.9 percent compared to the 8.1 percent
expected last year, and ended the year at 11.1 percent. The annual
rate was as bad as that reached in 1975, during the last recession. The
December rate, however, was the highest December rate on record
for the postwar period, indicating that the unemployment situation
was actually worsening at year-end.

Table 23
Summary of 1982 Economic Performance for
California“®

Original Revised  January 1983
Januarv 1952 May 1952 Estimated

Economic Indicators Forecast® Forecast Actual®
Percent change in:
—Personal income 10.3% 85% 7.8%
—Civilian employment 1.1% 0.8% 0.3%
—Wage and salary employment L1% 0.3% —14%
—Consumer prices 11.3% 15% 6.9%
Unemployment rate (%) 8.1% 9.1% 9.9%
Residential building permits (thousands) ... 125 86 79
New car sales (thousands) 975 890 840

* Forecasts and estimates by the California Department of Finance.
b 1982-83 Governor's Budget.
©1983-84 Governor’s Budget.

o Residential building permits were reported at only 79,000, compared
to the predicted leveﬁ of 125,000. This performance was the worst in
decades, even though population has increased;

« New car sales totaled 840,000, some 135,000 less than projected;
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« “Real” personal income (that is, income adjusted for inflation) rose
only 0.8 percent using the Consumer Price Index (CPI) as a measure
of inflation. Thus, per capita real income did not rise; and

o Taxablg ggles fell by 0.5 percent, the first time a decline has occurred
since 1958.

Table 24 summarizes how successful forecasters other than Finance
were in predicting California’s economic performance. Like the depart-
ment, these other forecasters all appear to have expected a better per-
formance by the state’s economy tEan the economy was able to achieve.
For example, all but one forecaster overestimated personal income
growth, alf overestimated the level of employment, and no forecaster
came even remotely close to foreseeing the collapse of the residential
housing sector. Likewise, all forecasters underpredicted the unemploy-
ment rate, and all but the department overstated the growth of real
gersonal income. The one bright spot in the state’s economic performance

uring 1982 involved inflation (6.9 percent on an annual average basis),
which was less than what all but one forecaster anticipated.

Table 24
Accuracy of 1982 Economic Forecasts for California °

Economic Variables
Wage and New
“Real”  Salary Residential
Personal Consumer Personal Employ- Unem- Building
Income  Price Income ment  ployment Permits

Forecaster Growth Inflation Growth® Growth  Rate (thousands)
Department of Finance ... 10.3% 11.3% —0.9% 1L1% 81% 125
First Interstate Bank “..... - 110 8.3 25 2.7 6.9 164
Security Pacific Bank . 9.9 84 14 1.0 86 125
Wells Fargo Bank..... w110 8.0 2.8 1.0¢ 85 110
Bank of AMETiCa. ..ooovrrsrsrsmissirins 90 15 14 104 80 135
UCLA 78 5.7 20 —0.5 88 133
Crocker Bank 9.0 78 11 02 84 138
Average of All Forecasters ...  9.7% 8.1% 1.5% 0.9% 82% 133
Actual ® 7.8% 6.9% 0.3% —14% 9.9% 79

* Forecasts as of approximately year-end 1981.

Defined as personal income growth adjusted for consumer price inflation as measured by the California
CPL If the U.S. GNP Personal Consumption Expenditures (PCE) Deflator were used instead of the
CPI to measure inflation, growth in “real” 1982 personal income would be 1.8 percent instead of 0.3
percent.

¢ Formerly United California Bank (UCB). Forecast as of October 1981.
4 Civilian employment growth estimate.
© As estimated in the 1983-84 Governor's Budget.

Economic Weaknesses a Nationwide Problem

California’s economic problems in 1982 were, to a large extent, reflec-
tions of economic weaknesses in the nation’s economy generally. For
instance:

e The nation’s real GNP in the fourth quarter of 1982 was 1 percent
lower than it was in the fourth quarter of 1979, three years earlier. On
five occasions during this period, quarterly real GNP actually de-
clined, including twice during 1982;

o U.S. before-tax corporate profits fell in each of the past three years,
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even after adjusting for 1981 federal law changes regarding the treat-
ment of depreciation allowances;

o Housing starts in 1982 averaged only 1.1 million for the year as a
whole, the worst performance since 1945;

o Capacily utilization averaged only 70 percent for 1982, lowest in the
postwar period. By December, the rate had slipped to only 67 per-
cent, also a record low;

o Business investment expenditures on producers’ durable equipment
in 1982 fell by nearly 2 percent in current dollars, and by 6.5 percent
in “real” terms. Adjusted for inflation, total nonresidential investment
expenditures in the economy at year-end 1982 were 6.6 percent below
their level three years earlier;

o Personal income increased only 6.4 percent in 1982, the smallest rise
in 20 years; and

o Interest rates declined throughout the latter half of the year. Howev-
er, although “real” short-term interest rates are now near normal
historical levels, “real” long-term interest rates, which are important
determinants of investment, continue to remain relatively high.

What Has Gone Wrong?

The economy’s poor 1982 performance was essentially a continuation of
a generall unKeafthy performance by the economy in both 1980 (when
real GNP fell by 0.4%) and 1981 (when real GNP rose by only 1.9 percent).
Last year at this time, most economists expected a recovery from the
recession to begin in 1982, but this did not happen. What has gone wrong?

Some of the nation’s leading economists openly disagree with one an-
other about the exact causes of our current economic problems and the
steps that are needed to overcome them. However, many economists
share the belief that 1982’s poor performance in terms of output and
employment is most directly attributable to tight monetary policies pur-
sued by the Federal Reserve Board (FED) in 1981. During 1981, these
policies tended to restrict credit availability, put upward pressures on
interest rates, and thereby discourage borrowing to finance home buying
and business investment. Although nominal interest rates have since de-
clined, the economy has yet to recover in terms of production and employ-
ment.

The FED’s original purpose in attempting to reduce monetary growth
in 1981 stemmed directly from the need to lower inflation, which is ulti-
mately caused by “too much money.” Had more expansionary monetary
Eolicies been followed during 1981, it is possible that the economy might

ave performed better in terms of job growth and output in 1981, but at
the cost of higher inflation in 1982. The monetary authorities feared that
such inflation could, after a lag, result in an even weaker economy and
stifle recovery. While the FED’s monetary actions clearly succeeded in
reducing inflation in 1982, the cost of this success was significant losses in
production, income, and jobs.

Many economists question whether the benefits of past federal mone-
tary policies have been worth the costs. Others maintain that the nation
was destined to pay this price ultimately, due either to the FED’s actions
or the debilitating effects of inflation on the economy over time. At any
rate, selecting the proper policy prescription to rectify today’s economic
problems is another difficult and, as of yet, unresolved issue.

As 1983 begins, it is not at all apparent whether brighter days for the
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economy are just ahead. There have been a number of positive develop-
ments recently, such as an upswing in housing starts, continuing declines
in interest rates, and some improvements in consumer spending. These
developments, by themselves, however, are not sufficient to guarantee a
first quarter recovery. Indeed, softness in many other sectors of the econ-
omy, such as excess inventories, low capacity utilization rates, reduced
spending by state and local governments, a deteriorating international
trade situation, an increasing federal budget deficit, and declines in
glanned business investment spending, all argue against any quick re-

ound in business activity. Because of preliminary data showing that real
GNP declined at a 2.5 percent annual rate in the fourth quarter of 1982,
and the high probability that the current quarter will be weak, many
economists believe that we may still be in the midst of a recession. Thus,
the economy closed 1982 and began 1983 on a fairly negative note, and the
outlook for recovery is still rather “iffy”.

2. THE ECONOMIC OUTLOOK FOR 1983 AND 1984

Economic activity in calendar 1983 will account for about one-third of
current-year (1982-83) General Fund revenues and about two-thirds of
budget-year (1983-84) General Fund revenues. The remaining one-third
of budget-year revenues will be determined by 1984 economic conditions.
Table 25 summarizes the Department of Finance’s economic projections
for 1983 and 1984 for both the nation and California.

The Nation—From Recession to Recovery

The department’s forecast reflects the consensus view that the current
recession will end sometime in early 1983, and that the recovery is expect-
ed to be moderate, though sustained, carrying forward beyond 1983 and
throughout 1984. For the nation as a wh(:?g

o Real GNP is projected to rise by a modest 2.2 percent in 1983, and
then rise by a somewhat stronger 4.4 percent in 1984. This upswing,
however, will be weaker than that which followed the 1973-75 reces-
sion (See Chart 11).

o Pre-tax corporate profits are expected to post a 10.7 percent gain in
1983. Despite this rise, however, the level of profits in 1983, after
adjusting for recent federal tax law changes regarding treatment of
depreciation allowances, will still be below that of 1978, even before
adjusting for inflation. In 1984, profits are predicted to register a 17
percent gain.

o Unemployment is expected to average 10.0 percent in 1983, an in-
crease over the record 9.6 percent rate of 1982. This rise will occur,
despite the projected economic recovery, because businesses will add
workers too slowly to offset the normal growth in the labor force and
the reentrance into the job market of previously discouraged workers.
In 1984, the unemployment rate is predicted to fall to 8.7 percent,
which would still be above its 1981 I%vel (See Chart 12).

o Employment growth is expected to be negligible in 1983, rising only
0.2 percent for wage and salary workers and 1 percent for all civilian
workers. In 1984, moderate gains of about 3 percent for each employ-
ment category are projected.

o Housing starts will rise in 1983 to 1.34 million units. While this is an
improvement over 1982, it is still a relatively depressed level. In 1984,
starts are projected to rise to 1.63 million units.

o Car sales are projected to improve, reaching 8.6 million units in 1983.
In 1984, a further increase, to ]£.2 million units, is projected.
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California—Similar Expectations for a Modest Recovery
Most economists who study the California economy agree with the
department’s belief that the state will begin a sustained period of econom-
ic recovery in 1983. In addition, the consensus is that this recovery could
proceed at a somewhat more-rapid pace in California than for the nation
at large. There are several reasons For this. One involves the benefits to
California of increased federal defense spending. Another involves the
improved Efospects which declining interest rates offer for the housing
market, which is an especially important sector of the economy in a
growth state like California. Nevertheless, it is important to stress that
economic performance in California, as for the nation, is expected to be
only moderate over the forecast period, especially compared to past post-
recession recovery periods. For California, Table 25 indicates that:
o Employment growth in 1983 is projected to rise only very slowly.
Civilian employment growth is forecast to be only 1.5 percent. As
shown in Chart 13, California wage and salary job growth is projected

Table 25
Department of Finance Economic Qutlook for
California and the Nation
(dollars in billions) °

1982 1983 1984
FEstimated Forecast Forecast

Percent Percent Percent
A. The Nation Level  Change  Level Change  Level  Change
GNP in current dollars $3,060.1 42%  $32884 75% $3,6239  102%
GNP in 1972 dollars $1,475.9 -18 $1,5080 22 $1,574.0 44
Personal income $2,572.2 65 $27632 T4 $3,030.1 9.7
Corporate Profits (pre-tax) u.vmsmusenn. $1769 238 $1958 107 9990 170
Wage and salary employment (in thousands) 89,686 -16 89,863 02 92,569 30
Civilian employment (in thousands) . 99,605 -08 100,617 10 103,733 3l
Housing starts (millions of units) ... 14 =53 134 287 163 213
New car sales (millions of units)..... 78  -88 86 109 102 182
GNP price deflator (1972=100)....... 073 6.0 2180 52 2302 5.6
Consumer price index (1967=100)...... 2805 63 54 55 3238 60
GNP consumption deflator (1972=100) ............... 2059 59 2065 5l 283 55
Unemployment (%) 9.6% - 100% — 81% —
Savings rate (%) 6.7% — 68% — 64% —
B. California
Personal income $311.0 8% £3376 85% $370.3 97%
Wage and salary employment (in thousands) ...... 9,901 -14 9974 07 10,300 33
Civilian employment (in thousands) ................... 10,940 03 11,110 15 11,579 42
Residential building permits (in thousands) ....... 79 -258 125 588 150 200
Consumer price index ... 2955 69 084 44 329.1 67
Unemployment rate 99% == 102% — 85% —

* Source: Department of Finance and 1983-84 Governor’s Budget.



to be even less—only 0.7 percent in 1983, representing just 73,000 new
jcg%s. As a result, employment in 1983 will still be lower than it was in
1981.

o The unemployment rate is expected to rise from 9.9 percent in 1982
to 10.2 percent in 1983, or slightly above the rate for the nation as a
whole. As Chart 12 indicates, the state’s unemployment rate is then
expected to decline to 8.5 percent in 1984, or somewhat more rapidly
than the nation’s.

o California construction activity, like the nation’s, is expected to im-
prove moderately in 1983. Building permits are projected to reach
125,000 in 1983, before rising to 150,000 in 1984. Most economists be-
lieve that building permits in California need to average about 200,000
or more per year in order to meet the basic demand for new housing
associated with natural poi}llation growth, new household forma-
tions, in—n;‘%ration, and replacement. Thus, even the projected 1984
level of building permits represents a below-normal level.

The implications of the current economic outlook for state revenues are
best seen in the forecasts for those key California variables which most
strongly affect the state’s major revenue sources:

o California personal income growth (Chart 14) is projected to rise
from 7.8 percent in 1982 to 8.5 percent in 1983. However, because of
the projected fall in inflation, “real” personal income growth (that is,
growth adjusted for inflation) is expected to rise by about 3.2 percent
in 1983, or about twice as great an improvement over the 1982 rate
as for nominal personal income growth.

o Taxable corporate profits are forecast to rise 8.1 percent in 1983 and
15 percent in 1984, following declines of 3.6 percent in 1982 and 5.4
percent in 1981, and a rise of only 1.7 percent in 1980 (See Chart 19
on page 84). The projected 1983 gain is relatively mild, given the poor

rofit performance in the previous three years, and would leave the
evel of profits in 1983 only slightly above the 1979 level. The project-
ed 1983 and 1984 gains are far below the 20-percent-plus increases
experienced from 1976 through 1978, after the last recession ended,
and indicate the generally poor state of corporate balance sheets.

o Taxable sales are predicted to rise 8.9 percent in 1983 and 13.6 percent
in 1984. The 1983 increase, while in line with projected personal in-
come growth (8.5 percent), is far from robust for a recovery year. For
example, the 1983 increase in “real” taxable sales (that is, taxable sales
adjusted for inflation) is 3.5 percent. This will not be sufficient to
bring real taxable sales back to their 1979 level, since real sales fell by
1.7 percent in 1980, rose bﬁ only 0.1 percent in 1981, and declined by
6 percent in 1982 (see Chart 18 on page 82). By comparison, real
taxable sales in 1976, the year following the 1973-75 recession, rose 8.6
percent, and in the subsequent year, they rose 12.2 percent.
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Chart 13
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Chart 14
Annual Growth in California Personal Income
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These projections are all consistent with the consensus view of econo-
mists that the projected recovery in 1983 will be relatively mild, and that
although the recovery will gain momentum in 1984, it will still be only
moderate by historical standards. It is primarily because of this moderate
economic recovery that only relatively modest gains in state revenues are
anticipated for 198283 and 1983-84.

Inflation Outlook Moderately Favorable

Chart 15 shows the trend of inflation faced by consumers over the past
10 years, and the department’s projected rates of inflation for 1983 and
1984.

As Table 24 shows, California’s inflation experience during 1982—an
average rate of 6.9 percent—was far better than what the department
projected 12 months ago—11.3 percent. In fact, most forecasters overesti-
mated the rate of inflation in 1982. There were a number of reasons for
this. The most important of these was the recession. The unprecedented
level of excess productive capacity and the high rate of unemployment
combined to lessen upward pressures on wage rates, input costs and the
prices of final outputs. Other factors contributing to the surprisingly low
rate of inflation were the oil surplus on world markets, which held down
the rate of increase in petroleum and energy-related prices, declining
interest rates, and only moderate increases in food prices. Also important
was the reduction in the rate of monetary expansion in 1981.

For 1983, the department projects a further easing of inflation, due to
the softness in the economy. In 1984, however, the rate of inflation is
projected to rise somewhat, as the economy gains strength and begins to
put pressure on the prices of certain inputs and outputs. The department’s
general inflation projection—between 4% percent and 5 percent in 1983
and between 5% percent and 6% percent for 1984, depending on the
measure of inflation used—reflects the consensus view of economic fore-
casters at this time. This forecast assumes that the federal monetary au-
thorities will “ease up” enough in controlling the gl;'owth rate of the
money sglpply to accommodate a moderate recovery, but not so much as
to rekindle inflationary expectations.

Interest Rates—Continued Declines Hoped For

One of the most critical elements in the economic forecast for 1983 and
1984 is the behavior of interest rates. This is because the pace of economic
activity is very much influenced by the behavior of credit-sensitive sectors
—namely, housing, automobiles and business investment. Unfortunately,
however, the future path of interest rates is subject to considerable uncer-
tainty, especially in light of the need to finance a federal deficit exceeding
$200 billion.

Chart 16 shows the pattern of short-term and long-term interest rates
over the past 10 years and projections for 1983 and 1984. Beginning in
about 1976, interest rates generally began an upward climb, peaking at
record levels in 1981. The 1981 escalation was primarily due to a combina-
tion of restrictive monetary policies followed by the FED and high rates
of inflation. During the first six months of 1982, neither short-term nor
long-term rates changed much. After mid-year, however, less restrictive
monetary policies, declining rates of inflation and a weak economy result-
ed in rather sharp drops in rates. As of year-end 1982, these declines
already appeared to have given some boost to consumer purchases of
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Chart 15

Inflation Faced by Consumers in California and the Nation
1973 through 1284 °
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automobiles, and to housing starts.

The department predicts that interest rates will continue to drift down-
ward in 1983 and 1984, with a prime rate of 10 percent and a mortgage rate
of 12 percent at year-end 1984. This projection is shared by most other
forecasters. Thus, the most common outlook for interest rates is a relative-
ly favorable one which, if realized, will be a positive influence on both
consumer and business spending decisions. The basis for this outlook is the
belief that interest rate-reducing factors will be fairly strong in the months
ahead. These factors include a very mild economic recovery, low inflation
rates and weak private sector credit demands.

It must be stressed, however, that this optimistic forecast for interest
rates could be “off target”. Two factors, in particular, could cause interest
rates to turn up and thereby jeopardize the recovery. These factors in-
volve (1) the degree to which federal monetary authorities restrict the

rowth in the money supply, and (2) the impact on the credit markets of
%he federal government’s need to finance an enormous deficit.

Federal Policies—More Important Than Ever

There are two general categories of federal policies that can influence
the level and composition of economic activity. First, there are the taxing
and spending policies of the federal government, which are generally
referred to as fiscal policies. Second, there are the policies regarding
management of the nation’s money supply and certain interest rates by
the Federal Reserve Board, which are referred to as monetary policies.
The future course of federal monetary and fiscal Eolicies represents the
sin§le biggest uncertainty in the economic outlook for 1983 and beyond,
and will probably exert the greatest influence on the economic perform-
ance of both the nation and California.

Monetary Policy: As discussed earlier, monetary policies exert an im-
portant influence on a great many economic variables, including inflation,
interest rates and spending by consumers and businesses. Most econormists
share the department’s assumption that the FED has somewhat changed
its policy recently, by moving away from a strict focus on the rate of
growth in various types of “money”, and toward recognition that it must
take specific actions aimed at reducing and stabilizing the level of interest
rates. The challenge for the FED will be the same one that it always
faces—can the money supply be increased at a rate which is high enough
to accommodate a healthy pace of economic activity, and yet not so high
as to ignite inflation? In past years, the FED’s track record in achieving
this goal has not been veg good. Onll{1 time will tell if it will be more
successful this time around. Its task will be more difficult than ever be-
cause of the need to help finance the huge federal deficit.

Fiscal Policy: The major fiscal policy issue is well-known—can the
overnment control the size of the federal budget deficit, and can the
eficit be financed without impeding the ability of the economy to recov-

er from the recession?

In many respects, fiscal policy is “between a rock and a hard place.” On
the one hand, the federal government could attempt to reduce the deficit
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immediately by increasing taxes and lowering spending. This approach,
however, could also slow the pace of economic activity in the near term
by lowering total spending, and thereby reducing output and employ-
ment. On the other hand, the government could continue to follow the
“supply-side” course of action espoused by the President in 1981, when he
proposed a tax-reduction plan to stimulate private sector activities. While
this approach has the potential to offer significant long-term benefits, it
has ha(ﬁJ the effect in the short-run of enlarging the budget deficit.

Most economists agree that the federal (fejﬁcit as a percentage of the
GNP will reach unprecedented levels in the next several fiscal years, and
that the deficit wilfnot be eliminated easily. In the near term, financing
the deficit may not significantly escalate interest rates, primarily because
of the relatively weak demand for credit on the part of Sw private sector,
due to the recession. Considerable uncertainty exists, however, over what
the effects of financing these deficits will be in the last half of 1983 and
beyond on monetary growth, inflation, interest rates, and consumer and
business confidence. The worst case would be if financing the deficit
“crowded out” private sector borrowing and thereby aborted the recov-
ery.
One thing does appear clear—there is no simple, obvious, agreed-upon
way out of the federal government’s current budgetary problems. As a
result, the exact course which fiscal and monetary policies will take in 1983
and 1984 remains rather clouded.

Finance Versus Other Forecasters

Tables 26 and 27 compare the Department of Finance’s national and
California economic forecasts for 1983 with those which were made at
approximately year-end 1982 by other economists. The department’s eco-
nomic forecast is about where most other public and private forecasters
were when the department prepared its forecast (November-December
1982). Since then, some forecasters have revised their projections down-
ward. Nevertheless, the department’s forecast is not out of line. Rather,
most of the forecasters envision the same general type of economy in 1983
as Finance does—very modest economic growth, reduced inflation, and
only moderate levels of profits, home building, and car sales. In the case
of California, the department’s projected 1983 personal income growth
rate—38.5 percent—reflects the consensus, and is below that of some fore-
casters (Bank of America, for example, predicts a growth rate of 10.0
percent) and above that of others (BCLR, for example, predicts an in-
crease of 7.4 percent).

Our discussions with these forecasters indicate that they all are consider-
rably uncertain about exactly what will happen over the next two years,
and expect that they will have to revise their projections frequently in the
months to come. Given this, we believe that the department’s economic
forecast is as reasonable as anyone’s at this point in time. This is not to say,
of course, that the Legislature can be confident that the forecast will, in
fact, prove to be accurate. In fact, the odds are low that it, or any of the
other forecasts shown in Tables 26 and 27, will turn out to be exactly on
target. There is simply too much uncertainty regarding the future to allow
anyone to be confident about any forecast. What we are suggesting is
simply that the department’s economic forecast appears to be neit%ler
excessively optimistic nor excessively pessimistic, reli)ative to the views of
the economic forecasting community at large.
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Table 26
Comparison of 1983 National Economic Outlook for Selected Forecasters

Percent Change in: New Housing
Before-
Real GNP  Consumer Tax Personal  ployment  (millions  (millions

Forecaster GNP Prices Prices Profits Income Rate of units) of units)
Department of Finance 22% 52% 55% 10.7% T4% 10.0% 86 1.34
Other Forecasters®
Date Resources 16 53 5.1 85 74 107 8.7 148
UCLA 19 5.1 39 70 71 109 89 141
Evans Economics 09 50 47 119 56 114 84 135
Security Pacific Bank 21" 53 5.1 22 73 106 89 148
Citibank 31 54 52 159 83 99 94 150
Crocker bank * 32 57 58 N/A N/A 93 91 138
First Interstate Bank ¢ 36 58 56 198° 95 95 90 131
Conference Board 24 52 53 231 68 105 89 1.33
Chase Econometrics 21 50 48 146 72 103 93 1.39
Wharton 24 52 49 102 71 105 96 147
Bank of America 13-25 53 49 20 68 103 85 1.39
Blue Chip Consensus ' 25 5.1 50 175 76 103 92 145
Average of “Other” Forecasters ............. 23% 53% 5.0% 13.6% 14% 10.3% 90 141

* Forecasts as of approximately year-end 1982

® In January 1983, this forecast was revised upward to 2.6 percent.

© Forecast as of October 1982.

4 Formerly United California Bank (UCB).

€ Projection of corporate operating profits.

f Consensus forecast for approximately 40 private sector forecasters collected monthly by Eggert Economic Enterprises, Inc.




Table 27
Comparison of 1982 California Economic Outlook for Selected Forecasters

Percent Change in: New
Wage and Residential

Real  Civilian Salary  Unem- Building

Personal Consumer Personal Employ- Employ- ployment Permits
Income  Prices Income® ment  ment  Rate (thousands)

Department of Finance .........ueireres 85% 44% 39% 15% 07% 102% 125
Other Forecasters®
First Interstate Bank ©.........ccovccenmne. NJA N/A N/A N/A 0.7 N/A 110
Security Pacific Bank ........ooumnncerccinnns 9.4 N/A N/A N/A 14 10.0 102
Bank of America 10.0 6.2 36 16 NJ/A 96 80
Crocker Bank 84 41 41 21 13 102 125
UCLA 74 29 44 0.6 02 11.6 114
Commission on State Finance.......o. 8.1 43 36 N/A 08 108 114
Average of “Other” Forecasters ... 87% 44% 37% 14% 09% 104% 108

* Defined as personal income growth adjusted for consumer price inflation.
b Forecasts as of approximately year-end 1982.
¢ Formerly United California Bank (UCB). Forecast as of October 1982.

C. PRIOR YEAR (1981-82) REVENUES

Table 28 summarizes 1981-82 General Fund revenue collections. These
receipts totaled $20,960 million, an increase of $1,937 million (10.2 per-
cent) over 1980-81. As Table 28 shows:

Sales and use taxes increased 7.8 percent, or $543 million;

Personal income taxes rose 13.0 percent, or $864 million;

Bank and corporation taxes declined 3.0 percent, or $82 million;
Interest income fell by $128 million, reflecting both the decline in the
size of the General Fund budget surplus available for investment, and
the tapering-off of market interest rates;

Transfer income to the General Fund rose by $747 million, from $315
million to $1,062 million; and

Collections from all other sources, including taxes and licenses, were
essentially unchanged, declining by about $7 million.

Special Factors—Accounted for $1.3 billion or Two-Thirds of Revenue Growth
A number of special factors accounted for $1.3 billion, or two-thirds of

the

total growth in General Fund revenues during 1981-82.

Tax Collections were Accelerated. These accelerations totaled $315
million, including $155 million for the personal income tax under AB
6x (Ch 2x/82), and $160 million for the sales and use tax under AB 1253
(Ch 115/82) and AB 8x (Ch 5x/82).

Interest Penalties on Delinquent Taxes were Raised. These penal-
ties brought in approximately $65 million in additional revenues from
the personal income tax, the sales tax, and the bank and corporation
tax (AB 8x).

Revenues were Transferred from Special Funds to the General
Fund. Because of legislative action taken in both 1981 and 1982,
General Fund transfer income was raised by nearly $870 million. Most
of these transfers (over $600 million) represented revenues from the
state’s tidelands, which are normally put into special funds to support
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a variety of capital outlay programs. The General Fund also received
approximately $150 million in transfer income from the Vehicle Li-
cense Fee Account and other sources which normally would have
gone to local governments.

Weak Underlying Revenue Growth Trend

Had these special factors not been present, General Fund revenue
growth in 1981-82 would have been only 3.2 percent ($612 million). This
would have been the lowest rate of growth in General Fund revenues
since 1970-71.

The recession was the major factor responsible for this anemic underly-
ing growth rate. Especially important in this regard was the drop in Caff-
fornia corporate profits (—5.4% in 1981 and —3.6% in 1982), and the fall
in the portion of personal income which consumers spent on taxable items
(the ratio of taxable to personal income fell from over 55 percent in 1980
to under 50 percent in 1982).

Table 28

Growth of Prior Year (1981-82)
General Fund Revenues by Type
(in millions) °

Percent Change
Which Would
Have Occurred
in the
Absence of
Actual  Actual Change Special
Income Source 1980-81  1981-82 Amount Percent Factors®
Three major taxes:
Sales and use tax ....oosncisinnnnens 37,006 $7,549 $543 7.8% 5.2%
Personal income tax ...... 6,629 7493 864 13.0 10.2
Bank and corporation tax ... 2,731 2,649 —82 -30 —54
Other major taxes and licenses ... 1,442 1,418 —24 -17 59
Total, major taxes and licenses........ $17,808 819,109  $1,301 7.3% 5.5%
Interest iNCOME ....cvvurervreerrisrerressresseinenes 464 336 —128 216 —-216
Transfers 315 1,062 47 137.1 —108
Other revenues 436 453 17 39 -02
Total General Fund Revenues and
Transfers $19,023  $20,960 $1,937 10.2% 4.3%

* Details may not add to total due to rounding.

b One-time transfers and revenue enhancements in 1981-82 totalled approximately $1.3 billion and includ-
ed (1) $179 million in increased transfers and other revenues associated with SB 102 (Ch 101/81), (2)
$400 million in transfers associated with the 1981 Budget Act, (3) $25 million in U.C. profit transfers,
(4) $399 million in increased sales tax, personal income tax and bank and corporation tax revenues
associated primarily with tax accelerations and interest penalties under AB 6x (Ch 2x/82), AB 7x (Ch
4x/82), AB 8x (Ch 5x/82) and AB 1253 (Ch 115/82), and (5) $322 million in increased transfers under
the 1982 Budget Act and trailer legislation. In addition, General Fund revenue sharing transfers
declined from $276.2 million in 1980-81 to $179.5 million in 1981-82, or by $97 million, and AB 2092
(Ch 634/80) reduced inheritance and gift tax receipts by approximately $1.2 million in 198081 and
£109.3 million in 1982-83. The increase in 1981-82 revenues would have been $817 million instead of
$1,937 million had none of these special factors occurred.



Other factors also contributed to the sluggish growth in revenues during
1981-82. They include the decline in interest income (brought about pri-
marily by the decline in the General Fund surplus), the phasing-out of
federal revenue sharing for state governments, and the phasing-in of AB
2092 (Chapter 634/80), which exempted spouses from inheritance and gift
taxes. TabFe 28 shows that even if the effects of these factors are ignored,
underlying revenue growth in 1981-82 is still less than 5 percent.

Weak Economy Caused Record Downward Revenue Revisions

Table 29 shows how the Department of Finance revised its original
1981-82 revenue forecast between January 1981 and the end of the fiscal
year. The table indicates that:

¢ Actual revenues were Jess than the original estimate presented in the
Governor’s Budget (January 1981) by over $1.3 billion, or 6.4 percent.
This amount, which excludes the effects of 1981 tax legislation, reflects
downward adjustments of $605 million for the sales and use tax, $126
million for the personal income tax, and $450 million for the bank and
corporation tax.

o Actual revenues were also nearly $1.6 billion, or 7.5 percent, Jess than
the May 1981 revenue revision provided to the Legislature before it
acted on the 1981-82 budget.

e Actual revenues were $723 million, or 3.4 percent Jess than the mid-
)];ea&r estimate prepared in January 1982 for the 1982-83 Governor’s

udget.

Table 30 compares the dﬁﬁlartment’s revenue estimating errors for 1981
-82 to those over the preceding eight-year period beginning with 1973-74.
Several important points emerge from this table:

o First, in dollar terms, the 1981-82 errors were the Jargest on record.

e Second, in percem:%ﬁf terms, the error made in May 1981 was also the
largest on record. This is especially significant because the May revi-
sion immediately preceding the start of the budget year provides the
data used by the Legislature when it takes action on the budget (in
this case, the 1981-82 budget). It was this inability in May to foresee
the trend in revenues that, more than any other factor, necessitated
the enactment in 1982 of tax accelerations and special transfers in
order to balance the budget on June 30, 1982.

These record downward revenue revisions illustrate the tremendous
impact which the recession had on the state’s fiscal position.

Prior to 1980-81, there had been concern that the department’s persist-
ent tendency to underestimate revenues—often by significant amounts—
reflected an inherent conservative bias in its economic forecasting and
revenue estimating procedures, Given the record for 1980-81 and 1981-82,
and the downward revisions already made in the 1982-83 revenue esti-
mate, no such bias is evident today. At this time, we see no indication that
the state can count on any significant revenue “windfalls” as a result of an
inherent conservative bias in estimating revenues.

D. CURRENT YEAR (1982-83) REVENUES

Special Factors Again Hold Up Revenues

Table 31 summarizes the Department of Finance’s General Fund reve-
nue projections for 1982-83. Before turning to a discussion of these figures,
however, it is important to note that the current-year estimates include
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Table 29
1981-82 General Fund Revenues and Transfers
History of Department of Finance Estimates
(in millions)

Revisions
Original January Total
Estimate 1982 : Hevisions
in January May 1981 1981 Baseline March May 1982 fauua?' Adjusted For
Revenue Source 1981 Revision Legislation Revision® Revision  Revision Legislation® Actual Legislation
Bank and corporation tax © .. $3,0352  $2448 $280F —$2880 —$2550  —$50.0 $350  —$101.3 $2,648.7 —$4495
Personal income tax ...... 7435.0 100.0 —0.8 —1842 —97.0 65.0 185.0 —10.0 7,493.0 —126.2
Sales and use tax ............ 8,000.7 —40.7 —26.3 —358.7 —140.0 —25.0 179.0 —40.3 7,548.7 —604.7
Other taxes 1,563.7 -97.8 -0.3 —489 173 — o —15.0 1,419.0 —1444
Total taxes ........ $20,034.6 $206.3 $0.6 —$879.8 —$474.7 —$10.0 $399.0 —$166.6 $19,109.4 —$§1,3248
Interest income .. 326.6 48.4 — —61.3 — — — 22.1 335.8 9.2
Other revenue .... 4017 —40 $174 95.0 — —$30.08 s 270 453.1 34.0
Total, revenues.... e 420 7629 $250.7 $18.0 —$846.2 —$4747 —$40.0 $399.0 —$171.5 $19,898.4 —§1,281.7
Transfers 256.8" - 546.6 —26.4 — —_ 322.0 =370 1,062.0 —63.4
Total, General Fund revenues I
and transfers ... 921,019.7 $250.7  $564.6 —$872.6 —§4747 —$400  §721.0 —$208.5 $20,960.3  —8$1,345.1
® Details may not add to totals due to rounding.
b Excludes proposed enl ts to revenues and transfers totaling $519 million contained in the 1982-83 Governor's Budget and 1982 Budget Bill, and includes certain unidentified revisions
to estimated fiscal effects of 1981 legislation.
© Major items of legislation included lerated sales tax ipts of $160 million (AB 8x and AB 1253), accelerated income tax receipts of §155 million (AB 6x), revenues from higher interest
penalties on delinquent taxes of $65 million (AB 8x), and one-time transfers ($322 million), primarily iated with tidelands oil ($211 million).
9 Revenue receipts in May and June of 1982 fell short of projected receipts by $185.2 million. This shortfall accounts for most of the January 1983 revision.
® Reduced by $27 million in January 1981 and $30 million in May 1981 for FALA Fund transfers under AB 66 (Ch 1150/79). Finance treated these ies as direct special fund

f Includes $30 million for elimination of FALA Fund transfers under SB 102 (Ch 101/81).
5 Includes $29 million downward adjustment for accrued Health Care Deposit Fund receipts.
B The 1981-82 budget included a $10 million U.C. profit transfer to the General Fund for loan repayment. The 1981 Budget Act increased this transfer to $25 million.

iTotal legislation change of $564.6 million includes four main « ts: (1) r under SB 102, which Finance estimated in its 198] General Fund Update and Financial Legislation
Report to total $179.1 million. This was comprised of (a) $130 million in General Fund transfers from the Motor Vehicle License Fee Account, (b) $30 million in bank and corporation
tax due to elimination of FALA fund transfers under AB 66 {c} $14.9 million i in General Fund “other " due to elimination of Liquor License Fee subventions and
{d) $4.2 million in General Fund “other revenues” due to elimi ions for highway carriers; (2) $399.6 million in General Fund transfer from ial funds includi
(a) the Capital Outlay Fund for Higher Education ($53.6 million), (b) the Energy and Resources Fund ($24.0 million), (c) the Special Account for Capital Outlay ($47.0 million), (d)
the State Parks and Recreation Fund ($41.0 million), (e) the State School Building-Lease Purchase Fund ($200.0 million), f) the ’!‘ranspomuon Planning and Deve]opment Account
($25.0 million) and (g) other miscellaneous special funds ($9.0 million) . Provisions for transferring these funds, which rep: ideland. es, were ined in the 1981 Budget
Act; (3) increased sales and use tax transfers under SB 215 to the State Highway and Transportation Planning and Develop t A ts. These d transfers were originall
estimated to total $26 million in 1981-82; and (4) other legislation enacted during 1981 (—$3.1 million).




Table 30

General Fund Revenue Estimating Errors,
1973-74 through 1981-82 °

Errors made in
Original Errors Made Errors Made

anuary Budget® in May® in Midyear*

Dollar Dollar Dollar

Error Percent Error Percent Error Percent
19T3-T4 ...cciivininiisiimsinins. —$205 —-29% -$184 —-26%  —$243 -35%
197475 ...... —697 —8.1 322 =37 —166 -19
1975-76 —459 —48 —621 —65 —451 —47
1976-77 ...... —1,011 -98 —T726 —64 -394 -35
1977-78 ...... -1,339 -98 —966 =71 -331 —24
1978-79 ...... -974 —6.4 —T780 =51 —220 —14
1979-80 —680 -38 —502 -28 —204 -11
1980-81 283 L5 o2 15 80 04
108182 ..o 1,345 6.4 1,596 7.5 723 34

* Revenue effects of new legislation and changes in the treatment of special fund transfers over time have
been removed. Negative numbers indicate that revenues were underestimated; positive numbers
indicate that revenues were overestimated.

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

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

4 Difference between receipts estimated in January of the fiscal year specified and actual receipts.

© Error as a percent of actual revenues.

over $1 billion in “new” and primarily “one-time” General Fund monies.
Thus, the revenue figures pugfm‘:ed in the budget for 1982-83, as was the
case for 1981-82, provide a distorted picture of the underlying growth
trend in the state’s General Fund revenue base.

This $1 billion in new or one-time revenues includes:

o Over $500 million in various types of tax accelerations due to revisions
in tax prepayment dates and regulations, including a $230 million
acceleration in insurance taxes, a $140 million acceleration in sales
taxes, and a $40 million acceleration in bank and corporation taxes;

e Nearly $400 million in General Fund transfers from special funds,
including $261 million from the Motor Vehicle License Fee Account
and $80 million from the California Water Fund; and

o About $185 million in “other revenues,” including over $130 million
in tidelands oil revenues.

About $170 million of the $1 billion amount will be ongoing, represent-
ing primarily the permanent year-to-year gains in revenues from the
revised tax payment dates and the increased penalties from delinquent tax

payments. The remainder—nearly $830 million—represents “one-time”
revenues.

Limited Strength in Underlying Revenue Trend

Table 31 indicates that General Fund revenues in 1982-83 are estimated
to total about $20.5 billion, includin%r$7.6 billion from the sales and use tax
(a 0.4 percent gain), $7.3 billion from the Eersonal income tax (a 2.9
percent reduction), and $2.6 billion from the bank and corporation tax (a
0.3 percent reduction). This represents a Joss in General Fund revenues
of almost $500 million (—2.2 percent) from 1981-82, or a decline of nearly
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8 percent in constant dollars and 10 percent in constant dollars per capita.

Had the special funds transfers and revenue enhancements provided for

in both 1981-82 and 1982-83 not occurred, revenue growth still would have

been ne, 3::‘ve (—1.1 percent), and General Fund revenues would have
decline over $200 million.

Part of tﬁe weak revenue performance in 1982-83 is explained by the
phasing-out of inheritance and gift taxes and the termination of federal
revenue sharing with the states. However, Table 31 shows that even after
adjusting for all special factors—the special fund transfers, revenue en-
hancements, and the phasing-out of inheritance and gift taxes and federal
revenue sharmg——the underlying revenue growth trend for 1982-83 is still
only about 1.2 percent.

Table 31

Growth of Current Year (1982-83)
General Fund Revenues by Type
(in millions) ©

Percent
Change
in the
Absence of
Actual Estimated Change Special
Revenue Source 1981-82°  1982-83°  Amount  Percent  Factors®
Sales and use taX.......ovmmiiviinne $7,549 $1,578 $29 0.4% 1.1%
Personal income tax... 7493 7275 —218 —-29 o L
Bank and corporation tax . 2,649 2,640 -9 —0.3 =07
Other major taxes and hcens&c 1,418 1,646 228 16.1 189
Total Major Taxes and l..menses $19,109 $19,139 $30 0.2% 1.3%
Interest income .... 336 229 - 107 -318 —31.8%
Other TeVenues .. 453 682 229 50.6 14.3
Transfers ® 1,062 440 —622 —58.6 23.3
Totals General Fund Revenues
and Transfers ..., $20960  $20,490 —$470 —22% 12%

3 Detai Details may not add to totals due to rounding.

b Includes approximately $1.3 billion in revenue enhancements and special one-time General Fund trans-
fers from special funds. Revenue enhancements include the acceleration of personal income taxes and
sales and use taxes ($315 million) and increased revenues due to higher interest penalties on delin-
quent tax payments ($65 million). Transfers include nearly $870 million, composed of (1) nearly $550
million associated with 1981 legislation regarding the distribution of tidelands oil revenues and SB 102
(Ch 101/81), and (2) $322 million associated with the 1982 Budget Act, trailer bills and other 1982
legislation.

“Includes approximately $1 billion in enhancements, including accelerations of tax collections (over $500
million), General Fund transfers (about $400 million), and $156 million in tidelands oil revenues.

4 Based upon data from Department of Finance and Commission on State Finance. Excludes one-time
gains associated with “cost recovery” oil (see footnote e) and adjusts for one-time $31 million loss in
insurance tax receipts due to court case involving principal office deduction. Other adjustments
include the special funds transfers and revenue enhancements detailed in footnotes b and ¢, the
decline in federal revenue sharing receipts from $180 million in 1981-82 to zero in 1982-83, and
reductions in inheritance and gift tax revenues due to AB 2092 (Ch 634/80) and Proposition 6 (June
1982) of $109 million in 1981-82 and $348 million in 1982-83.

© General Fund “other revenues” from tidelands oil and gas receipts increased by approximately $139
million in 1982-83 over 1981-82. Included in this amount is an approximately $80 million one-time gain
in state revenues due to federal tax law changes involving application of the windfall profits tax to
“cost recovery” oil.

This weak revenue trend can be explained by three main. factors:
o First, and most important, revenue growth in 1982-83, as in 1981-82,
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has slowed significantly due to the recession. For example, taxable
sales actually fellin 1982—by 0.5 percent—for the first time since 1958.
This occurred despite an increase of 7.8 percent in personal income.
o Second, the adjustment factor in 1982 for indexing the personal in-
come tax brackets for inflation is 9.3 percent. Because this factor
exceeds the average rate of income growth in 1982, this will have the
effect of moving many taxpayers “backward” through the state’s pro-
essive income tax sche u{es, thereby limiting the growth in tax
iabilities to only about 5 percent.
o Third, interest income is projected to fall by $107 million in the cur-
rent year, due to the decﬁne in the General Fund surplus available
for investment and the fall in interest rates.

Current Year Revenues—Largest Downward Revision on Record

Table 32 presents the history of General Fund revenue estimates for
1982-83. The table clearly demonstrates the dramatic negative impact
which the recession has had on the current year’s revenues. It shows that:

» Since the original preliminary estimate of 1982-83 revenues was made
approximately 21 months ago in May 1981, total General Fund reve-
nues have been revised downward by nearly $3.4 billion. This reflects
a $4.1 billion reduction due strictly to economic factors, plus reduc-
tions of $375 million due to the adoption of June 1982 ballot measures
reducing personal income and inheritance and gift taxes, offset by $1.1
billion in revenue enhancements due to legislation enacted in 1981
and 1982.

e Since the May 1982 revenue forecast, the last forecast available to the
Legislature before it acted on the 1982-83 budget, revenues have
been revised downward by over $1.3 billion. This January 1983 revi-
sion, which adjusts for legislation and initiatives, is the largest down-
ward revision recorded at midyear for anBV fiscal year in history. It
includes downward adjustments for the bank and corporation tax
($235 million), the personal income tax &$330 million) and, most im-
portantly, the sales and use tax ($811 million). When this revision is
combined with the downward revisions made in March 1982 ($805
million) and May 1982 ($408 million), the result is a drop in “baseline”
revenues to about $19.8 billion, or nearly $2.6 billion below what was
projected just 12 months ago in the 1982-83 Governor’s Budget.

Latest Cash-Flow Data Support Revenue Estimates

January 1983 was the latest month for which data on General Fund
revenue collections (“agency cash”) were available before this Analysis
went to print. During January, revenue collections were $24 million above
the forecast for January contained in the 1983-84 Governor’s Budget.
Because December 1982 revenues were $103 million above the budget
forecast, revenues are $127 million above the budget forecast for the two
months combined.

It is difficult to be certain from January’s revenue performance, howev-
er, the extent to which revenues are really running ahead of the forecast.
This is because much of the money due in January was due on January 31,
and thus “spills over” into February. Preliminary data for the first week
in February gives a mixed picture, with income tax withholding collec-
tions running ahead and sales tax collections running behind the budget
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Table 32

1982-83 General Fund Revenues and Transfers
History of Department of Finance Estimates

{in millions) °

Original Revisions January
Estimate in 1981 January March May 1982 1982 Ballot ~ January 1983

May 1981 Legislation 1982 1982 1982 Legislation® Initiatives® 1983 Totals
Bank and Corporation Tax ...  $3,755.0 340 —$334.0 —$330.0 —$325.0 $75.0 $0.0 —$235.0 $2,640.0
Personal Income Tax ....... 8,670.0 -10 —659.0 —195.0 —40.0 60.0 —230.0 —330.0 7,275.0
Sales and Use Tax ........ccecummsmssmsssersenns 9,060.0 0.0 —465.0 —290.0 —400 124.0 0.0 —811.3 15717
Other Taxes 1,558.0 22.0 —63.0 10.0 —-3.0 199.0 —145.0 68.4 1,646.4
Total Taxes ......ovmmmmerenn $23,043.0 $55.0 —$1,521.0 —$805.0 —$408.0 $458.0 —$375.0 —$1,307.9 $19,139.2
Interest Income . ; 375.0 0.0 -T712 0.0 0.0 0.0 0.0 —T74.3 229.4
Other Revene...... 970 00 139.4¢ 00 00 1430° 09 20 681.4
Total Revenues.....cuvcne $23,815.0 $55.0 —$1,452.8 —$805.0 —$408.0 $601.0 —$375.0 —$1,380.1 $20,050.0
Transfers 60.0 _00 —53.2 00 0.0 436.0° —0.0 —28 440.0
Totals, General Fund ..............  $23,875.0 $55.0 —$1,506.0 —$805.0 —$408.0 $1,037.0 —$375.0 —$1,383.3 $20,489.7

Revenues and Transfers

* Details may not add to totals due to rounding.

b Major legislation affecting 1982-83 revenues included (1) AB 6x (Ch 2x/82), which accelerated personal income tax collections ($10 million); (2) AB 8x (Ch 5x/82)

which in conjunction with AB 1253 (Ch 115/82) accelerated sales tax collections ($15 million) and imposed higher interest payments on delinquent tax payments
($65 million); (3) SB 1326 (Ch 327/82), which further accelerated sales tax collections ($125 million), (4) provisions in the 1982-83 Budget Act and trailer bills
which increased General Fund transfers ($449 million), accelerated insurance tax collections ($230 million) and bank and corporation tax collections ($40
million), and raised Public Utility Commission assessments ($24 million); and (5) other legislation including miscellaneous sales tax exemptions enacted
subsequent to the 1982-83 budget package (—$20 million). Adjustments shown in this column also include a $31 million loss in insurance tax revenues due to

a court decision on the principal office deduction, plus various tidelands oil adjustments (see footnote e).

© Department of Finance estimates. Includes Proposition 6, which eliminated the current inheritance and gift tax and imposed a “pick-up” tax, and Proposition 7,

which provided for permanent “full” indexing of the marginal personal income tax brackets.

4 Includes effect of change in treatment of General Fund tidelands oil monies from “transfer income” to “other revenues”. The “other revenues"” category excludes

what was a proposed increase of $20 million in General Fund income from tidelands revenues.

© Adjusts for change in treatment of $42 million in tidelands oil revenues, which in January 1981 were classified as “other revenues” but were reclassified as “transfers”
in the Governor’s budget. “Other revenue™ changes include $80 million from a federal law change affecting tax treatment of “cost recovery oil”, $53 million
in additional tidelands monies and $52 million in other changes. Changes in transfers include $261 million in Vehicles License Fee transfers and $80 million

in California Water Fund transfers.



estimate for that week.

It does appear, however, that on balance overall revenue collections
currently are basically in line with—if not somewhat above—the estimate,
thus giving some additional credibility to the department’s forecast.

Revenue Picture Still Uncertain

We have taken the Department of Finance’s economic assumptions and
inserted them into our own revenue estimating equations in order to
determine whether the revenue forecast for 1982-83 is consistent with the
department’s economic forecast. In general, we conclude that it is. Our
computations produce a level of current-year revenues which is about
$100 million below the Finance estimates. This is not a significant differ-
ence, given the complications involved in estimating revenues and the
fact that we are dealing with over $20 billion in collections during the
current year.

The 1982-83 revenue picture, however, is still far from clear. Approxi-
mately $9.0 billion in revenues must be collected between February and
June in order to reach the total projected for 1982-83, and economic
conditions during the first half of 1983 can exert a considerable influence
on the exact amount actually collected. Thus, developing alternative reve-
nue estimates based on different economic scenarios is important in order
to facilitate the Legislature’s fiscal planning, especially given the state’s
tight budget situation.

In discussing the problem of revenue estimating error margins, the
budget suggests that current-year revenues could differ from the depart-
ment’s estimate by plus-or-minus 2 percent to 2.5 percent, or about $400
million to $500 million. This is certainly possible, given the size of revisions
to the mid-vear estimates shown in Table 30. In fact, the mid-year estimat-
in% error made 12 months ago with respect to 1981-82 revenues ($723
million, or 3.4 percent) exceeded this error range. Given this and the
absence of any significant reserve for absorbing revenue shortfalls or ex-
penditure overruns, it is imperative that the department continuously
review its 1982-83 revenue forecast in the coming months, as additional
economic and revenue data become available, and alert the Legislature
to any significant changes in the outlook.

E. BUDGET YEAR (1983-84) REVENUES
1. GENERAL FUND REVENUES

Special Factors Again Bolster Revenues

Table 33 presents the department’s estimates of General Fund and
special funds revenues for the budget year (1983-84), and compares these
estimates with revenues for the current and prior years.

As with prior year and current year revenues, the department’s budget-
year estimates include certain General Fund revenues from special funds
transfers and tax enhancements.

Specifically, the budget proposes to:

o Increase tax revenues by $120 million through repeal of the solar
energy and energy conservation tax credits which are claimed by
individuals ($110 million) and businesses ($10 million);

o Increase tax revenues by an additional $50 million by increased tax
auditing activities;
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o Transfer $300 million from the Motor Vehicle License Fee Account
to the General Fund. This $300 million normally would go to cities and
counties. As in both 1981-82 and 1982-83, transfers from this account
are the means by which localities are sharing in the state’s spending
reductions in 1983-84.

o Increase in General Fund income through transfers of (1) tidelands
oil revenues ($192 million), and (2) Transportation, Planning and
Development Account revenues ($42 million).

« Continue approximately $100 million in on-going revenue gains from
tax accelerations and other legislation enacted in 1982.

These special factors—which tolglether are projected to raise revenues

by over $750 million in 1983-84—though important pieces of the revenue
picture, are less significant than they were in both 1981-82 and 1982-83.

More Rapid Growth Expected in Underlying Revenue Trend

Table 33 shows that General Fund revenues in the budget year are
forecast to reach nearly $22.5 billion in 1983-84, a gain of $2.0 billion. Thus,
the rate of revenue growth projected for 1983-84 (9.7 percent) dramati-
cally exceeds that oigli982—83, when revenues actually declined by —2.2
percent. The 1983-84 revenue amount includes $8.5 billion in sales and use
tax revenues (a gain of 11.6 percent), $8.7 billion in personal income tax
revenues (a gain of 19.7 *percent) ,and $2.8 billion in bank and corporation
tax revenues (a gain of 6.4 percent). However, because of the various
revenue-enhancing proposals, special funds transfers, and other special
factors in both the current and budget years, the percentage rates of
increase shown in the table for 1983-84 do not give a valid picture of the
underlying growth in either the total revenue base or many of its individ-
ual components.

Computing the “underlying” revenue trend is difficult because of the
many types of changes that have been made to the revenue base in recent
years. Nevertheless, at least two types of adjustments clearly are needed
to derive this trend:

o Revenues must be adjusted to exclude the tax revenue-enhancing
Erogosals and one-time special funds transfers discussed earlier for
oh the current year (about $1 billion) and budget year (over $750
million);
o The fiscal effects in 1982-83 ($348 million) and 1983-84 ($680 million)
of phasing out the inheritance and gift taxes must be removed.

Table 34 shows that once these adjustments are made, revenue growth
amounts to 13.6 percent in the budget year. This compares to an adjusted
rate of growth of only 1.2 percent for the current year, and is well in excess
of projected personal income growth in both 1983 (8.5 percent) and 1984
(9.7 percent).

If only the effects of the revenue enhancements and special funds shifts
are eliminated, underlying budget year revenue growth is 11.7 percent,
compared to a 1.1 percent decline in 1981-82. Thus, by any measure the
underlying revenue trend in 1983-84 is up.

One reason for this involves the extremely rapid projected growth rate
for personal income tax receipts (19.7 percent), which even after adjust-
ment for proposed tax law changes and recently enacted tax accelerations,
is quite high (17.9 percent). As discussed below, there are several reasons



for this high rate of growth, including the effects of indexing and shifts in
cash-flow patterns. Because of these factors, the rate of personal income
tax growth shown in Table 34 is not really an “underlying” rate, in that
it doesn’t represent a rate that can be sustained. Nevertheless, the budget
year’s “underlying” rate of revenue growth—however defined—is clearly
stronger than in the preceeding several years. This reflects the depart-
ment s gro;ectmn that economic recovery will begin in the first half of

1983 and continue throughout 1984.

Table 33

State Revenue Collections
1981-82 to 1983-84
(in millions) °

Change
Actual FEstimated  Projected — 1982-83 to 1953-84
General Fund 1981-82 1982-83 1983-84 Amount  Percent
Taxes:
Sales and use ..o 971,048.7 $7,571.8 $8,453.1 $875.3 11.6%
Personal income ....... 7,493.0 72150 87100° 14350 197
Bank and corporahon 2,648.7 2,640.0 2,810.0° 170.0 6.4
Inheritance and gl& 495.3 508.0 229.0 —279.0 —54.9
Insurance © 484.2 703.0 450.0 —253.0 —36.0
Cigarette 1943 190.5 188.0 -25 -13
Alcoholic beverage ......cooviine 139.6 1380 141.0 3.0 22
HOTSE TaCING ...cnnnrruenssrnerssrssessessensas 105.7 107.0 112.0 5.0 4.7
Total TAXES oo $19,1005  $19,139.2  $21,0931  $19539 102%
Other Sources:
Oil and gas revenues .. $185 $157.0 $215.7 $58.7 374%
Health Care Deposit Fund... 250.3 309.8 342.0 322 104
Interest on investments... 3358 2294 253.7 24.3 10.6
Federal revenue sharing transfer 179.4 - - - - -
Other revenues and transferf ........ 1,106.7 654.3 574.9 —T794 =121
Totals, General Fund . $20960.3  $204897  $22.4794  $1,9897 97%
Special Funds
Motor vehicle:
Fuel tax® $833.4 $900.3 $1,135.9 $235.6 26.2%
License fee (in lieu) & 706.4 7410 815.0 740 10.0
Registration, wetght and nuscella—
neous fees®..........ovmmienrereennns 636.2 812.1 841.0 289 3.6
Other Sources:
Oil and gas tax revenues...........c...... 470.9 3420 159.0 —183.0 —53.5
Sales and use ™ ......... 140.3 152.3 1629 106 7.0
Interest on investments.. 83.6 83.6 713 —-123 —14.7
Cigarette tax 82.5 85.5 79.5 —6.0 =70
Other —312.8° 162.1 281.6 119.5 73.7
Totals, Special Funds ... $2,640.5 $3,278.9 $3,546.2 $267.3 8.2%
Totals, State Funds ... $23,6009 8237686 $26,025.6  $2,2570 9.5%

* Details may not add to totals due to rounding. Figures for 1981-82, 1982-83 and 1983-84 include the
effects of a variety of measures, either enacted in 1981 and 1982 or proposed in the 1983-84 Governor'’s
Budget, to augment General Fund revenues and transfers. For 198/-82, these factors amount to
approximately $1.3 billion, and include provisions to accelerate tax collections (about $380 million)
and to transfer monies to the General Fund from special funds (about $870 million). For 1982-83,
these factors amount to about $1 billion, and include about $400 million in tax accelerations and $450
million in special fund transfers to the General Fund. For 198384, the budget proposes increases in
tax revenues of 8167 million from repeal of energy-related tax credits and increased auditing esti-
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mates, a $300 million transfer to the General Fund from the Motor Vehicle License Fee Account, and
placement of $192 million of tidelands oil revenues into the General Fund. For a more detailed
explanation of these factors, see discussion in text.

b Includes $110 million for the proposed repeal of the solar energy credit and energy conservation credit,
and $27 million for proposed audit activities.

¢ Includes $10 million for the proposed repeal of the solar energy credit and energy conservation credit,
and $20 million for proposed audit activities.

dThe Department of Finance estimates that AB 2092 (Ch 634/80), which exempted all spouses from
inheritance and gift taxation and increased certain other exemptions, has reduced inheritance and
tax revenues by approximately $1.2 million in 198081, $109 million in 1981-82, $203 million in 198283,
and $230 million in 1983-84. In addition, Proposition 6 (June 1982) is projected to reduce inheritance
and gift tax revenues by $145 million in 1982-83 and $450 million in 1983-84.

€SB 1326 (Ch 327/82) changed prepayment dates for insurance companies and reduced the insurance tax
rate for 1982 through 1986. This bill will have the effect of accelerating $230 million in tax receipts
into 1982-83, and reducing 1983-84 receipts by $110 million.

See text for a discussion of legislative action in the prior, current, and budget years to increase General
Fund income from special fund transfers. The 1981-82 figure includes transfers of $84.9 million from
the Capital Outlay Fund for Public Higher Education, $95.8 million from the Energy and Resources
Fund, $131.6 million from the Motor Vehicle License Fee Account, $125.3 million from the Special
Account for Capital Outlay (SAFCO), $53.8 million from the State parks and Recreation Fund, and
$252 million from the State School Building Lease-Purchase Fund. The 1982-83 figure includes
transfers of $261 million from the Motor Vehicle License Fee Account, $42 million from the SAFCO,
and $80 million from the California Water Fund. The 1983-84 figure includes a proposed transfer of
$300 million from the Motor Vehicle License Fee Account.

2S8B 215 (Ch 541/81) increased gasoline and diesel taxes, vehicle registration fees, weight fees, and drivers’
license fees, and AB 202 (Ch 933/81) increased registration fees further. These measures increased
motor vehicle user taxes and fees by $205 million in 1981-82, an estimated $469 million in 1982-83,
and a projected $633 million in 1983-84. The 1983-84 fuel tax revenue estimates also include a
proposed one-time revenue increase of $85 million from accelerating the due date for fuel tax
payments to the state. Trailer coach fees (“in lieu” tax) are included under “other” revenues.

h Reflects sales and use tax receipts to the Transportation Planning and Development Account in the

~ Transportation Fund as specified under SB 620 (Ch 161/79) and SB 215 (Ch 541/81).

' Negative sign indicates net transfers to the General Fund.

Table 34

Comparisons of Income Trends for the
Current and Budget Years
1982-83 and 1983-84

Percent Change in Revenues and Transfers

1982-83 1983-54
Increase Change Increase Change
Published  Adjusted for ~ Published  Adjusted for
Income Source in Budget  Special Factors®  in Budget Special Factors®
Sales and use tax 04% 1.1% 11.6% 13.2%
Bank and corporation tax ... —0.3 -07 6.4 56
Personal income tax -29 -13 19.7 179
Other major taxes 16.1 189 —32.0 12.5
Totals, Major taxes and licenses ................ 0.2% 1.3% 10.2% 13.9%
Interest Income —318 -31.8 106 106
Transfers —58.6 23.3 —-15.9 -
All other revenues 50.6 143 117 34
Totals, General Fund Revenue and
Transfers —2.2% 12% 9.7% 13.6%

* Removes the effects on revenue growth of all one-time special funds transfers, tax accelerations, one-
time state revenue gains from federal tax law change involving “cost recovery oil,” shifts in classifica-
tion of certain tidelands oil monies from a “transfer” in 1982-83 to “other revenue” in 1983-84, and
a $31 million insurance tax reduction in 1982-83 relating to a court case involving the principal office
deduction.

79



Personal Income Taxes to Lead Revenue Growth

As noted above in Tables 33 and 34, personal income taxes are projected
to rise by 19.7 percent when the Governor’s proposals for increasing reve-
nues are reflected in the estimates. These proposals include repeal of the
solar energy tax credit and the energy conservation tax credit ($110 mil-
lion), and increased auditing activities ($27 million). Table 34 also shows
that revenue growth is 17.9 percent when these proposed changes and the
tax accelerations enacted in 1982 are excluded. In contrast, anticipated
receipts from this source in 1982-83 declined by 2.9 percent without ad-
justments for tax enhancements, and by 1.3 percent with such adjust-
ments. As discussed below, this volatile pattern of revenue growth results
from a combination of cash-flow factors and the impact of indexing.

The projection of personal income tax receipts involves two steps—
projecting calendar-year tax liabilities, and allocating (or “cash-flowing™)
of these liabilities into fiscal year receipts.

1. Calendar Year Liabilities: The main determinants of calendar-year
tax liabilities are growth in taxable income, the distribution of this income
among tax brackets, and the inflation adjustment factors used to index the
personal income tax. Table 35 shows both the department’s estimates of
these liabilities and our estimates of these liabilities (using the depart-
ment’s economic assumptions). The table indicates that personal income
tax liabilities grew more slowly than personal income in 1982, and are
projected to grow faster than personal income in 1983, and at about the
same rate as income in 1984. One reason for these year-to-year differences
involves the impact of indexing. For 1982, the tax brackets will be indexed
by 9.3 percent (that is, by more than personal income growth), whereas
the projected adjustment for 1983 is only 3.2 percent (that is, considerably
less than projected personal income growth). In fact, recent trends in the
California CPI suggest that the 1983 adjustment factor could be even less
than the 3.2 percent assumed in the budget.

Table 35

Estimated Personal Income Tax Liabilities
Using Department of Finance Economic Assumptions

1982 to 1984
(in millions)
Department Legislative Percent
of Finance Analyst Change in
Percent Percent  Personal
Calendar Year Amount Change Amount Change Income
1982 $7,318 4.1% $7,389 5.2% 7.8%
1983 8,232 125 8,237 115 85
1984 9,120 10.8 9,055 99 9.7

Because the growth in tax liabilities is greater when the indexing adjust-
ment factor is less, indexing served to depress personal income tax liabili-
ties in 1982 to a much greater extent than it is expected to in 1983 or 1984.
Growth in liabilities in 1982 was also slowed because the rate of income
gr(éwth itself was relatively low, whereas it is expected to be higher in 1983
and 1984.

2. Fiscal Year Collections: Estimates of fiscal year collections are
derived by apportioning income from adjacent calendar-year tax liabilities
into different fiscal years, depending on (1) the pace of economic activity



throughout the year and (2) when taxpayers are required to make their
payments. Normally, about 35 percent of an income year’s liabilities (for
example, the 1983 income year) are allocated to the first fiscal year (for
example, 1982-83), with the remaining 65 percent showing up in the
second fiscal year (for example, 1983-84). Thus collections in 1982-83 are
derived primarily from the payment of 1982 liabilities and thus are heavily
affected by the depressed level of activity in that year. In contrast, collec-
tions in 1983-84 are derived from the payment of 1983 and 1984 liabilities,
and reflect a more-rapidly-growmghlevel of economic activity. The rela-
tively high rate of revenue growth that this produces for 1983-84 is further
accentuated because the pace of income growth was slowing throughout
1982 and is expected to accelerate in 1983 and 1984, thereby pulling down
revenues in 1982-83 and pushing them up in 1983-84. Thus, a variety of
factors—proposed and enacted legislation, income tax indexing, the over-
all pattern and pace of economic activity, and cash-flow shifts—combine
to explain the 19.7 percent growth projection for personal income tax
collections in 1 3

Effects of Income Tax Indexing

Chart 17 summarizes the fiscal effects of income tax indexing in Califor-
nia. The chart shows that over the period 1978-79 through 1983-84, income
tax indexing will have reduced personal income tax revenues by $12.1
billion, or over 22 percent of revenues which would have been collected
without indexing during these years. Because indexing is cumulative, its
effect on revenue increases over time. In 1982-83 and 1983-84, for exam-
ple, indexing will reduce revenues by $3.1 billion and $3.6 billion, respec-
tively, or by about 30 percent. These reductions include the effects of
Proposition 7 (June 1982), which provided for permanent full indexing of
the marginal income tax brackets%)eyond 1981. We estimate that Proposi-
tion 7 wﬁll reduce General Fund revenues by $210 million in 1982-83, and
by $420 million in 1983-84.

Taxable Sales Also to Strengthen

As shown in Table 34, sales and use taxes are projected to increase by
11.6 percent in the budget year, or 13.2 percent when the distorting effects
of tax accelerations and other revenue-enhancing measures are eliminat-
ed. This is in marked contrast to 1982-83, when sales tax collections were
essentially flat.

The projected rate of growth in sales tax revenues during 1983-84 means
that growth in taxable sales is expected to out-distance growth in personal
income in both the second half of 1983 and throughout 1984. This is con-
firmed by looking at the ratio of taxable sales-to-personal income con-
tained in the department’s economic forecast. As Table 36 shows, this ratio
dropped from 53.8 percent in 1981 to 49.6 percent in 1982, but is predicted
to rise slightly to 49.8 percent in 1983 and then increase to 51.6 percent in
1984. As shown in Chart 18, taxable sales growth is expected to be especial-
ky strong in 1984 (up 13.6 percent), led by increases in sales tax receipts

rom such industries as motor vehicles (up 22 percent) and building

materials (up 24 percent). Of course, thegi h rates of growth for the
building and automobile industries are partly due to the fact that they are
expected to be recovering from extremely depressed recession levels.
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Chart 17
Effects of Indexing on California Personal Income Tax
Revenues.
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The upturn projected for taxable sales, while impressive in comparison
to the growth in recent years, is not overly strong in light of the depressed
level of sales that has ;;revailed during the recession. For example, the
projected ratio of taxable sales-to-personal income in 1984 (51.6 percent)
is considerably below what the department predicted 12 months ago (56.2
percent), and even further below the 1979 peak (57.5 percent), as shown
in Table 36. In fact, the taxable sales-to-income ratio is even below what
it was in 1975, during the low point of the 1973-75 recession.

Likewise, although the department forecasts growth in real taxable sales
both in 1983 (3.5 percent) and 1984 (7.7 percent), the gains are not very
robust given that real taxable sales fell by close to 8 percent between 1980
and 1982. The 1982 decline was especially dee ercent in real terms—
because nominal dollar taxable sales declined for the first time since 1958.

Thus, although the growth in taxable sales is expected to play an impor-
tant role in generating General Fund revenue gains during 1983-84, the
rate of growth will be fairly modest given the extent to which consumers
have cut back on their buying during the recession.

The budget proposes several changes in the collection dates for sales
taxes. These proposals will enable the state to accelerate its collection of
receipts from certain retailers. Thus, the state’s cash position within the
1983-84 fiscal year will be improved if these measures are adopted. The
proposl?lsl, however, will have no impact on sales tax receipts for the year
as a whole.

Table 36

Ratios of Taxable Sales to
Personal income in California

1973 to 1984
Ratio of Taxable

Sales
Calendar Year to Personal Income
1973 538
1974 531
1975 521
1976 534
1977 566
1978 566
1979 575
1980 352
1981 538
1982 (Estimated) 496
1983 (Projected) 498
1984 (Projected) 516

Moderate Corporate Profits Inprovement to Produce Revenue Gain After Two
Years of Declines
Revenues from the bank and corporation tax are more difficult to
roject from year-to-year than revenues from any other source. This is
Eecause of the inherent volatility of corporate profits, the wide variety of
factors which influence profits, the complex prepayment patterns which



firms use to remit funds to the state, and the lengthy time lags required
before actual data on past corporate profits become available.

This year the problem of projecting corporate tax revenues is especially
difficult because recent federal tax law changes have distorted historical
relationships between California and U.S. profits. The problem has also
been exacerbated by the recession, high interest rates, and the deteriora-
tion in corporate balance sheets, all of which affect profits.

Table 34 shows that revenues from the bank and corporation tax are
projected by the department to rise by 6.4 percent in 1983-84, or by 5.6
percent when adjustments are made for previously enacted tax accelera-
tion increases and proposals to enhance revenues in the budget year. The
proposed changes total $30 million, consisting of $20 million from in-
creased auditing activities and $10 million from repeal of the solar energy
and energy conservation tax credits. The projected budget-year revenue
gain contrasts with the decline in bank and corporation revenues which
occurred in 1981-82 and is projected to occur again in 1982-83.

Projected 1983-84 corporate tax revenue growth reflects predicted in-
creases in corporate profits of about 8.1 percent in 1983 and 15.0 percent
in 1984. These gains, which are shown in Chart 19, follow three consecu-
tive years of weak profit performance—a 1.7 percent gain in 1980, a 5.4
percent decline in 1981, and an estimated 3.6 percent decline in 1982.

Chart 19

Annual Growth in California Taxable Corporate Profits
1973 through 1984°
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In developing its corporate profits forecast for 1983 and 1984, the depart-
ment has relied on a survey of corporations to determine their 1982 profits.
This is necessary because data on 1982 taxable profits in California is not
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yet available from any other source. In fact a solid estimate of taxable

rofits in 1982 will not {ye available until later in 1983, when tax return data
gecome available. The department’s survey covers firms which account
for slightly over % of the corporate tax base. According to this survey, 1982
profits in the state were $1.4 billion (3.6 percent) lower than they were
in 1981. With the single exception of utility companies, every industry
grouping reported negative profit growth in the 1982 survey.

Exactly how accurate the 1982 profit survey—and thus the estimate of
1983 and 1984 profits, and of 1982-83 and 1983-84 revenues—will turn out
to be remains to be seen. This is especially true because, although the
department’s survey has a relatively good response rate as far as surveys
go, its coverage is far too small to determine the state’s actual level of
profits with any degree of certainty. Based on our examination of historical
profit relationships between the nation and California, for example, there
appears to be some possibility that California profits could be weaker in
1982 than the department is assuming. The department predicts that U.S.
profits will fall by nearly 24 percent under current law, and by nearly 19
percent when adjusted for recent federal tax law changes regarding de-
preciation allowances. The department’s resulting state-national profit
growth rate differential for 1982—15.3 percentage points—is well in excess
of any experienced in the past two decades.

In any event, there is a fairly large error margin surrounding anyone’s
corporate profit estimates, especially those made for California.

Other Major Taxes
Tables 33 (page 78) and 34 (page 79) show that General Fund revenues
from taxes otier than the three major levies are projected to reach $1.1
billion in the budget year, a decrease of $526 million (32 percent) below
the current year. These taxes include the insurance tax ($450 million), the
inheritance and gift taxes ($229 million), the cigarette tax ($188 million),
alcoholic beverage taxes ($141 million), and horse racing-related revenues
$112 million). For two of these revenue sources—the insurance tax and
the inheritance and gift taxes—the budget estimates reflect special factors
as discussed below. After adjusting for these factors, Table 34 shows that
budget-year revenues from other major taxes are projected to rise by 12.5
percent over the current-year level.

Major Cash-Flow Shifts in Insurance Tax Collections

The insurance tax estimate for 1983-84—$450 million, a decline of $253
million from the 1982-83 estimated level—reflects a number of changes in
the statutory provisions governing the collection of this tax that were
made by SB 1326 (Ch 327/82). This bill:

o Increased the number of annual tax prepayments required of insurers
from 3 to 4, and increased the total percent of prior year tax liabilities
which must be remitted through prepayments from slightly under 80
percent to 100 percent;

» Raised the portion of each year’s prepayments that are due in the first
half of the calendar year from one-third to one half.

o Required an additional, one-time tax prepayment due on January 1,
1983; and

o For the years 1982 through 1985, reduced the insurance premiums tax
rate from 2.35 percent to 2.33 percent.



The net impact of these provisions is to raise revenues by $230 million in
1982-83. In the budget year, the impact of the SB 1326 changes is to reduce
revenues by $110 million. Thus, Ead these changes not been enacted,
1982-83 revenues would have been about $473 million and 1983-84 reve-
nues would have been about $560 million, implying an underlying growth
in revenues from this source of about $87 million (18.4 percent) in the
budget year. The estimate of 1982-83 revenues, however, has been re-
duced by $31 million to reflect a recent court decision regarding the
principar office deduction allowance that the voters repeafed in 1976.
Taking this one-time factor into account, underlying budget-year revenue
growth is 11.1 percent over the current-year leveﬁ

The department’s revenue projections for the insurance tax are based
on a survey of California insurance companies that account for 55 percent
of all insurance premiums written. According to the survey, insurance
premiums subject to the 2.33 percent gross premiums tax are expected to
rise by 3.9 percent in 1982 (the year on which 1983 tax prepayments are
based), ami) 9.1 percent in 1983 (the year on which 1984 tax prepayments
are based). Taxes on these premiums account for about 97 percent of all
insurance tax collections.

The estimated 1982 premiums increase of 3.9 percent, which affects
revenues in both the current and budget years, is the lowest annual in-
crease in the past decade. For example, premiums during the mid-1970’s
rose by more than 20 percent in some years. The 1982 slowdown is attribut-
able to the depressing effects of the current recession on income, employ-
ment, construction and car sales.

Phasing-out of Inheritance and Gift Tax Underway

Inheritance and gift tax receipts are projected to decline to $229 million
in the budget year, a fall of $279 million (54.9 percent) from the current
year. This decline, as well as the weak 2.6 percent growth in current-year
receipts over prior-year receipts, is due to two law changes:

« First, revenues have been reduced because of the phasing-in of AB
2092 (Ch 634/80), which increased inheritance tax exemptions.

o Second, revenues have been reduced because of the phasing-in of
Proposition 6 (June 1982), which repealed the state’s inheritance and
%ift tax. (Proposition 6 became effective for estates and decedents and

or gifts made on or after June 9, 1982. The initiative also established

a “pick-up” estate tax, which allows the state to receive a portion of
the revenue stemming from the federal estate tax, at no increased cost
to taxpayers.)

Table 37
Effects of Tax Law Changes on
Inheritance and Gift Tax Revenues
1980-81 to 1983-84

(in millions)
Total Reduction
Effects of As % of Prior
AB 2092 Proposition 6 Amount Law Revenues

1980-81 —$1 — -8l —0.2%
1981-82 —109 — —109 —19.2
1982-83 —203 —$145 —348 —40.7
1983-84 —230 —450 —680 ~T73.4




Table 37 shows that the combined effect of AB 2092 and Proposition 6
is to reduce inheritance and gift tax revenues by approximately $110
million in 1981-82, $350 million in 1982-83, and $680 million in 1983-84.
Thus, by the end of the budget year, nearly three-fourths of the prior-law
tax base will have been eliminated. The budget-year revenue total in-
cludes $114 million from the inheritance and gift tax, and $115 million for
the “pick-up” estate tax under Proposition 6.

Interest Income to Stabilize

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

The budget projects that General Fund interest on investments will be
about $254 million in 1983-84, of which $250 million represents returns on
the PMIA. The level of investment income projecteg for 1983-84 com-
pares to about $229 million projected for 1982-83 and $336 million in
1981-82, and assumes that:

o The average fiscal year balance in the PMIA for 1983-84 will be some-
where in the vicinity of $5.75 billion. This average balance has de-
clined significantly in recent years because the state spent more than
it received in revenues, causing the budget surplus to disappear. The
average balance should be more stable in the future, however, assum-
ing that annual revenues and expenditures are brought into align-
ment.

o The General Fund share of funds in the PMIA will be about 44 per-
cent.

o The average interest yield on PMIA investments in 1983-84 will be in
the vicinity of 10 percent. This compares to an actual average yield
for the first half of 1982-83 of about 11.4 percent, and of about 10.5
percent as of year-end 1982.

The estimates of interest income are subject to a large margin of error,
due to the number of assumptions that must be made in preparing the
estimate. The most obvious assumption involves the average balance in
the PMIA during the year. The budget assumes that a $750 million deficit
will be carried over from 1982-83 into 1983-84, and that by year-end
1983-84, the budget will be in balance. However, should the carryover
deficit from 1982-83 exceed $750 million, or should the deficit not be
completely eliminated in 1983-84, the average PMIA balance and thus
interest income would be less. And, of course, the estimates are obviously
at the mercy of conditions in financial markets that determine the rate at
which the state will earn interest income. Our analysis indicates that the
estimates of interest income do not appear to have explicitly incorporated
the effects of the Governor’s proposed cash management plan on the
PMIA balance. Other things constant, this plan should increase the PMIA
balance and thus raise interest earnings.
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2. ALTERNATIVE GENERAL FUND REVENUE ESTIMATES

Estimates Consistent with Assumptions, but Future Revisions Inevitable

As we did with the current-year revenue estimates, we have taken the
department’s economic assumptions and used our own revenue-estimat-
ing equations to determine whether Finance’s budget-year projections
are consistent with its economic assumptions.

Our analysis suggests that an economy along the lines projected by the
department could generate an additional $230 million in 1983-84 General
Fund revenues above what is forecast. Because our analysis also results in
about $100 million less in 1982-83 revenues than Finance projects, the net
difference for the current and budget years combined is only about $130
million. This is a very small difference, in light of the complexities of
revenue estimating.

The closeness of our estimates to Finance’s should not be interpreted as
indicating that the outlook for revenues is predictable. It is not. In fact, the
outlook is extremely uncertain. As evidence of the effect that economic
forecasting errors can have on projected revenues, the department’s cur-
rent-law 1982-83 revenue estimate is $1.3 billion lower than the estimate
made last May (Table 32, Page 75). Clearly the department’s 1983-84
revenue estimates will be subject to considerable revision over the next
18 months.

Aiternative General Fund Revenue Scenarios

Given the history of revenue estimating errors, and the considerable
uncertainty about exactly how the economy will perform in 1983 and 1984,
it is important to make some estimate of the margin by which actual
revenues in the current and budget years could dJ'.F%er from the depart-
ment’s forecasts. It is especially important to do this now, given the ex-
tremely tight state and local government fiscal picture.

Revenue-estimating errors can result from a variety of factors. For ex-
ample, the underlying data on which forecasts are based often are revised
at later dates. It is likely that, had the “true” data been known earlier, the
forecasts themselves would have been different. In addition, there are
normal errors of a statistical nature that always accompany projections of
future events. It appears, however, that the most important cause of reve-
nue-estimating errors is errors in economic forecasting.

Given this, the department has constructed two alternative economic
scenarios which can provide some insight into the type of revenue estimat-
ing errors which could show up if the economic forecast is wrong. One
scenario is based on a more optimistic set of economic assumptions than
Finance used for its standard budget forecast; the other is based on more
pessimistic assumptions. We believe that these alternative forecasts pro-
vide a good illustration of how the paths taken by the national and state
economies in 1983 and 1984 could depart from the department’s forecast.
These scenarios, however, by no means bracket the range of possible
outcomes. Table 38 summarizes the key features of these alternative eco-
nomic forecasts.

We have taken the key variables in these economic scenarios and used
them to project the main determinants of General Fund revenues—taxa-
ble income, California taxable profits and taxable sales. Table 39 indicates
what we estimate would be the effect on state revenues in the current and
budget years if each of the department’s alternative forecasts were borne
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out. These effects are in the same general range as are those estimated by
the department and published in the budget.

Table 38

Alternative Economic Outlooks
Prepared by the Department of Finance

1983 and 1984
Pessimistic Optimistic
Forecast Forecast
Economic Variable 1983 1954 1983 1984
1. National Data:
Real GNP growth —02% 25% 32% 59%
Profits growth —1.6% 16.7% 21.1% 18.5%
Car sales (millions) 8.0 9.1 9.1 1.3 -
Housing starts (millions) 1.12 1.34 1.38 1.76 I
Unemployment rate 10.5% 9.1% 9.8% 8.1% ;
2. California Data:
Personal income growth 6.7% 7.4% 9.8% 11.9%
Wage and salary employment growth...... . —09% 17% 22% 5.6%
Building permits (thousands) ............. 90 125 145 190
Unemployment rate 11.1% 9.4% 10.0% 8.0%
Table 39

Revenue Effects of Alternative Department of Finance
Economic Forecasts
1982-83 and 1983-84
(in millions) °

1952-83 1983-84
Pessimistic  Optimistic ~ Pessimistic ~ Oplimistic
Source of Income Forecast ~ Forecast Forecast Forecast
Personal income tax -850 50 —$235 $250
Sales and use tax —215 150 —690 560
Bank and corporation tax............eesmnn: —50 50 —395 225
Total, Major Three Taxes ..o —$315 $250 —$1,320 $1,035

* Estimates by Legislative Analyst.

Table 39 shows that these alternative economic scenarios produce 1982—
83 General Fund revenue estimates for the three major taxes which range
from $250 million (1.4 percent) above to $315 million %1.8 percent) below
Finance’s forecast. For 198384, the estimates range from $1 billion (5.2
percent) above to $1.3 billion (6.7 percent) below Finance’s projection.
(The December revenue estimates prepared by the Commission on State
Finance—$61 million above the department’s current-year estimate and '
$715 million below its budget-year estimate—fall well within these mar-
gins.) These margins are consistent with the historical errors reported
earlier in Table 30, page 72, and it is probably possible to find economists
at either end of this range. In addition, it is of course possible that actual |
economic performance could be such that revenues could fall outside of
these ranges. The scenarios do illustrate, however, that significant revenue
estimating errors could occur in both 1982-83 and 1983-84.

3. SPECIAL FUND REVENUES
Table 33 (page 78) shows that combined revenues to all state special



funds are Erojected to reach over $3.5 billion in 1983-84. Table 40 summa-
rizes the share of special fund revenues accounted for by each of the major
special fund revenue sources.

Table 40
Summary of Special Fund Revenues
1983-84
(in millions)
Percent
Amount Of Total
1. Motor Vehicle Taxes and Fees
License fees $815" 23.0%
Fuel taxes 1,136 320
Registration and other fees 841 237
Trailer coach fees 27 08
Subtotal $2,819 79.5%
9. Tidelands Oil and Gas Revenues 159° 45
3. Retail Sales Taxes (“spill over” revenues) 163 46
4. Cigarette Taxes. 80 23
Subtotal $3,221 90.8%
5. All Other. 325 9.2
Total $3,546° 100.0%

* Existing law; does not reflect budget proposal to transfer $300 million of this amount to the General Fund.

b This is the net amount after the budget proposal which would transfer $192 million of these revenues
to the General Fund.

¢ Includes reduction of $300 million due to proposed transfer from the Motor Vehicle License Fee Account
to the General Fund.

The major source of special fund income is motor vehicle-related levies,
which include gasoline taxes ($1,136 million), vehicle license and trailer
coach fees ($842 million) and registration fees ($841 million). These vehi-
cle-related levies are expected to total over $2.8 billion in the budget year,
an increase of 13.6 percent ($338 milh‘on{ over 1982-83. Other major
sources of special fund income include tidelands oil and gas tax revenues
($159 million), sales and use tax revenues ($163 million), cigarette tax
receipts ($80 million), and interest on investments ($71 million). The
special-fund sales and use tax revenues reflect monies which go to the
Transportation Planning and Development Account, while the cigarette
tax monies represent local governments’ statutory 30 percent share of
total collections from this tax.

Revenue Trends Distorted by Major Legislation and General Fund Transfers

Table 33 (page 78) shows that special fund revenues in 1983-84 are
expected to be 8.2 percent above the 1982-83 level. This rate of growth is
distorted by the following special factors:

o First, major legislation was enacted in 1981 which increased motor
vehicle-related receipts in 1981-82, 1982-83 and 1983-84. This legisla-
tion included (a) SB 215 (Ch 541/81), which increased vehicle regis-
tration, weight and drivers license fees (as of January 1, 1982), and
increased the fuel tax from 7 cents to 9 cents per gallon (as of January
1, 1983), and g:-:]) AB 202 (Ch 933/81), which provided for further
increases in vehicle registration fees. Together, the estimated effects
of these measures are an increase in motor vehicle-related collections




of $205 million in 1981-82, $469 million in 1982-83 and $633 million in
1983-84.

s Second, the budget proposes to change the date on which motor

vehicle fuel tax collections must be remitted to the state. This, would

};{oduce a one-time revenue gain of $85 million in 1983-84.
hird, the 1983-84 budget proposes to transfer $300 million out of the

Motor Vehicle License Fee Account and into the General Fund, on

a one-time basis, as a means of applying state spending cuts to local

governments. This transfer is in lieu of activating the AB 8 deflator

mechanism. A similar type of one-time transfer was made in lieu of

?gggfﬁn _tht; deflator in both 1981-82 ($131 million) and 1982-83

on).

o Fourth, as in 1982-83, the General Fund is to receive a special one-
time allocation of tidelands oil revenues. This amounts to $192 million
in the budget year. The current-year amount is over $175 million,
which includes a transfer for energy tax credit funding and an $80
million one-time tidelands oil revenue gain due to a recent federal law
change regarding assessment of the windfall profits tax on “cost re-
covery” oil. By comparison, tidelands oil revenues transferred into the
General Fung in 1981-82 totaled over $600 million.

Fuel Tax Revenues—Underlying Trend is Level

Because of the 1983 increase in the fuel tax from 7 cents to 9 cents per
gallon, fuel tax revenues will go up by $79 million in 1982-83 and $233
million in 1983-84. As shown in Table 33 (page "L«'SCL,1 when fuel tax revenues
are adjusted for this legislation and the tax gue- te changes proposed in
the budget go into effect, resulting budget-year revenues i$818 million)
are essentially unchanged from the current year ($821 million), and are
actually below revenues in the prior year ($873 million). This represents
the sixth year in a row that the underlying revenue trend has not been
upward. This reflects such factors as changes in the automobile mix, in-
creasing fuel economies, reduced demand due to slow economic growth,
and the impact of gasoline prices on consumption. The department’s fuel
tax estimate assumes that average gasoline consumption per vehicle will
drop from 595 gallons in 1981-82 to 585 gallons in 1982-83 and 570 gallons
in 1983-84.

Vehicle-related registration and license fees are projected at almost $1.4
billion in the budget year, including the effects of new legislation. This
projection assumes increases in new vehicle registrations of 12.3 percent
an(f 16.3 percent in 1983 and 1984, respectively. These relatively strong
rates of increase reflect the department’s projection for an upswing in
consumer spending on new automobiles during the next 24 months.

Tidelands Oil and Gas Revenues—A Potentially important Balancing Factor

Total revenues collected by the State Lands Commission from oil, gas,
geothermal, and other sources are projected in the Governor’s Budget to
reach $350 million in 1983-84, down $124 million (26 percent) from the
current year. Of this decline, $55 million is due to the difference between
the revenue-increasing effects of the Technical Corrections Act of 1982 in
1982-83 ($80 million) and 1983-84 ($25 million). This federal legislation
revised the way in which windfall profit taxes are levied on oil produced
on state-owned properties. The remaining decline in oil and gas and other
revenues from state lands ($69 million) is in part due to declining oil and
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gas production at the state’s fields. The most important factor in the
ecline, however, has been the drop in oil prices, due to excessive stocks
in the world’s crude oil markets.

Most of these oil and gas revenues represent direct earnings received
by the state from the sale of oil and gas produced from tidelands (princi-
pally located adjacent to the City of Long Beach). Tidelands oil revenues
are expected to total $335 million in 1983-84.

These funds traditionally have been used alonﬁ with bond proceeds to
finance state capital outlay projects. As discussed earlier, however, tide-
lands oil revenues played a major role in balancing the General Fund
budget in 1981-82, and are providing the General Fund with $175 million

Table 41

Proposed Distribution of Special Fund Revenues
From Four Major Sources

1983-84
(in millions)
Source Amount Distribution Amount
1. Motor Vehicle Ta‘.res and FE&J‘
1. License fees® ............ .. $815 To cities $125
To counties 335
For DMV administration ............cccccc. 62
To General Fund .............. 300°
2. Fuel Taxes......cowissmms L1386 For city streets .. 177
For county roads i 243
To cities and count:es for streets and
roads 113
To Caltrans for state highways............ 570
Other 3
3. Registration and other fees ... 841  To DMV 177
To CHP 329
To Caltrans 256
To other state agencies.........ne 59
Other 20
4, Trailer coach fees ........ccouuurerene 27  To Counties 26
Other 1
1. Tidelands Oil and Gas Revenues® 159  Energy and Resources Fund............. 31
COFPHE 57
SAFCO 38
Parks and Recreation Fund.................. 10
All other 23
1. Retail Sales (spill over) Taxes ... 163  State agencies 27
Support for mass transit, etc. (27}
Local Agencies ... . 7
Special transit ($75)
Others (82)
General Fund 42
Other 17
IV. Local Cigarette Taxes.............. 80  To cities 65
To counties 15

* License fees generate an additional $7 million in interest income which support their proposed distribu-
tion.

b Proposed transfer. Under current law, these monies would be distributed to cities and counties.

¢ Total tidelands oil and gas revenues are projected to total $335 million in 1983-84. The budget proposes
to put $192 million of the amount directly into the General Fund. Under current law, the General
Fund would receive none of these monies.

4 Under current law, this amount would be $103 million.
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in revenues in the current year. In the budget year, the Governor pro-
poses to place an additional $192 million of tigelands oil revenues into the
General Fund. In Part III of this volume, we discuss the policy issue of
whether these tidelands revenues should be shifted on a permanent basis

to the General Fund to help support the overall programs of the state
government.

How Special Fund Revenues are Distributed

Table 41 identifies how the budget proposes to allocate special fund
revenues from the four major sources among different programs and
levels of government. Specifically, it shows: '

« Cities and counties receive about half of the motor vehicle fuel tax

revenues;

o Under current law, cities and counties receive all of the proceeds
from vehicle license fees, after deduction of administrative and cer-
tain other costs. For 1983-84, however, the budget proposes to trans-
fer $300 million of these funds to the General Fund to help balance
the budget. Similar (although smaller) transfers occurred in both
1981-82 and 1982-83.

o Motor vehicle registration fees are used to support the Department
of Motor Vehicles and the California Highway gatrol, with most of the
remainder going to the Department of Transportation for highway
maintenance and construction;

o Under current law, tidelands oil revenues are allocated mainly for
capital outlay purposes. Most of these revenues normally are divided
among six special funds (including ERF, COFPHE, and SAFCO). The
1983-84 budget, however, proposes that a significant portion ($192
million) of these revenues be transferred to the General Fund to help
balance the budget. The distribution of oil revenues shown in Table
41 is based on the proposals in the budget, and does not reflect the
distribution called for by existing law;

o The “spill-over” sales tax revenues are used mainly for mass transit

and special transportation programs, and are allocated to both state
and local agencies.

IV. STATE AND LOCAL BORROWING

Overview

The State of California and its localities borrow monies in a variety of
ways and for a variety of reasons.

Sne type of borrowing is short-term in nature, and is often used to cope
with cash-flow problems caused by differences between when expendi-
tures are made and when revenues are received. Such borrowing may
take the form of temporary loans from the state’s special funds, or may
involve the issuance of short-term debt instruments such as secured or
unsecured notes or warrants.

A second general type of borrowing is long-term in nature. This form
of borrowing is accomplished through the issuance of long-term bonds.
The State of California and its localities issue both general obligation bonds
and revenue bonds. These two categories of bonds have the following
general characteristics:
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