
(3)

(4)

(5)

(as opposed to across) fiscal years, unless interyeaT borrowing is
simply unavoidable;
Establish 8 statutory ceiling on the amount ofshort-ferm external
borrowing which can be undertaken without specific legislative
Buthorization;
Authorize the issuance ofsecurect as well as unsecured, short-term
debt for cash-management purposes; IJnd
Authonze the Treasurer to borrow from external resources even if
infernal Funds are aV811ablt; whenever external borrowing is less
costly.

Background
It is not uncommon for the General Fund to borrow money on a short·

term basis in the course of a fiscal year. This need arises because of differ­
ences between when revenues are actually received and when the state's
bills must be paid. This type of borrowing, which can be necessary even
when a year-end budget surplus is anticipated. is part of the cash manage­
ment process and, when rt:Sponsibly underbiken and monitored, it is a
proper way of handling the state's short-run cash deficiencies. Of course,
the use of short-term. borrowing can be abused, such as when a govern­
ment resorts to such borrowing in order to fund on-going operating costs
without having any credible programs for repaying the debt. Such was the
predicament which New York City put itself into some years ago.

Traditionally, California has been able to avoid issuing short-term debt
instruments in order to satisy its short-term needs for cash. This is because
the General Fund has several other sources of borrowable funds -namely,
the Reserve for Economic Uncertainties, the state's various special funds,
and the Pooled Money Investment Account (PMIA). It is only when these
internal sources of borrowing are exhausted that the General Fund has
had to engage in external short-term borrowing.

During 1982-83, exactly such a situation developed. Because the state's
internal borrowing capacity was not adequate to meet its cash require­
ments, the Controller issued $400 million in unsecured "revenue anticipa­
tion warrants" to private sector investors. Both the Department of Fi­
nance and the Controller agree that additional external borrowing will be
necessary in the current year. If there is no legislative action to balance
the 1982-83 budget, external borrowing is expected to peak at over $900
million in May 1983. These borrowings will be accomplished by issuing
secured or unsecured short-term notes, possibly in conjunction with "reg­
istered warrants" (that is, checks which cannot be cashed immediately)
issued to those to whom the state owes payments, such as state employees
and various program beneficiaries. The exact amount of external borrow­
ing that will be needed prior to the end of the current year, and the exact
form it will take, are not known at this time. It is clear, however, that a
need to borrow significant amounts will confront the state prior to year­
end.

Policy I..ues
We believe that the Legislature may wish to consider and resolve a

number of specific policy issues regarding short-term. borrowing. These
issues have not been resolved in the past primarly because the need for
external borrowing has only developed recently. Five issues seem espe­
cially important:
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L Which state official should be responsible Eor managing short·tenn
external borrowing? We recommend that the State Treasurer be
designated as this official, given his office's experience in marketing
debt. Currently, the State Controller is managing external short-term
borrowing by the state.

2. Shouldshort-term externalborrowing forcash·management purposes
be "rolled-over" between fiscal years? This issue involves the ques­
tion of when short-term borrowing should be permitted to fmance a
year-end budget deficit, even if this financing is for only a "short
period of time," We recommend that, in general, all short-term bor­
rowing undertaken for cash management purposes be repaid by
year-end. and that short-term borrowing across fiscal years not be
allowed. Of course, there may be cases where borrowing to finance
a deficit may be unavoidable, such as when a deficit is not anticipated
early enough in the fiscal year to permit a realignment of revenues
and expenditures, or when actions taken to eliminate a deficit are
revealed to have been inadequate when the books on the fiscal year
are closed. (This, in fact, is what happened in 1981-82.) In such cases,
we recommend that the short-term borrowing be accompanied by a
specific plan for repaying the debt, such as through a temporary
increase in taxes.

3. Should there be a statutory ceiling on the amount ofshort-term exter­
nal borrowing which can be undertaken without specific legislative
authorization? Currently, the Controller is permitted to issue un­
secured debt in whatever amounts are needed to pay the state's bills.
We believe that the Legislature may wish to impose a ceiling on the
amount of discretionary borrowing that may be undertaken. The
ceiling should be set high enough to enable the official who manages
short-term borrowing to have the flexibility necessary to handle nor­
malcash-flow imbalances, but low enough to protect the state against
excessive debt issuance in times when alternative approaches, such
as revenue increases or expenditure decreases, are more appropri­
ately pursued.

Such a ceiling would improve legislative oversight over short-term
borrowing activities. We therefore recommend that the Legislature
enact such a ceiling in conjunction with any expansion of short-term
borrowing authority.

4. What type ofshort-term debt should be issued for cash management
purposes? Under current law, the Controller has standing authority
to issue only unsecured debt in cases where external borrowing is
necessary to address cash management problems. We recommend
that the Legislature authorize the issuance of limited amounts of
secured debt, such as tax anticipation and/or revenue anticipation
notes, because secured debt might be more easily marketed, and
might carry a lower interest cost to the taxpayers. Debt security
could include anticipated revenues from one or more specified in­
come sources.

5. Should the state be permitted to borrow externally before it has
exhausted its internal borrowing capabilities? Current law does not
require that General Fund borrowing from external sources occur
only after all internal borrowing sources have been exhausted. In the
past, however, the state's practice has been to use external borrowing
as a last resort. Once the General Fund begins to borrow from the
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PMIA, it must pay interest on the amount borrowed at a rate equal
to the current PMIA yield. This yield can exceed the interest rate
which must be paid on external short-term borrowing, largely be­
cause the PMIA holds many long-term, high-yielding financial assets.
For example, in December 1982, the average yield on the pool was
over 10 percent, whereas the revenue anticipation warrants market­
ed by the Controller in November carried an interest rate of approxi­
mately 5 percent. Thus, there are situations in which the state would
be able to reduce borrowing costs by borrowing externally instead of
internally. For this reason, we recommend that any legislation to
expand the state's short-term borrowing capabilities explicitly pro­
vide that the Treasurer may borrow extermilly whenever he deter­
mines that it is a lower cost alternative to internal borrowing.

B. LONG-TERM BORROWING

What Should Be the Legislature's Policy Regarding Long-tenn Borrow­
ing?

As discussed in Part II, the state undertakes borrowing through the
issuance of long-term tax-exempt bonds. Unlike short-term borrowing,
which is a tool for cash management, long-term bonds with maturities of
up to 50 years are used to finance the acquisition of capital equipment and
facilities, including highways, water systems, prisons, and office buildings.

In last year's Analysis, we indicated that there are a number ofproblems
and policy issues regarding the use of tax-exempt bonds by governments
to finance capital outlays. Given the importance of these issues, we pre­
pared a report on the general subject of long-term borrowing. This report,
entitled The Use of Tax-Exempt Bonds in California: Policy Issues and
Recommendah'ons, was transmitted to the Legislature earlier this session.
The report provides an overview of tax-exempt borrowing, identifies pol­
icy issues regarding the use of tax-exempt bonds, and presents recommen­
dah'onsfor improving state policy governing the use of tax-exempt financ­
ing.

Policy Issues Regarding Tax-Exempt Bonds
We believe that the major policy issues regarding tax-exempt bonds fall

into five general categories:
• First, what programs should tax-exempt bonds be used to finance?

Addressing this issue involves identifying (a) on what basis programs
should be chosen as potential candidates for subsidies, (b) whether
subsidies are actually needed for these programs to proceed, and (c)
whether the tax exemption granted to interest on municipal bonds is
the best method for providing these subsidies.

• Second, how much tax-exempt debt should be issued and how should
it be allocated between different programs?

• Third, what technical constraints should the state impose on tax-ex­
empt bond issues? Specific questions in this category involve (a) the
bidding rules used to sell bonds, (b) the restrictions imposed on inter­
est rates, price discounts, maturity structures, and call provisions, and
(c) the method used to place bonds (competitive bids or negotiated
sales) .

• Fourth, what should be the role of the state government in local
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borrowing activities? and
• Fifth, should California continue to exempt from state taxation the

interest earned on state and local government bonds? This issue raises
questions about (a) whether the state should subsidize capital outlay
projects in the first place, (b) what the tax exemption actually does
and does not accomplish, and (Cl whether alternative approaches to
subsidization might be preferab e to exempting interest on govern­
ment-issued bonds.

These policy issues all relate in one war or another to the ability of
California's governments to market a sufficient quantity of long-term
bonds to meet their capital outlay spending priorities, to minimize the
costs to taxpayers of servicing this debt, and to structure debt issues in a
manner which maximizes budgetary flexibility.

Recommendation. Regarding Tax-Exempt Borrowing
We suggest that the Legislature consider the recommendations which

appear in our December 1982 report entitled: "The Use of Tax Exempt
Bonds in California: Policy Issues and Recommendations. "

Our report, cited above, develops and presents 21 specific recommenda­
tions regarding tax-exempt borrowing in California. Because the subject
of tax-exempt debt financing is an extremely broad and complex one, our
recommendations by no means cover all of the issues involving tax-exempt
borrowing which the Legislature might wish to consider. These recom­
mendations, however, provide a starting point for addressing legislative
policy issues related to tax-exempt financing.

The principal recommendations contained in our report are as follows:
• We recommend that the Legislature review existing state policies

governing the purposes for which tax-exemft bonds may be issued,
and develop a clearer picture of the state s overall capital outlay
financing needs and the relative priority of each of these needs. This
review could be accomplished through one or more oversight hear­
ings conducted by the appropriate committees of the Legislature.

• We recommend that the Legislature amend existing law to (a)
remove open-ended bond authorizab'ons under the state's revenue
bond programs, and (b) provide that unused bond authorizations
lapse automatically after a specified period of time. Adoption of these
recommendations would facilitate increased legislative control and
oversight of the state's bond programs.

• We recommend that the Legislature adopt some form of state debt
ceiling.

• We recommend that the Legislature place on the ballot for voter
approval a constitutional amendment permitting localities to increase
temporarily their property tax ratesabove the current 1percent limit,
for the express purpose of amortizing debt issued to finance voter­
approved public facilities. The 1percent limit on the property tax rate
imposed by Proposition 13 Uune 1978 ballot) has made new local
general obligation bonds extinct, thereby creating many inequities
with respect to how capital outlay projects in California are financed
and raising the cost to the taxpayers of financing certain capital
projects.

• We recommend that, if the Legislature decides to continue subsidiz­
ing governmental borrowing by exempting interest earned on state
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and local government bonds from the income tax, it explore the ad­
vantages and disadvantages of extending this exemption to businesses
subject to the California franchise tax. It may be in the state's best
interest to extend the exemption to businesses because the market for
its bonds would be broadened and its interest costs might be reduced.
We also recommend that the tax exemption be extended to that
portion of capital gains income on bonds which is anticipated when
bonds are purchased, and therefore incorporated into bond prices.
Such anticipated capital gains should be treated identically to normal
interest income on bonds, which is exempt from taxation.

• We recommend that the Legislature require state authorities, when­
ever they sell a general obligation or revenue bond issue, to select the
winning bidder using the true interest cost (TIC) criterion, subject to
appropriate bidding constraints. Although the TIC criterion is now
being used in awarding all state general obligation bond issues, appar­
ently it is not minimizing interest costs to the state because of certain
competitive imperfections in the underwriting industry. This prob­
lem, however, can be lessened by imposing certain additional con­
straints on the bidders. Therefore, state officials who sell bonds should
design and utilize such constraints.

• We recommend that the Legislature (a) consider several options to
revise those provisions of existing law that establish interest rate ceil­
ings on certain types of bond programs, (b) allow reasonable price
discounts when state bond issues are sold to underwriters (at present,
price discounts are not permitted on most general obligation bond
sales to underwriters), (c) amend existing law to require that, when­
ever possible, the maximum maturity on a bond issue approximate the
useful life of the project or activity being financed, and (d) standard­
ize the technical provisions applicable to state bond programs so that
they are consistent with current legislative priorities. Currently,
many of the differences in the technical provisions that apply to
different state revenue bond programs appear to exist for no particu­
lar reason.

• We recommend that the Legislature reconsider the provisions of cur­
rent law that require state general obligation bonds to be sold com­
petitively in every instance as opposed to a negotiated sale, and that
it amend state law to encourage underwriting of revenue bonds by
commercial banks.

• Regarding the state's involvement in local government debt-related
activities, we recommend that the Legislature (a) take various actions
to improve the collection, tabulation, and dissemination of data re­
garding local government debt-related activities, and (b) explore
ways in which the state can provide technical and administrative
assistance on a reimbursable basis to local government borrowers,
when they request such assistance. (We do not, however, believe that
more direct forms of state involvement in local debt matters are
warranted. )

• We recommend that the Legislature (as well as local governments)
explore the potential economic benefits to be gained from leasing
certain capital equipment and facilities instead of acquiring "them
through bond-financed construction or purchase.

• If the Legislature decides to continue subsidizing local borrowing, we
recommend that it consider several options which are a more cost-
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effective means of providing this subsidy. For example, a more direct
form of subsidy would reduce the inefficiencies that are inherent in
the tax exemption, and broaden the market for municipal debt. Such
a change would require an amendment to the California Constitution.

• We recommend that the Legh.lature take action to eliminate the state
tax exemption for interest earned on state bonds, because the reve·
nues lost by the state as a result of attempting to "subsidize itself'
through the tax exemption are larger than the savings the state
achieves by borrowing in the tax-exempt market. Such a change also
would require an amendment to the California Constitution.

• Lastly, we recommend that the Legislature establish a fonnaJ mech·
anism for overseeing on an ongoing basis all bond-related matters in
a comprehensive and consistent fashion. One method of doing this
would be for each fiscal committee to establish a subcommittee whose
sole responsibility would be to review aU bond-related matters com­
ing before the full committee.

These and our other bond-related recommendations are discussed in
more specmc detail in our bond report.

IV. LOCAL GOVERNMENT fiNANCE ISSUES

A. LOCAL FISCAL RELIEF ISSUES

To What Extent Should the Legislature Reduce the Amount ofFiscal
ReliefProvided to Cities~ Counties, and Special Distncts?

What Is fiscal Relief?
The term fiscal relief or "bailout" refers to the funds which the state has

proviqed local government since the passage of Proposition 13 on account
of the reductions in local property tax revenues brought about by that
measure, With respect to city and county governments and special dis­
tricts, this bailout corresponds to the increased share of ongoing property
tax revenues given to these units ofgovernment by AB 8 (1979-80 session),
less the ongoing revenue loss resulting from the repeal of three subven­
tions by SB 102 in 1981--82, For county governments, fiscal relief also
includes the amounts which would have been expended as the county
share of health and welfare program costs under the formulas in effect
prior to Proposition 13, plus the increase in state subventions for county
health services.

AB 8 reduced, on an ongoing basis, the amount of property tax revenue
received by school districts, and redirected these funds to cities, counties
and special districts. School districts did not experience any loss of reve­
nue, howevel', because under existing law the state "guarantees" a specific
level of funds (the "revenue limit") for each school district. The additional
local property tax revenues grow each year, in line with the growth of
taxable assessed value,

A "reverse bailout" occurs when the amount of any funding reductions
imposed on a local agency by the state exceeds the value of the fiscal relief
it is receiving pursuant to AB 8, When this occurs, it is argued that local
agencies actually are "bailing out" the state; hence, the derivation of the
term "reverse bailout",
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AI aOeflatof
At the same time that the Legislature committed itself to a permanent

program of fiscal relief, it also established a mechanism commonly known
as the "AD 8 deflator." The deflator is intended to reduce the level of fiscal
relief automatically in times when state revenues are inadequate to main­
tain the ongoing "baseline" level of state expenditures.

The deflator becomes activated when projected state revenues fall be­
Iowan inflation-adjusted base level of state expenditures. As established
in statute, when the deflator goes into effect, the State Controller is reo
quired to reduce motor vehicle in-lieu subventions, cigarette tax subven­
tions, business inventory reimbursement subventions, and trailer coach
subventions by an amount sufficient to make up one-half of the difference
described above. The other one-half is taken from apportionments to K-12
schools and community colleges.

Deflator in Effect for1~, Based upon the most recent revenue
and expenditure forecasts by the Department of Finance, the AB 8 defla­
tor mechanism will be "triggered" for the 1983--84 fiscal year. According
to the Governor's Budget, this mechanism, which was suspended for both
1981-82 and 1982--83, would require reductions of $2,898 million in aid to
local agencies and school districts. Half of this amount ($1,449 million)
would be taken from K-14 school district apportionments. The other half
would be taken from cities, counties and special districts, in proportion to
their share of the four specific subventions.

Although the Governor's Budget identifies deflator reductions of $2,898
million, our analysis indicates that only $2,360 million in reductions could
actually be made, because only $1,180 million in subventions to local agen­
cies are available to be reduced. According to the statute, the reduction
for school agencies cannot exceed the reduction for local agencies, even
if funds are available. The $2,360 million is $538 million, or 23 percent, less
than the amount identified in the budget.

Table 65 compares reductions in local government fiscal relief (exclud­
ing schools) that would occur under the Governor's proposal and those
that would otherwise result from the AB 8 deflator.

Table 65
Changes in AS 8 Fiscal Relief:

Comparison of Governor's Proposal and AS 8 Deflator
'983-84

(in millions)

-S302 -9.7%

AB8DeOafor

Cities
Counties
Special Districts

Total .

Fiscal Relief
Current Law....

2.4J2,.,
$3,1l8

Reduction

-""-47

Percent
0>_

-73.7%
-1.9

ReductiOll

-I'''
-..
-51

-$l,ltD

Percent

""'""-151.5%
-24.9
-15.3

-::rI .8%

Governor's Proposal
The budget proposes to reduce local fiscal relief and other aid by $320

million. The budget contains no proposals which would increase the net
fiscal resources available to local governments.
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The $320 million in reductions reflect:
• A $300 million reduction in vehicle license fee subventions to cities

and counties. Cities would lose $255 million, while counties would lose
$45 million.

• An $18 million reduction in business inventory payments to cities,
counties, and special districts. This would be achieved by eliminating
the statutory COLA, estimated at 6.3 percent, for the budget year.

• A $2.2 million reduction in funding for County Health Services, due
to a reduction in the statutory COLA from 3.6 percent to 3.0 percent.

• No identifiable fiscal impact from the Governor's proposals to replace
specified categorical programs with block grant funding. (The pro­
posallacks sufficient detail for us to analyze its potential fiscal effect
on either the state or local agencies.)

Table 66 illustrates the distribution of these reductions among the differ­
ent types of local agencies (excluding schools/.

The budget identifies a potenb"al additiona $100 million reduction in
unspecified local subventions, to the extent that additional actions are
necessary to balance the 1982-83 budget. The budget does not provide any
details as to how this Phase 2 reduction, if approved, would be appor­
tioned.

Table 66
Proposed Changes in Local Fiscal Relief and Other Local Aid,,.,....

(in millions)

Special
Reductions Cities Counties Districts Total
Fiscal Relief,

Vehicle License Fees ............................. -$255 -145 -$300
County Health Services .... ................................ -2 -2

Subtotal, Local Fiscal Relief ..... -$255 -$47 -l302
Other Local Aid,

Bunnes5 Inventory .... -$4 -$11 -13 -118
Total, Reductions......... -l2.I9 -SS8 -13 -l3OO

The budget proposes to apportion the reductions identified in Table 66
using the same formula which was used in the current year to reduce fiscal
relief, with the following exceptions:

• No "special factors" funding is provided. In the current year, for
example, the reductions computed for the Cities of Oakland and San
Jose were mitigated by $3 million and $1.6 million, respectively, as a
result of special factors.

• No funding is provided for the 31 "no property tax" cities. These are
cities which existed but did not levy a property tax prior to Proposi­
tion 13. As a result of the repeal of three small subventions as part of
the 1981-82 fiscal relief reductions, these cities lost some $2.2 million
in subvention funds, although they had never received any fiscal
relief from the state. In order to hold these cities harmless from this
"reverse" bailout, approximately $2.2 million was distributed to the no
propertr tax cities in 1981-82 and 1982-83. Under the Governor's
proposa for 1983-84, they would not receive this assistance.
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ProposedFonnuJa Does Not Result in Proposed Savings. Although the
Governor proposes a reduction of $300 million for cities and counties, our
analysis indicates that the actual formula proposed in the budget compan­
ion bill-SB 124-to accomplish this reduction would yield a total savings
to the state of only $287 million, or $13 million less than the budget indi­
cates. The $287 million reduction consists of a $242 million reduction for
cities and a $45 million reduction for counties.

Our analysis further indicates that under the Governor's proposal, 206
cities would lose an amount equivalent to their estimated net bailout for
1983--84. No city or county, however, would experience a reduction that
exceeds the value of its net bailout. Table 67 identifies for cities and
counties as a whole, the total value of fiscal relief in 1983-84, and the
corresponding reduction that is reflected in the budget.

Tabla 67
Fiscal Reliaf to Cities and Counties in 1983-84

Before and Aftar Governor's Proposal
(in millions)

Remaining FiseR!
Relief

Cities , , ..
Counties .

Total .

1983-84
FiseR! relief

""~<l2

S2,T78.1

RedllClitms Per
CoYemofs

Budget

"""""'"

Am~t

191
2,3&5

$2,476

Percent
,,~....~

Fodors the Legislature Should Consider in Providing Local Fiscal Rell.f
In 1978-79, immediately following the adoptioQ of Proposition 13, local

governments were given one-time cash grants (SB 154). These funds were
allocated generally in proportion to the amount of property tax revenues
lost by each local government. Consequently, entities which lost the most
as a result of Proposition 13 received the most block grant funding, regard­
less of their ability to adapt to these revenue losses. That is, this methodolo­
gy did not consider the relative "fiscal status" of local governments.

In 197~, the cash grants were eliminated in favor ofa permanent shift
of property tax revenues to cities, counties, and special districts (AB 8)
with the level of rellef being determined based on the amount of rellef the
local entity had received under SB 154. In 1981-82 and 1982--83, the Legis­
lature reduced the amount of fiscal rellef below the level provided for by
AB 8. In decreasing the amount of AB 8 fiscal relief, the Legislature
generally made reductions based on the level of assistance each local
entity was scheduled to receive. In short, the reductions from each entity
was proyortional to the amount of fiscal relief going to that entity.

The Governor's Budget proposes the reductions in fiscal relief for 1983­
84 be made in the same way as they were made in 1981~ and 1982--83:
those agencies which benefitted the most from fiscal relief would experi­
ence the largest reductions.

The main difficulty with the approach proposed by the Governor is that
the reductions are based on each agency s share of fiscal relief in 1978-79,
and ignore any subsequent change in the agency's relative fiscal condition.
To apportion the cuts according to grants initially received in 1978-79,
therefore, could result in small cuts for cities and counties which are now
relatively better off than others, and large cuts for less-well-off cities and
counties.
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It is our opinion that the existing system of apportioning reductions in
fiscal relief does not provide for an equitable distribution of funds among
local agencies. There is a substantial amount of evidence available today
that we believe supports this conclusion. Some local governments, for
example, have actually reduced their property tax rate and other tax rates,
while continuing to receive fiscal relief from the state. Other local govern­
ments have never shared in the fiscal relief reductions made by the Legis­
lature during the last several years, even though their budgets show sig­
nificant surpluses. These and other circwnstances document the need to
reexamine the distribution of aid to local governments.

In considering the Governor's proposal to reduce fiscal relief, the Legis­
lature needs to consider the extent to which it wishes to establish priorities
for the combined state and local sector. Under the existing system of
categorical programs, mandates, and restricted subventions, the Legisla­
ture, to a great extent, exercises control over the mix and level of services
provided locally. Under alternative ai'rangments, the Legislature may not
have this type of control, but the need for state assistance could be re­
duced.

B. REVENUE ENHANCEMENTS

Should the Legislature Give Local Government Greater Access to Reve­
nues?

California Supreme Court Decisions Enhance Local Revenue-Raising Ability
As a result of three recent California Supreme Court decisions, the

ability of local governments to raise additional revenues has been signifi­
cantly enhanced. In the cases LACTC v. Richmond, San Francisco v.
Farrell, and Carman v. Alvord, the California Supreme Court clarified
several ambiguous phrases used in Article XIII A of the California Consti­
tution, added by Proposition 13 in 1978. Public reaction to these decisions
has varied widely. From one perspective, these decisions merely permit
local governments to impose reasonable tax increases to maintain existing
public services. Looking at the decisions from another perspective,
however, the decisions have altered dramatically the ground rules under
which Proposition 13 was conceived and implemented.

Article XIII A of the California Constitution places several limits on local
taxes. Specifically, the measure limits increases in a property~s assessed
value for property tax purposes to no more than 2 percent annually, except
in cases where a property is purchased or newly constructed. The measure
also limits property taxes to 1 percent of assessed value; taxes in excess of
the 1 percent limit may, however, be levied to pay interest and redeml2­
tion charges on indebtedness approved by voters prior to June 1978. Final­
ly, Article XIII A provides that cities, counties, and special districts may
impose, by a two-thirds vote of the electorate, "special taxes." Such special
taxes may not, however, consist of ad valorem property taxes or sales or
transactions taxes on real property.

1. Special Taxes and the Two-Thirds Vote Requirement
Two of the court's decisions dealt with the two-thirds vote requirement

for special taxes. In LACTC v. Richmond, the court held that an additional
0.5 cent local sales tax, levied by the Los Angeles County Transportation
Commission for public transit purposes and approved by a 54 percent
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majority at a local election, was valid. In a divided opinion, the court
reasoned that, because Proposition 13 was primarily concerned with prop­
erty tax relief, the term "special district" as used by the measure applied
only to those special districts which were empowered to levy property
taxes. Because LACfC did not have such power, the court concluded, it
did not constitute a "special district" within the meaning of Proposition
13 and, consequently, the two-thirds vote requirement did not apply.

In San Francisco v. Farrel/, the court directly addressed the issue of
what constitutes a "special tax" for purposes of Proposition 13. In another
divided opinion, the court held that' special taxes" were distinguished
from other taxes not by the type of tax nor by the object of taxation, but
rather by the uses to which the tax revenues were put. Thus, the court held
that the term "special tax" applies only to a tax whose proceeds are ear­
marked for a special purpose. Because San Francisco's payroll and gross
receipts tax revenues were deposited in the city's general fund, the court
concluded that an increase in that tax, approved by 55 percent of the city's
voters at a local election, was also valid.

Both Richmond and FarreJJ increase the abilities of local governments
to raise revenues from local sources. Richmond provides that any local
government entity which does not have the power to levy a property tax
is not bound by the two-thirds vote requirement of Proposition 13. FarreJJ
provides that local governments may levy additional taxes (other than the
prohibited ad valorem property taxes and real estate sales or transactions
taxes), and that the levy of such taxes is not subject to the two-thirds vote
requirement, provided that the tax proceeds are not earmarked fOF a
special purpose.

While the FarreJJ decision appears, on its face, to offer local govern­
ments a wider range of possibilities for raising additional revenues, as a
practical matter it will have a direct impact only on city governments. This
is because other local government entities generally require statutory
authority to raise additional revenues. Chartered cities have long enjoyed
the ability to exercise inderendent taxing authority, as a result of the
"municipal affairs" clause 0 the State Constitution. In 1982, the Legisla­
ture extended this taxing authority to general law cities as well. In effect,
the Legislature empowered general law cities to levy the traditional
charter city taxes---utility users taxes, admissions taxes, and parking taxes.
General law cities.already w.ere authorized to levy business license and
transient occupancy taxes, although they may now levy the latter at rates
higher than those set by statute, as a result of the Legislature's action.

Perhaps more importantly, however, the Supreme Court's decision
would seem to offer city government the opportunity to levy new types
of taxes, such as per household or street frontage taxes, without the need
for voter approval. It is uncertain the e;dent to which such taxes will
actually be imposed, but they do represent a potentially significant source
of additional revenue.

Counties, school districts, and special districts generally do not have
statutory authority to levy new taxes at present, so the FarreJJdecision will
have no impact on them in the absence of legislative action. Even with
such action, however, the extent to which the FarreJJ decision might be
applied to these units of government is unclear. As the court did not define
what constitutes "revenue earmarked for a special purpose," there is some
degree of uncertainty as to how specialized in function a governmental
entity might be, yet still be considered to fulfill general purposes as well.
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In October 1982, the Legislative Counsel stated in a written opinion
(No. 16903) that a school district may take advantage of the Farrell deci·
sian to levy a tax for district general purposes, without specific approval
by local voters:

"We also note that the payroll and gross receipts tax considered in
Farrell was levied by the City and County of San Francisco for the
specific purpose of supporting the operations of the· City and County of
San Francisco, yet it was held not to be a special tax within the meaning
of ... Article XIII A. We think that a court would, by analogy, hold
that a tax levied by a school district for deposit in the general fund of
that district and for use for general purposes is not a special tax subject
to the two-thirds vote requirement. ..

The opinion further states that, while school districts currently have the
authority to enact a special tax without voter approval, they cannot collect
such a tax until authorized to do so by the Legislature.

2. Pension Obligations and Voter~Approved Indebtedne..
In the third major decision relating to Proposition 13 rendered during

1982, the California Supreme Court held in Carman v. Alvord that a
property tax rate in excess of 1 percent, which was imposed by the City
of San Gabriel for the purpose of funding its employees' pension plan, was
legal under the provisions of Article XIII A. As noted, Article XIlI A
excludes from the 1 percent property tax rate limitation "ad valorem taxes
or special assessments to pay the interest and redemption charges on any
indebtedness approved by the voters prior to the time (this section]
becomes effective." In a unanimous opinion, the court held in Carman
that, where a city's voters had approved, prior to June I, 1978, a ballot
measure authorizing the city (a) to join the State Employees' Retirement
System (later PERS) and (b) to impose a special tax to meet its obligation
to the system, a property tax levied for this purpose comes within this
exclusion.

The Supreme Court's decision in Carman is not, however, without ambi·
guity. It is unclear, for example, whether the term "voter-approved in­
debtedness" extends on~ to pension plans in which both the plan and a
specific tax levy to fund it were approved by voters, or whether voter
approval of the plan alone is sufficient (as a literal reading of Article XIII
A would appear to indicate). In addition, it is not entirely clear what
constitutes' voter approval." For example, of California's 58 counties, 20
belong to the pension system created by the 1937 County Retirement Act.
Amendments to the act, added in 1947, provided that counties could elect
to join the system either by a popular vote or by a four-fifths vote of the
county board of supervisors (Government Code Section 31500). Because
the act makes no distinction among counties based on the manner in
which they joined the 1937 Act system, it may be argued that membership
by a vote of the board of supervisors is essentially equivalent to member­
ship by a vote of the people, thereby meeting the test of voter approval.
Similarly, California cities are authorized by statute to establish pension
plans, subject to the aprroval of either a majority vote of the electorate
or a two-thirds vote 0 the city's legislative body (Government Code
Section 45306). A city council's authorization of a pension plan therefore
may also, arguably, constitute "voter approval."

The court recognizes, but leaves unresolved, both issues-the necessity
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of voter approval of a special tax and the question of whether the approval
of the pension system by a local governing body may ever constitute
"voter approval"-as the following passage from the Carman opinion
indicates:

Plaintiff argues that [the court's] holding could create a "nonuniform"
scheme of taxation, fortuitously protecting only those pension plans
authorized by a vote of the public, though voter approval never was
required (citation). As we have seen, there is a basis for distinguishing
voter-approved debt (citation) .1n any event, in a single case we cannot
resolve all article XIII A's anomalies (citation). Nor need we decide how
pension taxes authorized only by the governing body ofa local agency
might be treated. Here we conclude only that section 1, subdivision (b)
of article XIII A exempts from the tax limits those pensions and corre­
sponding tax levies approved by the voters before the limitation became
effective (31 Cal.3d 318, 33.'3, emphasis added).
Fiscal EFFect. We estimate that California cities and counties will ex­

pend approximately $1.5 billion to fund pension obligations in 1983-84. Of
this amount, we estimate that approximately $850 million is associated
with pension plans approved by voters prior to the enactment of Proposi­
tion 13 in 1978, and thus potentially could be funded through additional
property taxes in excess of 1 percent as a result of the Carman decision.

Table 68 shows our estimates of the amount of annual pension costs in
California's largest cities and counties which probably could be funded
through additional property taxes. For purposes of the table, we have
assumed that all cities and counties in which voters approved pension
plans prior to June 1978 would be able to fund them through an additional
property tax levy. Property tax rate increases would require only a simple
majority vote of the city council or county board of supervisors. As shown
in the table, five cities (Los Angeles, San Francisco, Long Beach, Oakland,
and San Jose) have estimated annual pension-related costs in excess of $25
million each.

Table 68 also shows the increase in local property tax rates which would
be required to fund these annual costs out of additional property taxes.
These tax rate increases range from a low of only 2.6 cents per $100 of
assessed value in Santa Clara County to 61.7 cents per $100 of assessed
value in the City and County of San Francisco.

In the event the Legislature chooses to change the current system for
allocating fiscal relief so as to give greater recognition to relative needs
and relative fiscal capabilities, it might wish to consider reflecting the
Carman decision in the new system. Taking account of the authority to
fund pension obligations out of increased property tax levies to which
certain cities and counties now have access may be justified for two rea­
sons. First, state assistance payments to local governments are primarily
intended to address revenue shortfalls which persist after all other local
revenue-raising options are exhausted. Given the existence of this un­
tapped revenue source, state assistance in helping cities and counties
finance their local pension costs may no longer be justified. Secon.d, by
requiring local governments to finance pension-related indebtedness out
of their own revenue sources, statewide tax equity would be enhanced.
Under the present system, residents of cities and counties which have
been unusually generous in granting pension benefits to their employees
are able to export some of their pension-related costs to residents of those
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cities and counties which have kept their pension costs under control.
Since most of the benefits associated with granting their public employees
generous pension benefits (such as reductions in employee turnover)
accrue primarily to residents of those localities, it would seem appropriate
to expect those granting these benefits to pay the full costs using local
(rather than state) resources. This would also, arguably, create a greater
incentive for those jurisdictions which have been unusually generous to
bring their pension costs under control in the future.

Table 68
Potential Impact of Supreme Court Decision

Allowing Local Government to Fund Pension Indebtedness
From Additional Property Taxes'

$0.049
0.'"
0.'"

Estimated
Additional
TuRate to

Fund Penrion Debt
0lJ35
0.072
0.617
0.146
0;)95
O.067 d

0.145
0.110
0.'"
0.00<

0.018
0.0!I7

0.ll59

~

V,}~

(millions)
$81,447
",ll61

"...17,811
10,897
8,010.....
7:n'
..."
5,130

$212,962
7l~
56,041
45,700
29,871
19,Ol5
""29
24,768
22,2ro
23,669

N.A.
135
35
12

N.A.
N.A.
I'

"N.A.
I'

LocaJJy FundabJe
Ann",}

Pension Cost
(miUions)

1273

I'i:1O
26

"33'
10,
•5

Gibes
Los Angeles .
San Diego .
San Franciscob .
San Jose .
Long Beach .
Oakland .
Sacramento
Anaheim ..
Fresno ..
Santa Ana .
Counbes
Los Angeles
Orange.
San Diego ..
Santa Clara .
Alameda... . .
Sacramento .
San Bernardino .
Contra Costa .
Riverside .
San Mateo .

• Based on 1982-83 data for 10 largest cities and 10 largest counties.
b City and county. -
C $26 million cunently funded by special property tax.
d Rate based on funding fT million not CUlTently funded by special property tu.
N.A.: Not applicable---pemrion plan not approved by vote" pl"ior to June 1978.

Providing Greater Local Flexibility
It is important that cities and counties have flexibility to respond to the

demands put upon them by their residents. Currently, their opportunity
to do so is severely restricted.

Cih·es. Historically, charter cities have had the authority to raise or
levy virtually any type of tax not precluded by state law or city charter.
In the current year, this authority has been extended to general law cities,
as well. Both types of cities, however, are subject to the restrictions con­
tained in Proposition 13-that is, they may not increase the ad valorem
property tax rate and they cannot increase a "special tax" without two-
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thirds voter approval. Within these bounds, cities have wide flexibility to
increase revenues.

Counties. On the other hand, counties do not enjoy the same authority
as cities have to levy new taxes; they must first obtain specific statutory
authorization from the Legislature. Further, in those program areas
where counties do have the authority to levy fees to defray their costs,
statutory limits often exist which either set specific fees or fee maximums,
thereby limiting the amount of revenue that counties can raise. These
statutory amounts often are not adequate to permit full cost recovery.

Given the limited fiscal flexibility available to counties, when the state
imposes new requirements on counties without providing additional fund­
ing, counties have only a limited ability to augment their revenues in
order to offset the additional costs. Consequently, these new costs must be
funded through existing revenues, often to the detriment ofother county­
funded programs. In effect, the imP9sition of state requirements on the
counties without the provision of additional funding is tantamount to the
state appropriating local funds for state purposes.

Consequently, we conclude that if counties are to be able to respond to
the needs and desires of their citizens, three policy changes are needed:

L County voters should be given greater discretion to tax themselves
in order to finance local services.

2. Legislation should be enacted removing statutory limits imposed on
fees administered and collected by counties for services they perform.
Alternatively, statutes regulating fees could be amended allowing coun­
ties to impose fees at levels sufficient to cover the cost of providing the
services for which the fees are charged. For example:

• County boards of supervisors currently are not authorized to impose
or collect fees for services provided by the county sealer of weights
and measures. Our analysis indicates that, on a statewide basis, author­
ization to impose such fees could generate a revenue increase for
counties of between $1 million and S3 million annually.

• Section 26721 of the Government Code specifies the fee ($14) for any
legally required process or-notice served by a public officer or em­
ployee. Specified private process servers, however, are authorized
under Section 1032.8 of the Code of Civil Procedure to recover "such
sums as are reasonably incurred in effecting service." This distinction
between public and private process servers is estimated to cost local
governments approximately ~ million annually in foregone reve­
nues.

• The Government Code also provides the specific fee for numerous
miscellaneous civil filing fees. We cannot estimate how much in­
creased revenue could be generated from the fees. At a minimum, if
fees could be set to cover costs it would not be necessary for local
agencies to seek legislative authority each time a minor fee warrants
adjustment.

3. New requirements imposed on counties by the state should be ac­
companied by funding support.

Impad of the Governor', Propo,al on Local General Purpo,e Revenue,
One measure of a local government's fiscal condition, although a limited

measure at best, is the growth in its general purpose revenues. General
purpose revenues are those revenues which are not tied to the support of
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any particular program or activity. They are "no strings attached" reve­
nues that may be used by local government to fund locally determined
priorities. By definition, therefore, general purpose revenues exclude reo
ceipts tied to programs over which local agencies have no control, and
consequently, provide an indication of the relative extent to which local
agencies can address local needs for services.

Specifically, general purpose revenues include the proceeds from local
taxes, interest earnings, bailout monies, state discretionary subventions
such as tax relief and shared revenues, and federal revenue sharing funds.
They exclude local fees and charges for services provided, as these funds
aTe authorized specifically to cover the cost of the particular service.

The Governor's Budget projects that general purpose revenues for cit­
ies will grow by 4.3 percent in 1983--84. This projection takes into account
(1) the Governor's proposed $255 million reduction in vehicle license fees,
and (2) the expiration offederal revenue sharing funds in October, 1983.
For counties, the Governor's Budget projects an increase in general pur­
pose revenues of 3.5 percent. Again, this projection allows for (1) the $45
million reduction in vehicle license fees proposed in the Governor's 1983­
84 Budget, and (2) the expiration of federal revenue sharing effective
October, 1983. The growth projections identified above do not reflect (1)
the Governor's proposal to reduce subventions by $54 million each to cities
and counties in the current year, or (2) the potential additional $100
million reduction the Governor has identified as an option for eliminating
the current year deficit. Table 69 identifies projected general purpose
revenue growth, under these alternative circumstances.

Table 69
Local GeneTal Purpose Revanue Growth

1982-83 and 1983-84

If16U3
(Over Prier reu)

JanlWy Januuy
fS62 1983

Estimate EstimJlte

1!lJ3.B<
(eM, Prior reMt

With I»J Jflth HI»
Mi)fion Million

Reductioll ReductiM
in 19!1J.1J1~ in J9!IJ.IJI<

""""EnstiIIg
uw(NrJ

RedudionJ)
Cities:

If $54 million redured in 1982-83 ...." 1.6% S>% 3.7%
If $54 million not redured in 1982-83 . 10.5% 2.7 '.3 2.6

Counties:
If~ million reduced in 1982-83 4.7 •., .1
If $54 million not redured in 1982-83 . 10.8 6.' 3' 2.7

Source: Department of Finance.
• Assumes termination of federal revenue sharing effe<'tive October 1983.
~ Anumes reductions of $23.5 million for cities and $45 million for counties.
< Assumes reduction, of $340 million for cities and $60 million for counties.

9.6%

Table 70 compares general purpose revenue growth for cities, counties,
and the state over the period 1980-81 to 1983-84. During this time, the
state's general purpose revenues increased at an average annual rate of5.7
percent. Close behind were the counties,which realized an average annual
increase in revenues of 5.1 percent. City general purposes revenues in­
creased at an average annual rate of 3.9 percent during this period.
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In the case of county governments, however, the comparison of general
purpose revenue growth overstates the ability of counties to maintain
local services. This is because some of the increase effectively must be
allocated to state-mandated programs, in order to comply with state re­
quirements. Consequently, these funds are not really available to support
local programs. Approximately 85 percent of county budgets represent
costs associated with state-mandated or controlled programs, although the
counties have considerable discretion over certain components of these
costs (such as salary increases).

Table 70
Comparison of General Purpose Revenue Growth

1980-81 Through 1983-84
(in millions)

191Ki-81 1981-&2 198$-81 191JJ-1i/
Percent Percent Percent Perrent

Am~t Ch1lDge Am~t Ch_ AD/OWlt Chmg. Am~t Clumg.
State ........ 119,023.1 5B% $00,960.3 10.2% $00,489.7 -2.3% $22,479.4 9.7%
Counties........ 4,063.7 Il.l 4,302.2 5.9 4,55/1.2 ., 4,716.6 3>
Cities... 4,502.0 12.2 4,712.8 4.1 4,841.5 .7 5,051.4 .,
Source: Department of Finance.

Local Government Compensation and Employment
The ability of local government to increase the size and pay of its

workforce is another measure of its fiscal health. In an effort to see how
this ability has changed in 1982--83, we surveyed California's 8 largest cities
and 14 largest counties. Information was collected from each jurisdiction
to identify the current change in local compensation and employment.
The analysis which follows is a summary of the major findings from our
survey.

The data fall into three major categories:
Salary llnd Benefit Increases given to employees as a percent of base

pay. These increases represent percentage adjustments in base salary. In
a few cases, these increases also reflect employer retirement contributions
previously deducted from an employee's salary.

Expenditures for Salaries and Benefits actually made in 1981-82 and
budgeted for 1982--83. These expenditures represent the total cost to local
jurisdictions to compensate employees for their work, including payroU­
related benefits such as social security.The usefulness of the data on ex­
penditure changes is limited by many factors, including (a) possible inac­
curacy in reported data, (b) differences in the way similar items of ex­
penditure are categorized by the jurisdictions in our sample, and (c)
availability of actual expenditures for 1981-82.

Levels of Employment? reflecting the maximum number of positions
authorized within local budgets for 1981-82 and 1982--83. Most of the juris­
dictions include in their personnel figures both part-time and full-time
permanent positions. Afew cities and counties, however, express positions
as full-time equivalents (FTE). FTE positions are simply the sum of all
full-time positions, counted in whole numbers, and part-time positions,
counted as fractions of full-time positions.
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Changes in Employee Compensation
In order to obtain as representative information as possible, we request­

ed salary and benefit data for the following three bargaining units which
generally include the majority of each local government's employees: (1)
the largestnonsafety bargaining unit, generally consisting ofclerical work­
ers; (2) the nonsupervisory fire unit for all cities and those counties which
provide fire service; and (3) the nonsupervisory law enForcement unit,
which is usually the deputy sheriff unit in counties and the police officer
unit in cities. For our analysis, we consolidated this information so that our
results distinguish only between two categories of personnel: safety (the
fire and law enforcement units) and nonsafety (the largest unit).

Table 71
Local Govarnment Survey

A verage Salary Increases
Received During 1982-83

(percent c/umge)

Counhes:
Alameda"
Contra Costa
Fresno .
Kern .
Los Angeles .. ...
Orange ..
Riverside .
Sacramento ..
San Bernardino .
San Diego
San Francisco ..
San Mate<! .
Santa Clara .
Ventura .

Total Average

Cities:
Anaheim ...
Fresno
Long Beach .
Los Angeles .
Oakland . .
Sacramento" ..
San Diego ,. . .
San]ose .

Total Average .

"Total increase by end of 1982-83 greater than average increase shown because of mid·year increases or
negotiations settled on calendar year basis.

bMulti.year contract for non$llfety or safety but nol both.
oThe first year of the multi·year agreement calls for no increase. An 8 percent increase is scheduled for

1983-8<
6 Increase given to deputy sheriff unit only either because fire unit is still in negotiations or county does

not provide fire service.
• Effective June 1982.
N/S _ No settlement to date.
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As shown in Table 71 the average salary increase in 198~ for all of the
cities in the sample was 7.3 percent for safety employees, and 6.5 percent
for nonsafety employees. In the counties surveyed, salaries of safety em­
ployees increased an average of 7.2 percent, while other county em­
ployees received an average increase of 6.3 percent.

Sixteen of the twenty-two jurisdictions have granted multi-year in­
creases to all or part of their employees. Multi-year contracts cover a
period of years, specifying increases to be effective at future dates during
those years. Once settled, multi-year increases are "automatically" trig­
gered by the contract and cannot be reduced by action of the local govern­
ing body. Thus, an increase for 1982--83 granted pursuant to a multi-year
agreement settled in 1980 may not be indicative of an agency's fiscal
strength in 1982-83.

Of the 16 jurisdictions with multi-year agreements, 13 have contracts
commencing in years prior to 1982--83. The size of current year increases
then reflects:

• The fiscal strength of the local entity at the time ofsettlement; and
• The fiscal strength anticipated through the duration of the contract

period, based on projections of future revenue and expenditure
growth.

For the Cities of Los Angeles, Oakland, and Sacramento, 1982--83 marks
the first year of their multi-year contracts. This is significant because these
jurisdictions made salary commitments for 1982-S3 and future years with
complete cognizance of their current fiscal condition. Thus, the magni­
tude of these increases is a direct reflection of their current fiscal health
and the bargaining strength of the local employee organizations.

Six of the local entities in our sample, as shown in Table 71, do not have
multi-year contracts, and consequently have granted increases for 1982--83
only. As with the three cities discussed above, the size of increases granted
by these jurisdictions may be used as an indicator of their fiscal strength.

Changes in Expenditures for Salaries and Benefits
Based on the amounts originally budgeted for 1982--83, expenditures for

salaries and benefits increased over actual expenditures in 1981--82 by an
average of 9.2 percent for the surveyed cities and 7.7 percent for the
surveyed counties. The increase is probably higher for some jurisdictions,
due to adjustments in expenditure levels following midyear negotiations.
To the extent that increases in salaries and benefits are negotiated or
phased-in after the budget has been adopted, the expenditure levels re­
ported in the survey understate actual spending expected by the end of
the year. Recognizing this possibility, most local jurisdictions, unlike the
state, do not reflect salary savings from employee turnover and vacancies
in their budgets. In addition, these figures are based on budgets as adopt­
ed, and many local jurisdictions have implemented midyear expenditure
cutbacks in order to offset declines in revenue.

Of the total salary and benefit change in 1982--83, salary expenditures
were budgeted to increase an average of 8.4 percent for the surveyed
cities and 6.8 percent for the surveyed counties. Expenditures for all fringe
benefits, including health insurance and retirement, are budgeted to in­
crease an average 14.0 percent for cities and 7.0 percent for counties in the
current year. This means that cities will have increased their spending for
employee benefits roughly 6.0 percent over the increased spending for
employee salaries. Counties, on the other hand, have increased spending
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for salaries and benefits at approximately the same rate. The fact that the
increase in benefit expenditures exceeds the increase in salary expendi­
tures underscores the growing significance of benefits in the collective
bargaining process.

Changes in Employment
Changes in employee compensation do not occur in a vacuum. In fact,

increases in salaries and benefits may be offset by reductions in personnel.
Productivity gains, brought about in part by the increased salaries, may
offset personnel reductions. To gain a better sense of local fiscal condi­
tions. we have collected employment data for; (1) the cities and counties
in our survey sample; and (2) all cities and counties in California. Taken
together. this information provides a meaningful context for understand­
ing the trends in local employment.

The Survey Sample. The changes in levels of employment authorized
in each entity's budget between 1981-82 and 1~ indicate that for
cities, the number of authorized positions (the ceiling on emyloyment)
has dropped an average of -0.4 percent from the 1981--821eve . Counties
have experienced a sharper decline, with an average reduction of -2.8
percent in authorized positions from the prior year.

For comparative purposes, we have utilized data published by the U.S.
Department of Commerce, Census Bureau to obtain the average rates of
change in employment from 1978 to 1981 for all of the cities and counties
in our sample. During this period, total employment in the surveyed cities
dropped an average of -3.6 percent annually. Full-time equivalent em­
ployment declined less dramatically, at an average annual rate of -2.7
percent from 1978 to 1981. Total employment in the counties surveyed
increased 2.1 r.ercent during the same period. The average rate of change
in county ful-time equivalent employment also increased, though at a
slower rate of 0.4 percent annually.

By comparing the rates of change reported in the survey for 1981-82 to
1982-83 with the trend from 1978 to 1981, we can draw the following
concluSions:

• City employment h~ followed a continual downward trend from 1978
to the present.

• The trend in county employment has been less consistent, though the
data indicate a small increase from 1978 to 1982.

AJJ Local Jurisdictions in CaliFornia. Data summarized from the Em­
ployment Development Department (EDD) for all cities and counties in
California confirms our conclusions about the survey sample, by showing
that from 1978 to 1982:

• All city employment has been declining at an annual rate of -1.5
percent.

• All county employment has been climbing at a slow pace of 0.4 per­
cent annually.

OveraJJ Trends in Local Government Employment. While the data
presented so far seem to establish a consistent pattern of reductions in city
employment and little growth in county employment during the post­
Proposition 13 period, there is a major deficiency in the data. The informa­
tion from the U.s. Census Bureau and the state Employment Develop­
ment Department includes jobs created under the Comprehensive Em­
ployment and Training Act (CETA). As "work training" positions, these
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jobs, by definition, were temporary. Thus, the loss of CETA positions
distorts the actual change in regular positions from 1978 to 1982.

Unfortunately data are not available which allows us to distinguish
CETA positions from non-CETA positions for cities and for counties, in
each year since 1978. OUT review of all city and county employment,
including CETA, suggests that CETA positions accounted for a greater
proportion of city employment than of county employment.

By ignoring the reduction of CETA positions in cityand county employ­
m?nt combined, the data shows that:

• On an annual basis, total city and county employment has increased
at an average annual rate of 1.9 percent between 1978 and 1982.

• On an cumulative basis, total city and county employment in March
1982 is up 11.2 percent, or 40,000 employees from March 1978.

Our analysis indicates that most of this growth has occurred in county
employment, while cities reflect stable to minor increases in employment
over the post-Proposition 13 period.

C. FUNDING FOR STATE MANDATED LOCAL PROGRAMS

How Can the Legislature Assure that State-Mandated Programs Contin­
ue to Serve Statewide Objectives in a Cost-Effective Manner?

Chapter 1406, Statutes of 1972 (SB 90), required the state, under certain
circumstances, to reimburse local governments for state mandated costs
and lost sales and property tax revenues. Under this measure, local govern­
ments could submit claims for reimbursement to the state in cases where
the mandating statute acknowledged an obligation on the state's part to
cover the increased costs (or revenue loss) resulting from the mandate.

Legislation enacted since SB 90 has significantly broadened the reim­
bursement program. Local governments and school districts may now
appeal to the state Board of Control for reimbursement of a wide variety
of unfunded mandates, regardless of any prior legislative determinations
on the issue. Even more significantly, the voters' approval of Proposition
4 on the November 1979 batlot has elevated the reimbursement principle
to a constitutional guarantee. This guarantee is only now undergoing its
first test in the California courts.

Legislative Action on Claims Bills
Under the existing reimbursment process, the Board of Control reviews

claims from local agencies which allege that chaptered legislation contains
a state mandate. If the Board of Control determines that a mandate exists,
it must develop parameters and guidelines which delineate the types of
costs for which local agencies may claim reimbursement. Once adopted
by the board, the approved claims are presented to the Legislature in a
claims bill for an appropriation.

Changes to the claims bill process were made by the companion bills to
the 1982 Budget Act, Ch 327/82 and Ch 1638/82. Chapter 327, Statutes of
1982, requires the Legislature to either provide the funding requested in
the claims bill, or to include one of several specified findings.

The Legislature made several such findings in lieu of providing funds
when it acted on the most recent claims bill, Ch 1586/82 (AB 2675). As a
result, local agencies, the administration, and the parties involved in the
mandate process were provided with specific reasons for the individual
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legislative actions. On the other hand, funding was not provided to reim­
burse local governments for mandated costs in connection with six pro­
grams, even though the claims would appear to be legitimate.

Ultimately, these and many other claims that previously were denied
state reimbursement will have to be paid, because of the constitutional
requirement for reimbursement. By not appropriating funds to reimburse
local governments and school districts for mandated costs in the claims
bill, the Legislature may delay, but probably cannot avoid providing reim­
bursement.

The lack of timely reimbursement for mandated costs may create prob·
lems for the programs mandated by the Legislature. In fact, the denial of
funds could allow the courts to, in effect, repeal the program by enjoining
the state from enforcing the mandated requirements. To the extent that
the Legislature's action to deny funding for mandated costs reflects its
priority regarding these programs, it would seem to be in the Legislature's
interest to specifically repeal the requirements, thereby avoiding further
claims and any litigations that may arise with respect to them.

Statu, of Countie,' Law Suit Again" the State
The County Supervisors Association of California and 38 counties have

sued the state, alleging that the state enacted 15 unfunded mandates in
violation of Section 6, Article XIII B of the California Constitution. The
counties assert that these 15 statutes each mandate a new program or
higher level of service to be performed by the counties. The counties
maintain that in each instance, the Legislature has failed to provide the
funds needed to cover the costs of performing these new functions. Based
on the Legislature's action in denying reimbursement for other mandated
costs, the counties maintain that the normal reimbursement process will
not yield state reimbursement for these mandated costs. Therefore, they
are asking the court to declare the statutes invalid and unenforceable.

In presenting the state's case, the Attorney General contends that the
counties have failed to exhaust the administrative process for obtaining
reimbursements, and therefore are obligated to continue complying with
all statutes enacted by the Legislature. To further support the state's
position, the Attorney General concludes that the State Constitution is
silent on the question of whether the claims process must be followed, and
therefore local governments are required to utilize the process complete­
ly before contesting a mandate in the court. Therefore, he believes that
the counties must complete the claims process before they can challenge
a legislative decision concerning funding for mandated costs. Opening
arguments were made in November 1982 in the Superior Court. Final oral
arguments were to be heard in January, with the court rendering a deci­
sion by the middle of February.

Growth of State Mandates
Since 1975, when the state began keeping records on state mandated

costs, approximately 2,400 bills have been enacted which contain a man­
dated local program. According to the Department of Finance, however,
106 of these bills have contained an appropriation to pay for the mandated
cost.

State expenditures for state-mandated costs have grown from $2.9 mil­
lion in 1973-74 to approximately $90 million in 1982-83. The Department
of Finance estimates that the local government claims bill to be intro-
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259,612
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11,091
21,576

"""184,500 b

alUms Bill

duced during the current session, for payment in the budget year, will
include approximately $184.5 million in funds to pay mandated cost claims.
In addition, the budget for 1983-84 proposes to appropriate $75.1 million
for state-mandated program costs incurred in the budget year. Therefore,
total funding for state-mandated local programs could amount to $260
million for the budget year, assuming that the claims bill is enacted as
recommended by the Board of Control. Table 72 details the total cost of
state-mandated local programs from the inception of the program.

Table 72
Stat&-Mandated Local Programs

Total Costs
1974-15 to 1983-84

(in thousands)

Budget
Appropriation

$16,743.....
18,356
4.5:m
48,749
&1,591
77,714
69,913

53'"75,112

reM
1974-75 .
1975-76 ..
1976-77
1977-78 .
1978-79 .
1979-80 .
1980-81 •.
1981-82 .
198W3
1983-84 .

• Based on claims approved by the Board of Control through December 1982.
b Based on Department of Finance Estimate.

Procedures for Reevaluating the EHectiYene" of Existing State-Mandated
Local Programs

As noted above, almost 2,400 bills containing a state mandated local
program, have been enacted since 1975 but only 106 of these bills con­
tained an appropriation to pay for the mandated costs.

In many cases, the state appropriately disclaimed r~sponsibility for pro­
viding reimbursement of the mandated costs. Some of these statutes also
provided sa.vings to local government in an amount sufficient to offset the
costs, so that there were no net increased costs to the local agency that
warranted reimbursement. In the bulk of these cases, however, it was
simply notJ'0ssible to know in advance the extent to which any increased
costs woul be incurred.

The costs associated with state mandates, like the tax expenditures dis­
cussed earlier in this document, generally are insulated from the budget
process and the trade-offs that characterize this process. This is because,
once a state-mandated program is enacted, its efficacy usually is not sub­
ject to subsequent review by the Legislature. The Legislature may have
an opportunity to review the performance of some of these programs
when local agencies seek to obtain reimbursement through the Board of
Control. The number ofsuch programs reviewed in this manner, however,
is limited, relative to the number of programs mandated to date.

The Legislature has recognized the need for some ongoing review of
state-mandated programs. On two occasions, it has directed our office to
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examine specific state mandated local programs and make recommenda­
tions to the Legislature as to whether these programs should be modified
or repealed. In addition, our office has been given an ongoing responsibili­
ty to review annually all state mandated programs which receive initial
state funding through the Board of Control process each year.

In OUT most recent report, State Reimbursement of Mandated Local
Costs: A Review ofStatutes DuringJanuary 197~June 1981 (April 1982) •
we recommended that four of the five mandates ex.amined pursuant to the
Legislature's directive be modified, in order to achieve a more efficient
use of state and local funds. .

We believe the identification and repeal of existing state-mandated
local programs which are no longer cost-effective could significantly
reduce government expenditures at all levels. The state, however, is not
in a good position to identify those mandates that are unnecessary or are
not constructive because it does not administer the programs directly or
observe their results first hand. Although local governments frequently
testify on the problems caused by the imposition of these mandates, they
generally refrain from offering any evaluations of specific mandates that
they administered or from presenting a case for eliminating these man­
dates.

For this reason, we recommend that a process be established whereby
the state and local governments, in a cooperative effort, seek to identify
unnecessary mandates. This could be implemented by assigning to a legis­
lative committee the responsibility for receiving evaluations of existing
mandates from local agencies. This committee could review these evalua­
tions and make recommendations for modification or repeal to the Legis­
lature as a whole. In this way, local governments could identify those
programs with a low priority or inadequate accomplishments, and present
a case for modification or repeal. Since, for the most part, these programs
currently are financed by local governments, it should be in their interest
to make recommendations for changes so that the savings generated
through this process could be used for other local purposes having a higher
priority.

Statutory Expenditure Requirelnenh
Eliminating unnetessary program requirements which are /lot directly

related to the service provided is another way the Legislature can reduce
local expenditures and consequently free up local revenues. For example,
the state mandates and counties provide a variety of public health serv­
ices, such as family planning, maternal and child health and prenatal
clinics. In general, each of these programs has its own specific eligibility
requirements as prescribed by the state, and its own program for deter­
mining eligibility. If these eligibility requirements were made uniform
and the eligibility determination processes consolidated, it would not be
necessary to screen applicants separately for each program, thereby re­
ducing administrative costs. Further, many of the community-health­
related programs are required to provide to both the state and federal
government statistical information on the services provided and the cli­
ents served. In addition to the federal information form, state administra­
tive regulations prescribe a separate information form for each of the
programs. To the extent that California used either (1) a uniform informa­
tion form for all programs or (2) the federal form, administrative duties
could be reduced and savings realized.
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D. THE STATE AND LOCAL RELATIONSHIP: A NEED FOR REFORM

Does the Nature of the State's Relationship with Local Government
Warrant a Reassessment?

The budget proposes that a new partnership be formed between the
state and local government, with the goal of restoring to local goverrunent
the position it held prior to the passage of Proposition 13.

The administration has developed two specific proposals in an effort to
restore to local government the role it played prior to Proposition 13. The
first proposal, as discussed earlier in this document, would consolidate
funding for categorical programs into three state block grants in the fol­
lowing areas: education, public health, and alcohol and drugs. In addition,
the Governor is proposing to modify an existing block grant program in
county justice system subventions. Block grants potenb'811y could reduce
the costs to both the state and local governments of providing services in
these and other areas. The block grant concept has another significant
impact that does not show up in state or local budgets. It increases local
control over how state funds are used, and thereby reduces the Legisla­
ture's control. Whether the savings from program consolidation and the
increased responsiveness to local conditions and priorities are sufficient to
offset the loss of control at the state level is something only the Legislature
can determine.

The second proposal contained in the budget calls for the establishment
of a task force to review the state and local relationship, and to propose
a plan to implement a new partnership. This task force would be made up
of representatives of both government and the private sector. The task
force would not be unlike one established by the Legislature pursuant to
Ch 831/82 (AB 3231) for the purpose of restructuring state and local
program responsibilities. The final report from this effort is anticipated in
February 1983.

We believe that it is both appropriate and desirable to review and
evaluate the existing relationship between the state and local govern­
ments. While the budget does not contain any suggestions as to the specific
r.hanges in this relationship which might be sought, it does provide a
platform on which the relationship can be reassessed.. We believe this
reassessment should specifically consider the following interrelated issues:

• Accountability for Program Costs and Benefits. Under the existing
relationship, neither the state nor local governments are directly re­
sponsible for the results of many program~.The state promulgates the
program requirements and provides much of the funding, while
counties provide the service. The state is not directly accountable
because it does not provide the service. The counties are not directly
accountable because the program is state conceived and state man­
dated, and much of the financial support comes from state or federal
funds. As a result, it is difficult for the public to hold anyone accounta­
ble for program performance.

• Incentives to Manage Resources Efficiently. Because those who ac­
tually disburse the funds under many state-local programs have only
a modest stake in the cost of those programs, current funding arrange­
ments do little to encourage cost-effective program administration. In
fact, it may even have the opposite results in some cases. Often, the
level of state and/or federal funds received by a county in one year
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is dependent on the amount the county actually spent in the prior
year. This creates an incentive to spend funds that may not be needed
in one year, so that a subsequent years' funding will not be jeopard­
ized.

• Accountability for Budgetary Decisions. The existing system also
makes it difficult to pinpoint which agency-be it the state or local
government-is accountable for budgetary decisions. For example,
when the state reduces state support for a specific program operated
by local governments, it is a local service that is reduced. Local gov­
ernments must then bear the brunt of explaining the reduction in
services. Conversely, some local governments that chose to maintain
pre-Proposition 13 service levels, despite a lack of adequate funds on
an ongoing basis, blame reductions in state assistance for the service
reductions that ultimately must be made.

• Ability to Effect Economies and Efficiencies. The ability to effect
economies and efficiencies is restricted by the current relationship,
because the agencies providing the service, and consequently those
best able to identify and implement changes to promote efficiencies
and economies, are not the agencies with either the incentive or the
authority to effect such changes. Meanwhile, the state is in a position
of overseeing a single program implemented as many as 58 different
ways.

• Ability to Set Pdodties. The ability to set priorities and address local
needs is all but lost under the existing system, given that many local
agencies lack the ability to increase the resources available for re­
sponding to the needs of their residents.

E. LOCAL FINANCING OF CAPITAL IMPROVEMENTS

How Can the Legislature Help Local Coyernment Obtain The Capital
They Need to Provide and Maintain Public Facilities?

A growing concern among local governments is that their public works
facilities-the systems of roads, bridges, sewers, water lines, transit facili­
ties, and other capital projech; on which community residents depend­
have deteriorated to the point where they are badly in need of repair.
Local governments are also concerned over the deterioration of public
facilities because it is seen as posing a significant barrier to economic
growth. This situation, referred to commonly as "the infrastructure prob­
lem," reflects many years of under maintenance and neglect of public
facilities.

The concern about the condition of public facilities is not confined to
California. Efforts are underway in other states and at the federal level to
assess the magnitude of the infrastructure problem in the country, and to
develop alternative means of financing public improvements.

Why Have Public Facilities Deteriorated?
The deterioration of public facilities can be traced mainly to (1) the

reduction in funds available for all public purposes, and (2) decisions
made by elected officials to limit funding for public works projects. Propo­
sition 13 has sharply reduced revenues at the local level. This, coupled
with public pressure to maintain existing social services, has led local
government officials to postpone spending for the maintenance and con-
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struction of public facilities. Another important consequence of Proposi­
tion 13 that is relevant to the infrastructure problem is that the measure
has eliminated the traditional local source of financing for public facilities
improvements-general obligation bonds. Because of limits now placed
on property tax rates, local governments are no longer able to sell general
obligation bonds.

Reductions in state and federal aid to local governments have also con­
tributed to the limitations on spending for public works. For example,
while the federal government historically has financed 75 percent of the
costs of sewage plants in California, it currently is providing virtually no
funding for these facilities.

AOR Study of the Infrastructure Problem in Colifornio
Unfortunately, no reliable estimates are available which indicate how

significant the infrastructure problem is in California. The Assembly Of­
fice of Research (AOR) currently is conducting an extensive study of the
problem, and it hopes to produce a description of California public works
and an inventory of capital replacement, repair, and rehabilitation needs.
AOR plans to release its findings in the ~pring of 1983.

Methods Currently Availoble to Finance Infrastructure Improvements
In the Analysis, we discuss in several places issues regarding the "infras­

tructure" problem in California. In this section, we identify the various
methods by which any needed improvements could be financed in the
future.

Despite the loss ofgeneral obligation bond financing, there are a variety
of financing tools which currently are available to assist localities in ad·
dressing the infrastructure problem. Some of these tools have only been
developed recently, and are often referred to as "creative financing"
techniques. More often than not, however, they are only variations of the
traditional financing tools which have been available in the past. These
traditional methods, all of which rely on tax-exempt financing, generally
include special assessment bonds, revenue bonds, tax allocation bonds, and
~ease-revenuebonds.

Special Assessment Bonds. These bonds are sold by cities, counties,
and special districts to finance public works projects, such as streets, sew­
ers, storm drains, street lights, and sidewalks, which benefit particular
properties that can be specifically identified. Assessments are then levied
on the affected properties to generate the revenues needed to service the
bonds. These assessments are based on the value of the benefits that each
property receives, rather than on property values per se. For example, the
bonds issued under the 1911 Special Assessment Bond Act are secured
solely by fixed·lien assessments on property, which frees the issuing gov­
ernments from any ultimate debt servicing obligations. While the volume
of special assessment bonds still accounts for less than 10 percent of all
nonhousing bonds issued by local agencies, the volume in absolute terms,
has increased significantly in the last four years-from $14 million in 1978­
79 to $87 million in 1981-82.

Assessments have several attractive features which highlight their use­
fulness as tools for financing public improvements. First, the courts repeat­
edly have ruled that assessments are not subject to either Article XIIIA of
the Constitution (Proposition 13) or Article XIIIB (the so-called spending
limitations). Moreover, a two-thirds vote is generally not required to levy
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an assessment. Finally, assessments are efficient, because the costs of the
improvements are borne by those who directly benefit from them. The
major disadvantage of assessments is that the limits on the purposes of
assessments are unclear, particularly with respect to operation and main­
tenance of facilities.

Revenue Bonds. These are bonds sold by cities, counties, and special
districts to pay for revenue-producing facilities, such as water and sewer
systems, airports, parking facilities, and hospitals. The bonds are serviced
by revenues generated from fees charged for the services provided by
these services. Revenue bonds must be approved by a majority of the
voters, and are sold competitively. Property taxes may not be pledged as
revenues. The purposes for which these bonds may be used, however, are,
of course, limited to revenue generating capital improvements.

Tax Allocation Bonds. These bonds are sold by redevelopment agen­
cies to finance the acquisition of property in blighted areas, the demolition
of deteriorated buildings, the relocation of existing residents and busi­
nesses, the preparation of land for redevelopment, and the provision of
public improvements needed for redevelopment. Tax allocation bonds are
financed and secured primarily by the "tax increment" revenues derived
from a specific redevelopment project, and thus, are also sometimes re­
ferred to as tax increment bonds. Tax allocation bonds may be issued
without voter approval.

These bonds are used extensively in California. and for a variety of
projects, including shopping centers, commercial office space, and resi­
dential units. In addition, they are also used to construct public facilities
needed for these redevelopment projects. For instance, one city has used
tax allocation bonds to improve a freeway interchange which services a
shopping mall, and another used this method to build schools and flood
control facilities.

Lease-Revenue Bonds. These bonds-also called lease-purchase
bonds, lease-rental bonds, or simply leasebacks-are sold by nonprofit
corporations or joint powers authorities to pay for public facilities like
hospitals, parking facilities, schools, and convention centers. A public
agency then leases or rents the facility to provide the revenues necessary
to service the bonds and to cover the operating expenses of the corpora­
tion. Normally, the lifetime of the lease or rental agreement corresponds
to the maximum maturity of the bonds. The -public agency finances its
lease payments out of its operating budget. Once the lease or rental period
has elapsed and the bonds have been repaid, the lessee normally becomes
owner of the faCility. In most cases, lease-revenue bonds are not voter
approved.

Other Tools. There are also other new financing mechanisms, such as
that authorized by the Legislature under the Mello-Roos Community
Facilities Act. This measure authorizes local agencies to levy special taxes
within "community facilities districts" for financing ne(l,r capital construc­
tion. In addition, greater reliance can be placed on user fees or charges
to generate the funds needed to finance public facilities. This may be
an especiaHy important source of financing for capital facilities in newly
developed areas, where local governments may be able to increase or
broaden the scope of facilities covered by fees, exactions, and other
charges paid by developers. These and similar devices all have one feature
in common which we believe commends them-they derive the funds
needed to support capital facilities, not from general subsidies, but from
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fees and taxes paid by those who directly benefit.

Creative Financing Methods Inadequate-Generol Obligation
Bonding Needed

We recommend that the Legislature present /0 the voters for their ap­
proval an amendment to the California Constitution that would give
localities access to the general obligation bond market. SpecificaJJy~ we
recommend that the voters be asked to approve a constitutional amend­
ment permitting localities to increase temporan7y their properly (/IX rates
above the current 1 percent Jjmit~ for the express purpose ofamortizing
debt issued to finance voler-approyed public facilities.

Financing methods which currently are available to local government
could provide a significant portion of the funds needed for public im­
provements. However, we do not believe that the entire infrastructure
problem can be solved without resort to general obligation bonds. General
obligation bonds are a preferable means of financing many projects (and
perhaps the only means for some) because (1) they are backed by the full
faith and credit of the issuing agency; (2) they require approval by the
voters; and (3) they generally provide for a better match between who
pays and who benefits over the life of a project. Further, the use of general
obligation bonds may permit some projects which could be financed un­
der alternative financing mechanisms to be completed at lower cost, due
to the superior security they offer.

Furthermore, we find no basis for precluding the use of general obliga­
tion bonds by local governments for projects which a majority of voters
are willing to support. Accordingly, we recommend that the Legislature
take action to give localities access to the general obligation bond market.
Specifically, we recommend that voters be asked to approve a constitu­
tional amendment permitting localities to temporarily increase property
tax rates above the current 1 percent limit, for the express purpose of
servicing debt issued to finance voter-approved public facilities.

V. LEGISLATIVE CONTROL OF THE BUDGET

A. COLLECTIVE BARGAINING FOR STATE EMPLOYEES

How Can the Legis/ature Carry Out Its Responsibilities Under the
States Collective Bargaining Laws in a Meaningful Way?

Background
In 1983--84, compensation increases for state employees will, for only the

second year, be subject to determination through the collective bargain­
ing process.

In this section, we focus primarily on the state's initial experience with
collective bargaining-analyzing what happened and what can be learned
from the process-in order to provide the Legislature with a framework
for considering similar compensation matters in the budget year and
beyond. Our Analysis of the 1982-83 Budget Bill (page B-44) contains a
more detailed description of the bargaining process for state employees.

SEERA, The State Employer-Employee Relations Act (SEERA),
Chapter 1159, Statutes of 1977, provides for a formal bilateral employee
relations system for most civil se.vice employees, Under its provisions, the
Governor or his designee is required to "meet and confer in good faith"
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