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INTRODUCTION

The purpose of this document is to assist the Legislature in settmg its
priorities and reflecting these priorities in the 1984 Budget Act. It seeks
to accomplish this purpose by (1) providing perspectives on the state’s
fiscal condition and the budget proposed by the Governor for 1984-85, and
(2) identifying some of the major issues facing the Legislature in 1984. As
such, this document is intended to complement the Analysis of the 1984-85
Budget Bill, which contains our traditional item-by-item review of the
Governor’s Budget. .

‘The Analysis continues to report the results of our detalled examination
of all programs and activities funded in the Governor’s Budget. It also
contains our recommendations on the various amounts proposed in the
Budget Bill, as well as our recommendations for legislative changes in the
statutory provisions governing individual programs and activities. In con-
trast, this document presents an analytical overview of the state’s fiscal
condition. The recommendations included herein cut across program or
agency lines, and do not necessarily fall under the jurisdiction of a single
fiscal subcommittee.

The 1984-85 Budget: Perspectives and Issuesis divided intb_ three parts.

Part One, “State Finances in 1984,” provides a perspective on the state’s
current fiscal situation. Part One is divided into two sections:

o Fiscal Situation Facing the Legislature, which discusses the state’s
General Fund condition, as well as current service level expenditure
requirements for 1984-85.

e The Long-Term Fiscal Outlook, which discusses the economic outlook
for the state through 1986-87.

Part Two, “Perspectives on the 1984-85 Budget,” presents data on the
budget as a whole—expenditures, revenues and the fiscal condition of
state and local government—to provide a perspective on the budget issues
that the Legislature will face in 1984. Part Two is divided into four sections:

» Expenditures, which details the total spending plan for the state from
all funding sources and highlights the major changes in program ac-
tivities proposed by the Governor;

o Revenues, which discusses the various sources of inicome to the state,
as well as the economic circurnstances that will influence the level of
revenues in the current and budget years;

e State and Local Borrowing, which discusses short-term and long-term
government borrowing, both by the state and by local governments;
and

o The State’s Workforce, which looks at trends in the number of state
employees and compares these trends to trends in the state budget.

Part Three, “Major Fiscal Igsues Facing the Legislature,” discusses ma-
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jor issues that we have identified in reviewing the state’s current fiscal
condition and the Governor’s Budget for 1984-85. Wherever possible, our
analysis identifies options which the Legislature may wish to consider in
addressing these issues. This part is divided into four sections:

¢ Revenue Issues, which include issues having to do with tax expendi-
tures and the level of taxation in California compared to the levels in
other states. <

o Expenditure Issues, which include issues dealing with cost-of-living
adjustments, statewide staffing reductions, state program realign-
ments proposed by the Governor, the level of funding for the Reserve
for Economic Uncertainties, benefit funding for the state’s retirement
systems, and coordination of the state’s hazardous substances control
programs.

o Local Government Finance Issues, which include issues involving the
Governor’s local government finance proposal, the flexibility needed
in trial court administration, and the financing of community redevel-
opment projects, state mandates, and the new supplemental property
tax. . :

o Legislative Control of the Budget, which discusses issues dealing with
collective bargaining for state employees, the need for better infor-
mation on state revenues and expenditures, and the effect of adverse
court decisions on the state’s General Fund.
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Part One

NANCES

For the first time in three years, the Legislature’s budget choices are not
limited to raising taxes or cutting into the base level of expenditures.
Sufficient funds will be available in 1984-85 to maintain, and even expand,
the existing level of services provided to the people of California. In terms
of real purchasing power, the level of General Fund revenues projected
for 1984-85 is 4.0 percent higher than the level of revenues estimated for
the current year.

This part provides a brief overview of the state’s fiscal condition during
the current and budget years. It also contains estimates of what it would
cost to maintain the existing level of services provided by the state in
1984-85 (“current service requirements”), and a brief look at the long-
term fiscal outlook for the state. A more detailed discussion of revenues
and expenditures follows in Part Two.




Fiscal Sitvation Facing the Legislature

Table 1 provides information on the trend in revenues, expenditures
and the General Fund condition during the last 10 years. As Chart 1
graphically illustrates, if the budget estimates turn out to be accurate,
1984-85 will be only the second year since 1977-78 in which General Fund
revenues exceed General Fund expenditures. In each of the other five
years, the state spent more from its General Fund than it collected. The
difference was financed by drawing down the large surplus that built up
during the mid-1970’s, and later by borrowing. :

If the Governor’s proposals for General Fund revenues ($25.8 billion)
and expenditures ($25.1 billion) hold in 1984-85, the state will end the year
with a surplus of $950 million in the General Fund. This amount, which
consists of the difference between revenues and expenditures in 1984-85
($750 million) and a $200 million balance to be carried over from 1983-84,
would be retained in the Reserve for Economic Uncertainties. This re-
serve would be available to protect the General Fund from an unanticipat-
ed decline in revenues or increase in expenditures, and thus would help
the state provide a continuous and more predictable level of service to its
citizens. : :

Chart 1
Comparison of General Fund
Revenues and Expenditures
1977-78 through 1984-85 (in billions)
Dollars .
$28-| i m e Revenues
Expenditures -
24—
20~
16—
12—
8—
77-78 78-79 79-80 80-81 81-82 82-83 83-84 84-85
) fo (Est.) (Prop.)




Table 1

Trend in General Fund Revenues, Expenditures and the Surplus
1975-76 through 1984-85

{in millions)

1975-76°  1976-77  1977-78 197879 197980 198081 }981—82 1952-83  1983-84° 19%4-85"
Prior-year resources .......oooovsreecenaes $673.7 $820.7  $1,839.1 $39139  $29054 $2,540.7 $681.0 —$308  —$521.3 $205.2
Adjustments to prior-year resources .. 28.7 90.0 4717 436 150.9 145.2 50.0 7.0 - —
Prior year resources, adjusted ...... . $702.5 $9196  $1.886.7 $39575  $3,056.4 $2,685.8 $730.9 . —$239 —$521.3 $205.2
Revenues and transfers ............. - $96421  $114055 $137324  §152174 $18,0428 - $190475 $209206 $21.23L1 $23.367.6 = $25.8255
Expenditures (—) $9517.3  §104878 $1L7081  $16272.0 $18568.1 - $21,0655 $21,6949 $217551  $22.641.2 $25,076.4
(Difference) (1248)  (9176)  (20242) (-10546) (=5253) (—20181) (—7743) (—5240)  (7265) = (749.0)
(Expenditures from reserves) ................ (=752) (-285) (-—10L9) (2.5) (—3174) (210.7) (274.2) = (—29.3) (82.1) (1.5)
(Annual surplus or deficit) ...................... (49.6) (889.2) .(19223) (-10521) (-8428) (-1807.3) (—5000) (—553.3) (808.5) (750.5)
Other surplus adjustmenits (+) .....vvvnnee 24 18 29 25 9.6 132 12.5 265 - -—
General Fund Balance @ ..., $829.7  $18391  $3,9139 $29054  $2,540.7 $681.0 —$308  —$521.3 $205.2 $954.2
CaITy-OVeT TESEIVES -.ovvremvereeemmmmeersmssannnnnnns (97.5) (125.9) (2278) - (225.3) (5428)  (332.0) (57.8) (81.1) (5.0 (3:5)
Reserve for pending litigation (PERS) — — — — — - (65.6) ° = — —
Reserve for Los Angeles County Grant )
Account — — - — — —_ — — (100.0) —
Reserve for Economic Uncertainties ... — — — — — (349.0) — — (100.2) (950.7)

“Source State Controller.

b Source: Governor’s Budget. Does not reflect enactment of Ch 1xx/84 and Ch 3/84.

¢ This amount was disbursed in 1982-83.
4 Details may not add to totals due to rounding.
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CONDITION OF THE GENERAL FUND

Table 1 presents estimates of the General Fund condition in both 1983~
84 and 1984-85. As Table 1 indicates, the state began the current year with
a deficit of $521.3 million in its General Fund. Estimated revenues avail-
able in the current year, however, are expected to exceed expenditures
by $726.5 million. This will be sufficient to wipe out the deficit and still
leave an end-of-year balance equal to $205.2 million. This balance will
consist of $100 million held in reserve for the repayment of a loan, $5
million for continuing appropriations, and surplus funds of $100.2 million.

For the budget year, revenues again are projected to exceed proposed -
expenditures—this time by a total of $749 million. When added to the
$205.2 million beginning balance, this would leave a balance of $954.2
million in the General Fund at year-end. Of this amount, $950.7 would be
held in the Reserve for Economic Uncertainties.

Table 2

Change in General Fund Condition
1982-83 and 1983-84

{in millions)
1989-83 General Fund
Condition 1985-84 General
As projected  As reported Fand Condition ;
in Governgrs by State Effect as Projected Eftect

Budget®  Controller® on by Governor’s Budget® on
January January 1982-87 January January 1983-84

193 1964 Surplos 193 194 Surplus
Beginning Resources ...... —$61 —$24 $37 —§1,628° —$521  $L107 -
Revenues and Transfers 20,490 21,258 768 2479 - 23,368 889
Expenditures ... 2057 21,755 302 21,677 22,641 964
General Fund Balance... —$1628° —$521 $1,107 —$896° $205  $1,031
Reserves & .....comivmevmmmmmnin 6 87 —81 253 105 148

Unrestricted Balance #°  —$1,634 —$608 $1,026 ~81079 $100 $1,179

*Sourc Source 1983-84 and 1984-85 Govemor s Budget, Schedule 1.
b Source: State Controller.

° Reflects (1) 3rd District Court of Appeals decision in. Valdez v. Cory, invalidating rea.l.locahon of $177.1
million to the General Fund, and (2) carry-over to 1983-84 of $1,458 million represented as “Anticipat-
ed Legislative Action” in the 1983-84 Governor’s Budget.

9 Includes unencumbered balance of continuing appropriations, reserve for Los Angeles County Medical
Assistance Grant Account, and reserve for future legislation. s

© Details may not add to totals due to rounding.

Dramatic Change in the General Fund Condition -

One year ago, in January 1983, the state was looking at a lot of red ink
in its budget. The estimates presented to the Legislature in that month
anticipated a deficitin the General Fund of more than $1.6 billion on June
30, 1983 and almost $1.1 billion on June 30, 1984. Now, one year later, the
picture is very different. The administration now expects that the state
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will end fiscal year 1983-84 with a surplus of $100 m1111on in the General
Fund.

What accounts for.this $1.2 billion turn-around in the stéte s fiscal condi-
tion? As Table 2 shows, two factors are primarily responsible for the turn—
around.

The Deficit in 19582-83 Was Considerably Less than Anticipated. At
the time the 1983-84 Budget was submitted to the Legislature, we estimat-
ed that the deficit in the General Fund on June 30, 1984 would be just over
$1.6 billion. The actual deficit, however, was much lower—$521 million.
This $1.1 billion decline in the def1c1t for 1982-83 is due to three factors:

1. Action taken by the Legislature; which improved the General Fund
* condition by $697 million, consisting of $517 million in added reve-
nues and $180 million in reduced expenditures. :
2. An improving economy, which added $251 million to revenue collec-
tions.
3. Unplanned savings in various programs, which caused expenditures
to be $122 million less than anticipated.

An Improving Economy Has Pushed Up the Estimate of Revenues in
198384, Revenue estimates for the current fiscal year are $889 mil-
lion higher than the estimates made a year ago. Part of this is due to actions
by the Legislature, which accelerated tax collections, transferred special
funds to the General Fund, and made other changes having a favorable
impact on revenues. Together, these changes will produce additional
revenues of $1,072 million in 1983-84—or $395 million more than the $677
million in new revenues from legislation assumed by the administration
in January 1983. The balance of the $889 million increase—$494 million
—reflects the impact of an improving economy. -

Partially offsetting these gains to the General Fund was an increase in
expenditures during the current year of $964 million, due primarily to the
passage of the school finance bill (SB 813).

Threats to the Projected Surpluses

As of February 1984, the prospects for the General Fund in both the
1983-84 and 1984-85 fiscal years are bright, with a substantial surplus
projected for June 30, 1985. These prospects are particularly bright when
one recalls that just a year ago, the state was faced with both a cash flow
crisis and a large deficit in its budget. This rapid turn-around, however,
should not be forgotten as the Legislature begins work on the budget for
1984-85. Just as the upturn in the economy restored the state to fiscal
solvency, a downturn could bring forth fiscal problems similar to last
year’s. With the prospects of 'huge federal deficits continuing into the
foreseeable future, there is a yery real possibility that the competition for
funds in the nation’s financial markets will result in sharply higher interest
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rates that could ultimately lead to a downturn in the state’s economy.

Of more immediate concern, however, are the threats to the General
Fund in both the current and budget years.

Current Year Threats. Between January 1 and June 30, 1984, the ad-
ministration anticipates that the General Fund will collect $12.6 billion in
revenue. The projected year-end surplus of $100 million amounts to Jess
than 1 percent of the revenues still to be collected—an extremely small
margin for error. '

Another potential threat to the General Fund in the current year is that
counties will not be able to collect by June 30, 1984 the $258 million in
additional property tax revenues expected from the newly enacted “float-
ing lien date” provision and built into the budget estimates. The 1983
school finance bill (SB 813) earmarked all of these revenues for K-12
education. To the extent that the full amount does not materialize during
1983-84, the state’s General Fund will have to fill the gap. Current indica-
tions are that the amount of additional property tax revenue that will be
collected during 1983-84 could be as much as $150 million-to-$200 million
less than what was assumed in the budget. If that happens and there are
no other offsetting changes, the General Fund would—for the third year
in a row—end the year with a deficit.

The Governor’s Budget, however, anticipated this shortfall in collec-
tions, and includes $180 million in “unallocated expenditures”—another
term for “reserves.” These funds, if not committed to some other purpose,
would protect the General Fund from the property tax shortfall and keep
it out of the red.

Budget Year Threats. The main threat to the General Fund in
1984-85—as it usually is—is that the state’s economy will not be as healthy
as the Governor’s Budget expects it to be. If, for example, the administra-
tion’s “low economic forecast” were to materialize, General Fund reve-
nues in 1984-85 would be $1.7 billion less than what the budget anticipates.
This shortfall would completely wipe out the $950 million Reserve for
Economic Uncertainties, and plunge the state back into deficit.

As we discuss in Part Two, it will be harder for the state in the future
to accommodate major revenue shortfalls without tax inereases or drastic
spending reductions. This is because most of the less drastic alternatives
for increasing revenues, such as tax accelerations, have already been em-
ployed. Consequently, the case for a large reserve is even stronger now
than it was in the past. While, as a practical matter, it is not feasible to have
a reserve large enough to protect the state against all contingencies, the
reserve should be adequate to buy time for the Legislature and the Gover-
nor in the event that an unforeseen change in our volatile economy causes
a deterioration in the state’s fiscal condition.
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CURRENT SERVICE LEVEL EXPENDITURE REQUIREMENTS

~ The Governor’s Budget proposes General Fund expenditures of $25,076
million for 1984-85. We estimate this amount will allow the state to contin-
~ue providing the same level of service in 1984-85 that it is providing in
© 1983-84. In fact, our analysis indicates that the amount needed from the
" General Fund to finance a “current service level” budget in 1984-85 is
$24,814 million, which is $262 million below what the Governor proposes
to spend.

This is not to say, of course, that the Governor’s Budget simply funds
each program at the current service level. Some programs are funded at
higher levels, and others are funded at lower levels, depending upon the
administration’s priorities. Inn the aggregate, however, the level of services
proposed by the Govemor exceeds the level of services being provided in
1983-84.

Methodology and Assumptions

The calculation of a current service level budget begins with the 1983
84 baseline budget. (The figures shown for 1983-84 in the Governor’s
Budget for 1984-85 generally are used, except where we believe these
figures do not properly represent “the base”). To this baseline are added
the 1984-85 costs associated with legislation passed in 1983-84, the budget-
year costs of court decisions handed down in the current year, the costs
associated with changes in workload or caseload levels, the full-year cost
of salary increases that were in effect for only part of 1983-84, increases
needed to maintain the purchasing power of 1983-84 funding levels, and
other non-policy adjustments. The baseline, however, is not adjusted to

_reflect new programs for which the Governor’s Budget requests fundmg
(The new proposals are described in Part Two.)

The ¢urrent service level budget is based on the following s1gmﬁcant
. assumptions:

o All programs will be continued in the budget year at the same level
of service, unless otherwise specified by existing law;
¢ Workload levels are calculated using workload estimates reflected in
.- the Governor’s Budget, whenever possible;
- » Statutory cost-of-living increases are calculated at levels prescribed by
current law;
¢ Discretionary cost-of-living increases generally are ca.lculated at 6
"~ percent, which is intended to maintain the purchasing power of the
funds. approved for 1983-84 (but not to restore purchasing power
“lost” because increases in past years did not keep pace with infla-
tion); and
¢ All funding sources for ex1st1ng programs will remain the same.
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) Table 3
Comparison of Governor's
General Fund Budget Proposals for 1984-85
With Current Service Level Requvrements
{in m||||ons)

Governor’s Current Amount Above
Budget Service (Below)
(Proposed Level Current Service
Expenditurés)  Requirements ~ Level
Health $4501 $4,612 ($91)
Welfare.. ; . 3236 3403 (167)
Education: CoL
K-12° 8778 9,018 (240)
State Teachers’ Retirement 53 301 235
Higher Education excluding Community Colleges .... 2,703 2,393 310
Community Colleges 7 1,045 1,091 - (46)
Youth and Adult Correctlons 963 953 10
Resources . : 325 308 17
Tax Relief * : : 1,115 . : 1,169 - (54)
Capital Outlay 9% — 95
New Unallocated © . 133 - 133
All Other 1,626 - 1,566 60
Totals ; ; $25,076 . $24814 - - $262

* Adjus Adjusted for fundmg shift resulting from Governor’s local government ﬂna.ncmg proposa]s
b Reflects enactment of AB 1xx (Ch 1xx/84) and AB 470 (Ch 3/84).
¢ Includes funding for new legislation less $15 million for Community Colleges, a statew1de telecommuni-
cations system, and information technology eqmpment

Comparison of the Governor 3 Budgei Proposuls With Currenl Service Level
Requirements

_ As Table 3 shows, the level of expenditures proposed in the Governor’s
Budget for 1984-85 is $262 million above the amount necessary to fund a
current service level budget. Nevertheless, a number of major programs
are funded in the budget at levels that are less than what we estimate is
needed to maintain the current service level. A comparison of the Gover-
nor’s funding proposals with current service level requlrements for major
program areas, follows:

Health Programs. The Governor’s Budget proposes General Fund
expendltures of $4,521 million for health programs in 1984-85. This is $91
million below the amount required to maintain the current level of service
in the budget year. All major health programs, with the exception of the
Department of Mental Health are funded below current service require-
ments.

Specifically, Medi-Cal expendltures are $66 m11110n below the current
service level requirement. This is primarily because cost-of- -living adjust-
ments (COLAs) are funded below statutory levels and below the levels
needed to maintain current services ($47 million). In addition, full fund-
ing for abortions is not provided in the budget ($14 million). Proposed
expenditures for county health are $42 million below the amount needed
to maintain the current level of service. Again, this is because the Gover-
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nor proposes COLAs that are below the statutory level and does not
propose any COLA for medically indigeut services.

Net expenditures proposed for the Department of Mental Health are
$32 million above the current service level, reflecting the $35 million
augmentation for the Governor’s mental health initiative.

' Welfare Programs. The Governor’s Budget proposes General Fund
expenditures for welfare programs of $3,236 million in 1984-85. Overall,
this is $167 million less than the amount required to maintain the existing
level of services in the budget year. All major welfare services, with the
exception of county administration, are funded below the amount neces-
sary to provide the current level of service, primarily because COLAs are
funded below the statutory level or below the amount needed to maintain
current service levels. Thus, Supplemental Security Income/State Supple-
mentary Payment (SSI/SSP) and Aid to Families with Dependent Chil-
dren (AFDC) expenditures are, respectively, $62 million and $51 million
below the current service level requirement, reflecting the fact that the
budget proposes a 2 percent COLA for each program in lieu of the 5.5
percent statutory COLAs. Proposed expenditures for the In-Home Sup-
portive Services program are $33 million below the current service re-
quirement because the budget underfunds COLAs and does not provide
for increased workload.

K-12 Education. In the case of K-12 education, comparing the Gov-
ernor’s Budget request to current service requirements is misleading. On
the surface, it appears to provide $47 million more than current service
requirements. However, when adjustments are made to reflect the shift
.in property tax revenues from K-12 districts to cities and counties that the
Governor also proposes, we find that the level of funding provided in the
budget actually is $240 million below the amount required to fund the
current level of services.

The Governor’s Budget underfunds various cost-of living adJustments
(COLAs) for K-12 education by $276 million. Specifically, the budget
provides a 3 percent COLA for school district and county offices of educa-
tion revenue limits in liéu of the 5.5. percent COLA specified in SB 813.
In addition, the budget proposes to limit all discretionary and statutory
categoncal COLAs to 3 percent, wlnch is less than the amount needed to
fund the current level of service. Because other K-12 education require-
ments are overfunded, relative to current service requirements, by $36
million, however, thé net result is that education programs receive $240
million less than ‘whatis requlred to maintain current services.

As the K—12 expend1ture totals are reﬂected in the Governor’s Budget,
th1s $240 million shortfall is masked by a shift in funding source that has
no impact on K-12 programs themselves. Specifically, the Governor pro-
poses that $287 rmlhon in “floating lien date” propertyv tax monies be
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shifted from schools to other local agencies. Under, current law, these
funds must be replaced by the state. Consequently, the General Fund
ends up providing $287 million more for schools in 1984-85 as a result of
this shift without actually increasing the aggregate amount of funds avail-
able to the school districts for expenditure. The figures in Table 3 have
been adjusted to back out this increase in General Fund support made
necessary by the funding shift, revealing the $240 mxlhon shortfall relative
to current serv1ce réquirements.

Higher Education. The Governor’s Budget proposes General Fund
expenditures for the University of California and the California State
University of $2,703 million. This is $310 million more than the amount
requlred to maintain the current level of service. ’

The additional funds reflect increased funding for employee compensa-
tion, the University of California Retirement System, instructional equip-
ment replacement and deferred maintenance. Community Colleges ex-
penditures, as shown in the Governor’s Budget, do not reflect the impact
of Ch 3/84 (AB 470) and Ch 1xx/84 (AB lxx) which (1) restored $96.5
million to the 1983-84 base budget for the Community Colleges, (2) in-
creased student fee revenue by approximately $75 million in.1984-85, and
(3) -appropriated $15 million from the General Fund in 1984-85 for finan-
cial aid. Based on these new laws, we estimate that the level of funding
proposed in the Governor’s Budget is approximately $46 million less than
the amount required to fund the current service level in 1984-85.

' Resources Programs. The Governor’s Budget proposes $325 million
in General Fund expenditures for resources programs in 1984-85, which
is $17 million more than the amount needed to continue the current level
of service. The increase represents funding augmentations for the Depart-
ment of Forestry, the California Conservation Corps, the State Water
Resources Control Board, and the Department of Boating and Waterways.

Tax Relief As in the case of K-12 education, comparing the Gover-
nor’s Budget request for tax relief to current service requirements is
misleading. Therefore, we have adjusted the expenditure totals for tax
relief to more appropriately reflect the Governor’s proposed funding for
this program. On this basis the Governor’s General Fund tax relief pro-
posal is $54 million less than the amount required to maintain the current
level of service. The shortfall in funding relative to current service levels
is attributable to the proposed repeal of the personal property tax relief
subvention, which would cost $320 million to provide at current service
levels. The Governor, however, proposes to replace these subvention
funds with $266 million of the “floating lien date” property tax monies
transferred away from schools, and causing total funding proposed for tax
relief to be $54 million below current service requirements. This does not
represent a decline in the level of tax relief provided to holders of business
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inventories; rather, it reflects a shift in the responsibility for fundmg this
tax relief from the state to local governments.

Capital Outlay. The Governor proposes $95 million for General
Fund capital outlay expenditures to fund the building of new prison facili-
ties in the budget year. In the case of capital outlay, the current service
level has little or no meaning because of the discrete nature of these
projects, and the use of many different funding sources to finance them.

New Unallocated. For 1984-85, the Governor’s Budget proposes
$133 million to fund new “unallocated” items. Specifically, the Governor
proposes funding for a statewide telecommunications system and for the
management of information technology equipment. In addition, $125 mil-
lion is set aside by the budget to cover the costs of legislation to be enacted
during 1984-85. (We assume that $15 million of this is used to fund AB 1xx
(Ch 1xx/84).) All of these items represent funding above the current
service requirement.

Conclusion \

Taking into account the factors discussed above, we estimate that the
level of General Fund expenditures proposed in the Governor’s Budget
. is $262 million above what would be needed to maintain, in the aggregate,
the current level of services financed from the General Fund. This reflects
funding above the current services requirement for UC, CSU, contribu-
tions to the State Teachers” Retirement Fund plus new monies for'General
Fund capital outlay ($95 million) and “unallocated” items ($133 million),
partially offset by funding below the current services requirement for
health and welfare programs, K-12 education, the Community Colleges,
and tax relief.
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The Long-Term Fiscal Ouflook

The overall condition of the General Fund beyond the budget year will
depend upon three factors—future levels of state spending, future levels
of state income (that is, revenues plus transfers), and the amount of
reserves carried over from 1984-85 into 1985-86.

The levels of income and expenditure growth beyond the budget year
will be determined, in part, by the actions of the Legislature. The Legisla-
ture may, for example, enact legislation which changes tax rates or defini-
tions of the tax base and thereby affects the level of revenue collections.
It may also inititate new expenditure programs or modify existing ones.
There is no way of predicting what the outcome of leglslatlve action in the.
future will be. -

One can, however, provide an illustration of what the condition of the
General Fund might be in future years, assuming that (a) no law changes
are made that significantly affect state income, (b) the department’s
standard economic forecast prepared for the budget holds true beyond
1985, and (c) the level of expenditures proposed in the budget is main-
tained in the future, adjusted for inflation and population growth.

GENERAL FUND INCOME GROWTH

The most important factor determining state income in future years will
be the path taken by the state’s economy. Obviously, it is not possible to
predict economic performance beyond the next 18 months with any confi-
dence. Indeed, no economist can say with any certainty at all what will
happen to such key economic variables as interest rates, inflation, unem-
ployment and corporate profits beyond the next several quarters (if that).
This is especially true, given that federal governmental officials do not,
themselves, know at this time what future courses monetary and fiscal
policies will take, or what the effects will be in coming years of the federal
government’s $200 billion-$300 billion annual budget deficits.

By assuming that the department’s standard budget forecast of an im-
proving economy in 1984 and 1985 carries forward into 1986 and 1987—an
optimistic assumption, to be sure, we can obtain some idea of what the
general magnitude of potential income growth could be in the absence of
another recession. As shown in Table 4, this type of extrapolation suggests
that revenues could reach approximately $27.8 billion in 1985-86 (a
growth of $2 billion, or close to 8 percent) and $30.2 billion in 1986-87 (a
growth of $2.3 billion, or 8.4 percent). These projections assume that
inflation stays in the moderate range——about 5 percent per year

GENERAL FUND EXPENDITURE GROWTH

The Governor’s Budget proposes General Fund expend1tures in 1984-85
of $25.1 billion. In order to estimate the amount needed to continue this
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level of state services in 1985-86 and 1986-87, two things must be done.
First, certain “one-time” expenditures proposed in the budget year, such
as catch-up payments to the State Teachers’ Retirement System ($211
million) and repayment of the Los Angeles County loan ($200 million),
must be removed from the ongoing “base” budget. Second, the adjusted
base for 1984-85—$24.5 billion—must be increased for population growth
and inflation, so as to hold “real” expenditures per capita constant over
time. In doing this, we have assumed that inflation will average 5 percent
per year, population growth will be 1.7 percent yearly, and thus, the
growth in actual expenditures consistent with constant “real” per capita
expenditures would be about 6.8 percent yearly. Table 4 shows that the
level of expenditures needed to fund the same level of services proposed
for 1984-85 is $26.2 billion in 1985-86 and $27.9 billion in 1986-87.

Table 4

Long-Term Condition of the General Fund °
Assuming Continued Economic
Expansion and 1984-85
Current Service Level
Expenditures
1984-85 through 1986-87
(in millions)

195485 198586 198687

Carry-in Balance from Prior Fiscal Year $205 $954 $2,616
Income it 25,826 27830°  30,175°
Expenditures . i 25,076 26,168 27,943
{(Annual Surplus) (749) (1,662) (2,232)
Year-End General Fund Balance 954 2,616 4,848
Carry-Over Reserves 4 — —
Reserve for Economic Uncertainties 951 1,308 ¢ 1,397¢
Unrestricted General Fund Surplus — $1,308 $3,451

2 Details may not add to totals due to rounding.

b Source: 1984-85 Governor’s Budget.

¢ Projections for the bank and corporation tax, the sales and use tax, and the personal income tax by
California Department of Finance. Projections of remaining revenue sources by Legislative Analyst’s
Office.

4 Equal to 5 percent of expenditures.

GENERAL FUND CONDITION

Table 4 shows what the condition of the General Fund would be if these
income and expenditure extrapolations for 1985-86 and 198687 were real-
ized. It indicates that:

e On an annual basis, General Fund income would exceed General
Fund expenditures by approximately $1.7 billion in 1985-86 and $2.2
billion in 1986-87, or $3.9 billion for the two years combined.

» The General Fund balance—that is, the total amount “left over” at
the end of the year—would rise from $954 million in 1984-85 to $2.6
billion in 1985-86 and $4.8 billion in 1986-87.
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o Of these amounts, the sum which we believe should be “set aside” as
a reserve for economic uncertainties—5 percent of expenditures—
equals $1.3 billion in 1985-86 and $1.4 billion in 1986-87.

o Therefore, the General Fund unrestricted surplus, after providing for
a reserve for economic uncertainties, would amount to about $1.3
billion in 1985-86 and over $3.4 billion in 1986-87. These funds would
be available for use by the Legislature in augmenting existing pro-
grams, expanding new programs, or financing tax reductions.

In summary, based on the Department of Finance’s economic forecast,
the state’s current revenue structure, and the level of expenditures
proposed for state programs in 1984-85, the General Fund would be in a
position to both fund its existing programs and provide for a fairly signifi-
cant growth in expenditures or further tax reductions. Thus, the long-term
outlook for the General Fund under the department’s economic scenario
is healthy.

Of course, it is quite possible—even likely—that the economic assump-
tions underlying the department’s forecast will not hold. Indeed, a sizea-
ble group of economists do not believe that the economic expansion can
continue beyond, or even through, 1985. Their view reflects the great
concern they have regarding the effects which the federal government’s
large and continuing budget deficits will have in the future on interest
rates and the ability of the private sector to obtain funds needed to finance
investment, home purchases, and other items where credit is a necessity.

Should the large federal deficits eventually cause a downturn in the
economy, revenue growth would be substantially below the levels indicat-
ed in Table 4 unless double-digit inflation also staged a come-back, and the
General Fund’s condition would be far less rosy than what is shown in the
table. It is especially important to recognize how large the turnabout in
the state’s fiscal health could be under such circumstances. In fact, as we
discuss in Part Two, a weaker-than-projected economy in 1984 and 1985
could reduce 1984 and 1985 revenues by a combined total of more than
$2.2 billion. Continued weakness in the economy would take a similar toll
on revenues beyond 1984-85. Given this possibility, a growing surplus
beyond the budget year, although a nice prospect to contemplate, is by
no means a certainty, and may not be a very good bet.
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Part Two

PECTIVES
1984-85

This part of our analysis provides perspectives on the Governor’s
Budget for 1984-85. It consists of four major sections, as follows:

o Fxpenditures. This section provides an overview of the expendi-
ture side of the state’s budget. It discusses the level of proposed ex-
penditures, the major components of the budget, and the major pro-
gram changes proposed in the budget.

o Revenues. This section provides a perspective on the state’s econ-
omy in 1983 and 1984, and the outlook for the economy in future years.
It also includes an analysis of revenue collections in the prior, current,
and budget years, and discusses how revenues would be affected by
alternative assumptions about economic growth.

e State and Local Borrowing. This section focuses on the types and
volume of borrowing being done by the state and local governments,
and the conditions which influence state and local borrowing.

o The State’s Workforce. This section analyzes the reasons for
changes in the state’s workforce since 1978-79.

2—77959




25

Expenditures in 1984-85

TOTAL STATE SPENDING PLAN

The Governor’s Budget for 1984—85 proposes total expenditures of $51.7
billion. This amount includes:

« $30.3 billion in state expenditures consisting of $25.1 billion from the
General Fund, $4.8 billion from special funds, and $0.4 billion from
selected bond funds;

¢ $13.6 billion in expenditures from federal funds; and

« $7.8 billion in expenditures from various “nongovernmental cost”
funds, including funds established for retirement, working capital,
public service enterprise, and other purposes.

Table 5 presents the components of the state’s spending program
for 1982-83, 1983-84 and 1984-85.

Table 5

Total State Spending Plan®
1982-83 through 1984-85

{in millions) _
Estimated 1983-84 Proposed 1984-85
Actual Percent Percent -
1982-83 Amount  Change  Amount  Change
General Fund $21,755.1°  $22,641.2 41% $250764 10.8%
Special funds 3,180.0 3,769.3 185 47814 269
Budget Expenditures .. $24,935.1 $26,410.5 59% $29,857.8 13.1%
Selected bond funds ........ 3985 8244 1069 414.8 —49.7
" State Expenditures ........eeeersrrereens $25,333.6 $27,234.9 75%  $30272.6 11.2%
Federal funds 129547 136557 114 136422 -1
Governmental Expenditures .. $37,588.3 $40,8906 = 88% $439148 7.4%
Nongovernmental cost funds....... 6,695.7 8,371.7 Bl 7,805.8 —6.8

Total State Spending © ......vcecrriinnr $44,284.0 $49,268.3 113%  $51,720.6 5.0%

#Source: Governor’s Budget.

b Source: State Controller. :

¢ This total does not agree with the total shown in Schedule 2 of the Governor’s Budget due to an error
in the reporting of nongovernmental cost funds which has been corrected here.

Governmental Expenditures

The budget proposes expenditures from governmental funds—that is,
total state spending less nongovernmental cost funds—amounting to $43.9
billion in 1984--85. This represents a $3 billion, or 7.4 percent, increase from
the current-year level, primarily reflecting increases in General Fund
expenditures of $2,435 million, and increases in special fund expenditures
of $1,012 million.

Using this measure of the budget, during 1984-85 the state will spend
$1,717 for every man, woman and child in California or $120.3 million per
day.
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State Expenditures

That portion of the state spending plan financed by state revenues
deposited in the General Fund or special funds is usually referred to as
“state expenditures.” As shown in Table 5, state expenditures are
proposed to total $30.3 billion in 1984-85, which is 11 percent higher than
state expenditures in the current year.

General Fund Expenditures

The budget proposes General Fund expenditures of $25.1 billion .in
1984-85, which accounts for approximately one-half of all expenditures
under the state’s auspices. Since 1978-79, General Fund expenditures have
included significant amounts of money designated as local fiscal relief. The
Governor’s Budget proposes $7.1 billion in local fiscal relief in 1984-85,
which is an increase of $919 million, or 15 percent above the 1983-84 level.

Chart 2

Annual Growth in General Fund Expenditures
1973-74 through 1984-85 (in billions)

Expenditures
$267

Total Budget

‘= Total Less Fiscal Relief

224 me—— 1973 Dollars
wmmene 1973 Dollars Less Fiscal Reliet

18

14

e

10+

#
e et L PO
o o w08 0 ~

-
pal NS i

73-74 © 7475 7576 76-77 77-78 78-79 79-80 80-81 81-82 82-83 83-84 84-85
(est) (prop.)

Chart 2 and Table 6 show the expenditure trend since 1973-74, both for
the General Fund and for General Fund expenditures excluding local
fiscal relief. The latter category depicts the trend for “traditional” state
expenditures of the type that comprised total General Fund expenditures




1973-74
1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81.
1981-82
1982-83
1983-84 estimated ©.......ccocuvvrerrmesssssssssssssonne
1984-85 Proposed © ........eusecsssessesssssssrsecess

# Source: State Controller

b <1973” dollars equal current dollars deflated to 1973-74 dollars using the Gross National Product implicit price deflator for state and local purchases of goods and services.

¢ Source: Governor’s Budget.

Table 6

Annual Change in General Fund Expenditures
1973-74 through 1984-85

{in millions)

Total General Fund Budget® - Fxcluding Local Fiscal Relief

Current Percent 1973 Percent Current Percent 1973 Percent
Dollars Change Dollars® Change Dollars Change Dollars® Change
$7,302.1 - $7,302.1 — $7,205.7 — $7,295.7 —

8,325.4 14.0% 7,497.0 2.7% 8,3402 14.3% 7,510.3 2.9%

9,517.3 143 7,9284 5.8 9,500.1 139 79141 54
10,4878 102 8,196.2 34 10,467.1 102 8,180.0 34
11,708.1 116 8,518.7 39 11,685.6 116. 8,502.3 39
162720 39.0 10,929.6 28.3 11,8870 1.7 7,984.3 —61
18,568.1 141 11,3685 40 13,7231 154 8,402.1 5.2
21,065.5 134 11,7737 3.6 15,565.5 134 8,699.7 3.5
21,694.9 3.0 11,2479 —45 15,8359 1.7 82102 -5.6
21,755.1 03 10,575.1 —-6.0 16,110.1 17 7.831.1 —46
22,641.2 41 10,394.0 17 16,478.2 23 7,564.7 —-34
25,076.4 108 10,8354 42 17,9942 9.2 “7,775.2 28

L3
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before the state came to the aid of local governments in the wake of
Proposition 13. Expenditures in Chart 2 and Table 6 are displayed both on
a “current dollar” basis, and in “real dollars.” Expenditures in “real dol-
lars” represent expenditure levels as they appear in the budget (that is,
“current dollars) adjusted for the effects of inflation since 1973.

In current dollars, the proposed General Fund budget for 1984-85 is
almost three and one-half times what it was in 1973-74. In terms of “real
dollars”, however, the proposed General Fund budget is less than one and
one-half times what it was in 1973-74.

As shown in Chart 2 and Table 6, between 1973—74 and 1980-81 total
General Fund expenditures increased at an average annual rate of 16
percent in current dollars, and by 7 percent in “real” dollars. Much of the
General Fund expenditure increase since 1978-79, however, is due to state
funding for local fiscal relief. When local fiscal relief is excluded from the
totals, we find that between 1973-74 and 1980-81 General Fund expendi-
tures increased at an average annual rate of 11.4 percent in current dollars
and 2.5 percent in “real” dollars.

For the past three years, from 1981-82 through the current year, the rate
of growth in total General Fund expenditures has dropped dramatically,
to an average annual rate of only 2.4 percent. The rise in expenditures in
each of the past three years has, in fact, been Jess than the rate of inflation,
causing “real” expenditures to go down, rather than up. General Fund
expenditures in “real dollars” declined during this period at an annual rate
of 4.2 percent.

The level of General Fund expenditures proposed for 1984-85 reverses
the downward trend in expenditures witnessed during the last three
years. Total General Fund expenditures proposed for 1984-85 are 11 per-
cent more than estimated General Fund expenditures for ‘the current
year, which translates into an increase in purchasing power of 4.2 percent.
Even with this increase, however, total 1984-85 General Fund expendi-
tures, expressed in “real dollars” will be $938 million lower than the pre-
recession level achieved in 1980-81.

Federal Fund Expenditures

Federal fund expenditures account for almost one-third of the expendi-
tures in the state’s 1984-85 budget (excluding nongovernmental cost and
bond funds). As shown in Table 7, federal funds have accounted for as
much as 41 percent (1975-76) and as little as 28 percent (1979-80) of total
state expenditures during the past ten years. Since 1980-81, federal ex-
penditures have represented approximately 32 percent of state govern-
ment’s expenditures.

The level of federal expenditures anticipated in 1984-85—$13.6 billion—
represents a decrease of $14 million, or 0.1 percent, from the estimated
1983-84 level. While the reduction in total federal funding is quite minor,
the budget reflects several major increases and decreases, as detailed in
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Table 7

Federal Fund Expenditures as a Percent of Total State Expenditures °
1975-76 through 1984-85

{in millions)
Federal
Funds
General Special Federal As Percent
Fund® Funds Funds Totals of Total
1975-76 $9,517.3 $1,678.8 $7.6176 $18,813.7 40.5%
1976-771 10,487.8 2,0414 7.991.7 20,520.9 389
1977-78 11,708.1 2,161.1 7.239.1 21,108.3 34.3
1978-79 16,2720 22978 7,452.6 26,022.4 286
1979-80 : 18,568.1 2,760.4 8,160.2 29,488.7 2.7
1980-81 21,065.5 3:261.6 10,247.6 34,574.7 29.6
1981-82 21,694.9 3,098.6 10,863.2 35,656.7 305
1982-83 21,755.1 3,180.0 12,254.7 37,189.8 330
1983-84 22,641.2 3,769.3 13,655.7 40,066.2 4.1
1984-85 25,0764 4,7814 13,642.2 43,500.0 314

* Excludes nongovernmental cost and bond funds. Details may not add to totals due to rounding.
b 1975-76 through 1982-83 data- from State Controller.

Table 8. The most significant reduction, $222 million in health and welfare
programs, is primarily due to a decrease of $290 million in unemployment
insurance (UI) benefits, reflecting the administration’s assumption that
the rate of unemployment in California will decline from 8.3 percent in
1983-84 to 7.4 percent in 1984-85. The decrease in Ul is offset by various
health and welfare increases, particularly in the Aid to Families with
Dependent Children (AFDC), Supplemental Security Income/State Sup-
plementary Payment (SSI/SSP) and Medi-Cal programs.

:».Table 8 also shows that two significant increases in federally funded
expenditures are anticipated in the budget year. First, business, transpor-
tation and housing programs are expected to receive increased support,
principally in the form of more federal aid for transportation provided to
California’s Department of Transportation. The increase in federal fund-
ing reflects the acceleration and continuation -of the five-year highway
capital improvement plan. Second, federal funding provided to the state’s
education agencies is expected to go up. Most of this increase, however,
will not go for education per se. Instead it reflects a significant funding
increase ($107 million) for the Umvers1ty of California’s Department of
Energy laboratories.
Federal fund expenditures in the currerit and budget years are not as
“level as they may appear at first glance, due to the influx of one-time funds
from the federal emergency jobs bill (Public Law 98-8) during 1983-84.
This measure, passed on March 24, 1983, resulted in approximately $239
million in additional federal funds flowing to state and local government
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Table 8

Federal Funds Changes, By Program
’ 1983-84 and 1984-85
(in thousands)

Estimated Proposed Change

Program 1983-84 1984-85 . Amount Percent
Legislative/Judicial/ Executive................ $182,079 $162,780 —$19,299 -10.6%
State and Consumer Services 13,066 17,867 4801 36.7
Business, Transportahon and Housing.. 1,101,166 1,213,962 112,796 10.2
Resources 70,056 34,905 —35,151 -50.2
Health-and Welfare ... 9,070,792 8,848,797 —221,995 —24
Youth/Adult Corrections... .. 1,102 1,088 —14 -13
Education 2,931,055 3,068,200 137,145 47
Other Governmental Units........c.cco..ov..... 258,336 272,684 14,348 5.6
Other Governmental Services............... 28,004 21,889 —6,205 —~22.1

Totals $13,655,746 $13,642,172 —$13574 —0.1%

in California. Of this amount, approximately $164 million flowed through
the state’s budget, as detailed in Table 9. Generally speaking, federal law
required most of these funds to be obligated by September 30, 1983. As a
result, federal fund expenditures in the current year tend to overstate the
ongoing level of federal support received by the state.

Table 9

California‘s Allocation from Emergency Jobs Bill (PL 98-8) °
Federal Fiscal Years 1983 and 1984
{in millions)

Public Works $36.2
Energy Conservation - 28
Food and Shelter 273
Community Development/Services 58
Employment 56.2°
Health and Welfare »
Block Grants 36.0
Total , e $164.3

® Funds flowing through the state’s budget. An additional $75 million was allocated to. California and
flowed directly to local entities.
b Includes $38.9 million for UI administration.

Federal aid to California has experienced various expansions and con-
tractions in both current dollars and “real dollars” during the last ten
years, as shown in Chart 3. In terms of current dollars, federal expendi-
tures have grown from $7.6 billion in 1975-76 to $13.6 billion in 1984-85,
an increase of approximately 79 percent. This represents a 6.7 percent
average annual rate of growth over the 10-year period. When expressed
in “real dollars,” however, the level of federal aid anticipated in 1984-85
is 7.1 percent Jess than the amount of federal aid actually received by the
state in 1975-76.

Caution should be used in drawing conclusions from the changes in
federal expenditure levels shown in Chart 3, for two reasons. First, the
federal aid totals summarized in the Governor’s Budgets have not includ-




31

ed the same programs on a consistent basis during this 10-year period. For
example, federal payments under the Supplemental Security Income
(SSI) program were included in budget totals in 1975-76 and 1976-77, but
have not been included since then because these payments do not actually
flow through the state budget.

Second, changes in the level of payments to individuals meeting certain
eligibility criteria (the so-called entitlement programs) can change the
total amount of federal aid received by the state significantly, even though
there may not have been a change in underlying federal policy or funding.
For example, when the Governor’s Budget was submitted for 1982-83 it
estimated that the state would receive $2.1 billion in federal funds for
unemployment insurance. California, however, actually received $3.6 bil-
lion in that year, a difference of $1.5 billion, or 75 percent. The increase
was due more to the effects of the recession on the number of persons
eligible to receive Ul benefits, than it was to any dlscretlonary increase in
federal support for the program.

Chart 3

Expenditures of Federal Aid

Granted to the State of California .
1975-76 through 1984-85 (in billions)

Expenditures
$14+
12 ]:] Total Dollars

Real Dollars®

10+ . -
’ .

80-83 83-84 84-85

3source: Governor's Budgets (est.) (prop.)
“Real’ federal dollars equal total federal dollars deffated to 1975-76 dollars using the GNP price defiator for state and
locat purchases of goods and services.
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Federal Support of State Programs

The percentage of total program activity supported by federal funds
varies widely from one state agency to another. Chart 4 shows that of all
the federal funds received by the state in 1984-85, $8.8 billion, or 65 per-
cent, is expended for health and welfare activities. Education and busi-
ness, transportation and housing programs also account for a significant
portion of federal expenditures in California.

While the majority of federal funds received by the state are spent on
health and welfare programs, this funding source accounts for just slightly
more than one-half of total expenditures proposed for these programs in
1984-85. Moreover, within the health and welfare area, federal fund levels
vary widely, from a low of 35 percent for health programs to a high of 99
percent for employment programs. Similarly, while education receives 22
percent of total federal funds received by the state, federal aid supports
just 18 percent of the state’s education expenditures (less if local funds are
included).

Chart4

Program Distribution of Federal Aid
Granted to the State of California

1984-85
Total Aid
$13.6 Billion

Health and Welifare
65% :
: All Other

4%

Business,
Transportation
and Housing
9%

Education
0204

On the other hand, as indicated in Table 10, business, transportation and
housing agencies receive 9 percent of available federal aid, but support 39
percent of their total program activity from this funding source.
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Table 10

Federal Aid to the State of California
Support of Budget Activities, by Program
) 1984-85
{in millions) °

Percent
: General  Special  Federal Federal
Program Fund Funds Funds Total Funds
Legislative/Judicial/ Executive ... $512 $40 $163 $715 22.8%
State and Consumer Services....... . 169 163 18 350 5.1
Business/ Transportation/Housing............. 49 1,825 1,214 3088 393
Business/ HOUSING .v...vurusmmssisermmasensrrenes (49) (53) (41) (143) (28.7)
Transportation (-0-) (L,773) (1,178) (2,946) (39.8)
Resources 324 261 35 620 5.6
Health and Welfare ......cccoovnrrrencecrecsennns 7,549 87 8,849 16,485 53.7
Health (4,321) (74) (2,384) (6,779) (35.2)
Human Services. (3,190) (-0-) (2,817) (6,007) (46.9)
Employment (38) (13) (3,647) (3,698) (98.6)
Youth/Adult Corrections...........cuwrerrrsemssnees 1,057 31 1 1,089 1
Education 13,335 267 3,068 16,670 184
K-12 (9,602) (151) (924)  (10,677) (8.7)
Higher EQUCAtON ......cooeenverssrsesrrresmsessssssens (3,733) (116) (2,145) (5,994) (35.8)
Other Government Units/Services . 2,082 2,107 295 4,484 _66
Totals $25,076 $4,781 $13,642 $43,500 31.4%
® Details may not add to totals due to.rounding.
b Includes unclassified amounts in the General Fund and the special funds.
Chart 5
. Total State and Local Government Expenditures

1983-84

Total Expenditures
$70.5 Billion

Counties. Local Education
22.2% 21.8%
Special
Districts
11.5%

“State®
28.0% Cities
16.5%

2 Net state expenditures.




34

~ Total State and Local Governtneni Spending in California

Local governments are also a significant contributor to public sector
spending in California. Because local agencies receive a good portion of
their resources from the state, however, their expenditures cannot simply
be added to those of the state in order to determine aggregate govern-
ment spending. Instead, state expenditures that go to local government
agencies must first be subtracted from the state totals, to avoid double-
counting.

The discussion which follows pr0v1des a perspective on government
sector spending trends in California.

Current Year Spending. In the current year, expenditures for all
services provided by state and local governments in California are expect-
ed to total approximately $71 billion. This amount consists of approximate-
ly $20 billion in net state expenditures (that is, state expenditures net of
funds provided to local governments) and approximately $51 billion in
local expenditures. These figures include federal funds expended by state
and local governments, and exclude expenditures from bond proceeds
and nongovernmental cost funds.

The fact that net state spending—$19,757 million—is less than half of
total General Fund, special fund and federal fund expenditures identified
in the Governor’s Budget ($40.1 billion) demonstrates how much “state
money” actually is spent at the local level. These expenditures, which total
$20.3 billion in the current year, are included in our estimate of local
government spending. The principal component of these ﬁmds is state aid
to local school districts ($10.2 billion).

Local government expenditures consist of expenditures by four types of
local jurisdictions: counties, cities, special districts and local education
(K-14). The local education category includes expenditures for elemen-
tary and secondary schools (K-12), county offices of education, regional
occupation centers and community colleges. Chart 5 displays 1983-84 ex-
penditures by each government entity, as a portion of total state and local
government expenditures. It shows that net state spending accounts for
slightly more than one quarter of total state and local expenditures in the
current year.

. -Total Spending Trends. Table 11 identifies the total expenditures
by governments in each of these categories for three fiscal years: 197778,
1982-83 and 1983-84. Expenditures for fiscal year 1977-78 are included in
the table to illustrate how the share of total spending accounted for by
each category has changed since the passage of Proposition 13 in 1978.
Chart 6 displays expenditures by each government entity as a percentage
of total state and local government expenditures for these three years.
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Chart 6

Total State and Local Government Expendltures
1977-78, 1982-83 and 1983-84
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LEVEL OF GOVERNMENT -

As shown in Table 11, total net state expenditures comprised approxi-
-.mately 24 percent of total state and local government expenditures in
. 1977-78 (the year prior to Proposition 13). They had increased to approxi-
- mately 30 percent of the total by 1982-83, and have declined to approxi-
“mately 28 percent in the current year. Local education’s share of total state
and local government expenditures has also declined—from 27 percent in
1977-78, to 22 percent and 21.8 percent in 1982-83 and 1983-84, respective-
ly. Total expenditures for cities as a percentage of total state and local
government expenditures have remained fairly constant—about 16 per-
cent in all three years. The share of the total accounted for by counties
dropped from 23 percent in 1977-78 to 21 percent in 1982-83, but has since
risen slightly, to 22 percent in 1983-84. In summary, the chart indicates
that the shares of total spending attributable to the state and to the K~14
school districts have experienced the most significant changes, with the
decrease in the schools’ share of the total mostly offset by an increase in
the state’s share.
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Table 11

Estimated Total State and Local Government Expenditures
1977-78, 1982-83, and 1983-84 °

{in millions)
1977-78 1982-83 1983-84
Expen- Percent FExpen- Percent Expen- Percent
Government Entity ditures of Total ditures of Total ditures  of Total
Counties T $9,339 229% $13911 213% $15,670 22.2%
Cities 6,499 16.0 10,860 16.6 11,620 16.5
Special DiStHiCts ....vneicvsssesssonissssenns 3948 97 7,162 110 8,085 115
‘Local EQucation........ccreeereenrreenssnnss 1,161 274 1436 220 15379 218
Subtotal, Local Government ..... ($30947) (76.0%) ($46279) (70.8%) ($50,754) (72.0%)
State 21,086 = — 37,186 - 40,066 —
Less: Amount expended by local
ZOVETIMENLS. .crvevvvesmmssensassseessssens -1,3%2  — -18103 e —20,309 -
Subtotal, State (Net) ... ($9754)  (240%) ($19,082) (292%) ($19757)  (28.0%)
Totals, State and Local Expendi-
tures .. $40,701 1000% $65361 1000% $70511 100.0%

® Local government expenditure data for 197778, and county data for 1982-83, taken from the State
Controller’s Report on Financial Transactions. Figures for 1982-83 and 1983-84 represent Legislative
Analyst’s Office estimates, except that 1983-84 county figure is taken from final county budgets. All
local government data include enterprise fund transactions. State government expenditure data are
taken from Governor’s Budgets for 1979-80 and 1984-85. Detalls may not add to totals due to round-
ing.

CONTROLLING EXPENDITURES

Control Through the Constitution

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

o It places a limit on the year-to-year growth in tax-supported appro-
priations of the state and individual local governments;

o It precludes the state and local government from retaining surplus
funds—any unappropriated balances at the end of a fiscal year must
be returned to taxpayers within a two-year period; and

o It requires the state to reimburse local government for the cost of
certain state mandates.

Spending Limit. Article XIII B seeks to limit the spending of gov-
ernment entities by establishing a limit on the level of tax-supported
‘appropriations that can be made in each fiscal year. The article establishes
a base-year limit for 1978-79 and adjusts this amount in subsequent years
for changes in inflation and population, and for “transfers of financial
responsibility.” A “transfer of financial responsibility” occurs when the
responsibility for providing a service is transferred from one entity to
another. Adjustments must be made to the state’s appropriations limit
when such a transfer results in an increase or decrease in costs to the state.
A corresponding change is made in the limit of the other party to the
transfer. Hence, the limit can increase or decrease independently of actual
government spending.




37

Not all appropriations are covered by the article’s;provisions. The article
limits. only appropriations from tax revenues, such as revenues from prop-
erty, sales, personal income; and corporate franchise taxes. Appropriations
financed from nontax revenues—such as federal funds, user fees, and
tidelands oil revenues—are not limited by Article XIII B.

The article also exempts from the limits of both the state and local
governments, appropriations made from tax proceeds but expended for
the following purposes: (1) debt service, (2) retirement benefit payments,
(3) federal or court mandates, (4) investment funds, and (5) refunds of
taxes. In addition, Article XIII B -exempts from the state limit, state sub-
ventions to local governments. After allowing for these exemptions, the
remaining appropriations of tax revenues are subject to the limit.

Impact of Article XIII B in 1984-85.  Table 12 shows the Depart-
ment of Finance’s estimate of the impact of Article XIII B on the state in
1982-83, 1983-84, and 1984-85. The department estimates that the state
will be $3.0 billion and $1.6 billion below its lumt in 1983-84 and 1984-85,
respectlvely

v Table 12

" Impact of Article XIll B On the State
- 1982-83 through 1984-85

(in millions) .
‘ 198983 1953-84 199485
" Appropriations Limit $19,580 - $20,416 $21,967
% ‘Appropriations Subject to Limitation ... 16,268 17,380 20,367
£+ Amount Under the LImit ...o.urvemiumrssersssionsiesnn " $3312 sa, $1,600

Smce the voters approved Artlcle XIII B, there has been a large gap
“*between the limit and spending subject to limijtation. This is because the
state appropriated more monies in the base year: (1978-79) than it took in
as tax revenue: This resulted in the original “base” being larger than the
amount of spending that could be sustained under existing tax laws. For
the past two years, 1982-83 and 1983-84, the gap has been particularly
large because of the recession, which has caused state tax revenues to.grow
more slowly than the year-to-year growth in the state’s appropriations
limit. Thus, the state simply has not had the revenues to support the level
of appropriations that would be allowed by Article XIII B.

The gap between the limit and spending subject to limitation is expect-

v ed to narrow in 1984-85. Due to the current economic recovery, state tax

revenues are projected. to fill depleted state coffers,.allowing increased

appropriations. The appropriations subject to. limitation in 1984-85 are

proposed to increase by 17 percent over the 1983-84 level, compared to
a 7 percent increase between the years 1982-83 and 1983-84. ‘

. While the gap is expected to narrow in 1984-85, the state’s appropria-
tions limit will still 7ot be a fiscal constraint. For the limit to be a constraint




38

in future years, revenues would have to grow at rates significantly exceed-
ing the annual adjustments to the state’s limit. Based on the economic
forecast prepared by the administration, this is not likely to occur. Rather,
it appears that the rates of growth for both revenues and the limit will
largely parallel each other. Hence, the limit probably will not be a con-
straint in the foreseeable future.

Adjusting the 1982-83 and 1983-84 Limits. . For 1982-83 and 1983-84,
the admiinistration has identified two sets of financial responsibility trans-
fers. These involve Public Utilities Commission (PUC) user fees and ad-
justments for increases or decreases in school district appropriations limits.
The net result of these transfers is a decrease in the 1982-83 limit of $16.1
million, and a decrease in the 1983-84 limit of $24.2 million.

The administration, however, has not reflected the impact of at least
two transfers of financial responsibility in its estimate of the appropria-
tions limits. First, pursuant to Ch 327/82 (SB 1326), the state now limits
benefits provided to federally ineligible AFDC.U recipients to a three-
month period. This has resulted in a 1982-83 General Fund savings of $29.6
million. Our analysis indicates that this has also resulted in a corresponding
increase in federal expenditures, as county governments have found ways
to qualify these persons for federal benefits rather than placing them on
county-funded general relief programs.

Second, pursuant to provisions of Ch 10x/83 (AB 28x), the state no
longer reimburses cities and counties for the costs associated with provid-
ing: mileage reimbursements to workers’ compensation recipients. This
has resulted in a 1982-83 General Fund savings of $18 million and a corre-
sponding increase in costs to local agencies.

Because of these transfers of financial responsibility, the 1982-83 limit
should be reduced by an additional $47.6 million, bringing it to $19,532
million. This adjustment, of course, affects all subsequent limit determina-
tions, as well. Thus, the 1983-84 and 1984-85 limits should be adjusted
downward to $20,366 million and $21,914 million, respectively.

The Proposed 1984-85 Limit. The administration proposes to set the
state’s 1984-85 appropriations limit in Control Section 12.00 of the 1984
Budget Bill. Although $21,967 million has been proposed as.the. limit in
1984-85, this number is subject to change because the final inflation and
population adjustments used to determine the 1984-85 limit will not be
known until April of this year. In addition, recognition of other transfers
of financial responsibility, such as those described above will have an
impact on the 1984-85 limit. -

Budgeled Versus Actual Expendnures N

The expenditure program initially proposed in the budget has invaria-
bly been changed—usually upward—dunng the budget process. Table 13
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compares the original estimates with actual expenditures during the past
ten years.. .

Table 13

Comparison of Proposed and Actual General Fund Expenditures
1974-75 to 1983-84

(in millions)
 Budget As Actual Change
Submitted® - Expenditures® Amount Percent

1974-75 $7,8119 $8,325.4 $513.5 6.6%
1975-76 9,169.5 - 9,517.3 3478 38
1976-77 ........ 10,319.7 10,4878 168.1 16
1977-78 11,8223 11,708.1 —1142 -1.0
1978-79 134825 16,272.0 2,789.5 20.7
1979-80 . 17,088.1 18,568.1 1,480.0 8.7
1980-81 20,683.9 21,065.5 3816 18
1981-82 . 20,770.1 21,694.9 9248 © 45
1982-83 ' 23,202.9 21,755.1 —1,4478 —6.2

1983-84 ‘ 21,677.0 22,641.2° 964.2 44

2 Source: Governor’s Budget
b Source: State Controller

. In eight of the last ten years, actual expenditures exceeded the amounts
originally proposed by the Governor, usually by significant margins. The
unusually large increase for 1978-79 was mainly due to the fiscal relief
program enacted in the wake of Proposition 13. Local fiscal relief added
$4.4 billion to the budget for that year, but reductions in other state
programs held the net increase to $2.8 billion.

Only twice during this ten-year period—in 1977-78 and 1982-83—was
the actual amount expended less than the amount initially proposed. The
large decrease in the budget for 1982-83—$1.4 billion—primarily reflects
the fact that revenues did not come in as high as what had been projected
in the Governor’s Budget, making large cuts in expenditures necessary in
order to minimize the end-of-year deficit. The increase of over $950 mil-
lion in estimated expenditures during the current year is largely attributa-
ble to higher funding levels for K-12 education.

Prediction or Plan?

It should be noted that the budget estimates are not predictions of how
much ultimately will be spent, although these estimates reflect countless
predictions about expenditure rates and other factors that are in part
outside of the state’s control. (For example, court rulings against the state
since the budget was enacted, which clearly are beyond either the Gover-
nor’s or the Legislature’s control, have reduced General Fund resources
in the current year by approximately $46.8 million.) Rather, these budget
estimates reflect the Governor’s fiscal plan—that is, what he thinks ex-
penditures ought to be, given all of those factors that the state can and
cannot control. It is certain that, between now and June 30, 1985, expendi-
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tures (and revenues) will be revised by the Governor, the Legislature,
changing economic conditions, the resolution of various court cases, and
many other factors. Thus, as in past years, actual revenues and expendi-
tures may be vastly different from the estimates contained in the Gover-
nor’s Budget.

Table 14

General Fund and Special Fund-Expenditures by Function ®
1982-83 through 1984-85
(in millions)

Estimated 1983-84 19&3-84 Proposed 1954-85

- Actual® T Percent Percent

General Fund : 1982-83 Amount - Change  Amount  Change
State operations ..........wrererssseeseeees $4,485.0 $4,729.1 54% = $5,7055 - 20.6%
Capital outlay -8 11 - 94.7 —°
Local assiStance ...cmsmsesmiessenssssess 17,180.6 /17,7309 32 19,151.3 80

Aid t0 individuals .....oeersrsrene (68731)  (64416) —63 (6,619.0) 28

Aid to local governments ... ©(10,3075)  (11,289.3) 95 (12,532.3) 11.0
Unclassified %03 180  — 1250 —306

Totals @ $21,7551  $22.6412 41%  $250764 10.8%
Special Funds
State OPErations .........emmmmmmmmnressesssssss $1,7743 $1,858.6 48% $2,0163 8.5%
Capital outlay 196.7 268.6 366 - 4710 T1.6
Local aSSiStANCE ..vvveciecrererrsrivensesionsssssarerns . 1,3514 1,630.5 2.7 2,282.6 400
Unclassified — 11.5 — 55 —52.2

Totals @ ; $33224  $37693 135% 847814 26.9%

8 Source Governor’s Budget

b Source: State Controller.

° Percentage change exceeds 100 percent.

4 Details' may not-add to totals due to rounding.

MAJOR COMPONENTS OF THE STATE BUDGET

State expendltures traditionally are divided into three categones within
the budget: state operations, capital outlay, and local assistance. Table 14
presents the distribution of General Fund and special fund expenditures
among these categories for the past, current, and budget years. The Gov-
ernor’s Budget for 1984-85 also includes “unclassified” General Fund ex-
penditures of $125 million for legislative initiatives.

Chart 7 shows what portions of the General Fund budget local assistance
and state operations represent. State operations make up 23 percent of
. total General Fund expenditures, and local assistance, as defined in the
- Governor’s Budget, makes up 76 percent. Together, these components
account . for just over 99 percent of total General Fund expenditures.
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Chart 7
1984-85 General Fund Budget Structure

Total Expenditures ®
$25.1 Bilion

State Operations
23%

Local Assistance
Aid to Local Governments
52%

Local Assistance
Aid to Individuals
24%

2 State operations and local assistance totals do not include $125 miliion {.5%) allocated to cover the cost of tegislation
‘approved in the budget year and $94.7 million (.4%) in capital outlay expenditures.

State Operations

~The budget proposes an increase of $976.4 million, or 21 percent, from
the General Fund for state operations expenditures in 1984-85. As shown
in;:Chart 8, General Fund expenditures for state operations will have
increased by $3,412 million, or 149 percent, during the ten years from
1975-76 through 1984-85. When adjusted for inflation, however, expendi-
tures have increased by only $666 million, or 29 percent, during this peri-
od.

Capital Outlay

The budget proposes $94.7 million from the General Fund for capital
outlay expenditures in 1984-85. The entire amount will be used to fund
part of the cost of building new prisons. General Fund capital outlay
expenditures over the past ten years have fluctuated from a high of $151
million in 1979-80 to negative expenditures of $831,000 in 1982-83. This
negative expenditure reflects the return to the General Fund of monies
previously transferred to the Architectural Revolving Fund. The Gover-
nor’s Budget for 1983—84 proposed no General Fund expenditures for
capital outlay.
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Chart 8
General Fund Budget Structure
1975-76 through 1984-85 (in billions)
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Local Assistance

‘As illustrated in Chart 8, General Fund expenditures for local assistance
will have increased by $12,014 million, or 168 percent, during the 10 years
from 1975-76 through 1984-85. The growth in state fiscal relief to local
governments, which began immediately following the passage of Proposi-
tion 13, explains much of this increase. Additionally, direct benefit pro-
grams such as AFDC grants, which are classified as local assistance, have
grown rapidly during the past decade.

Table 14 displays local assistance expenditures, by funding source. It
shows that the Governor’s Budget proposes an overall increase of $1,420
million, or 8 percent, in General Fund support. This increase, however, is
larger than it would otherwise be due to the deferral from the current year
to the budget year of the state’s 1983-84 contribution to the State Teach-
ers’ Retirement Fund. If, instead of being deferred, this contribution had
been made in the current year, the level of funding proposed for local
assistance in 1984-85 would represent an increase of $999 million, or 5.6
percent, over current-year levels.

Aid'ﬁ"io“'lvndividuals Versus Aid to Local Governments

Local assistance, as the term is used in the budget, encompasses a wide
variety of programs. Some of these programs do not provide assistance to
local government agencies; instead, they provide assistance to individuals.
Such payments may be made directly to individuals, as in the case of the
Renters’ Tax Relief program, or through an intermediary, such as the
federal or county governments. Among the payments made through in-
termediaries are SSI/SSP payments, which are distributed by the federa/
govérnment, and AFDC payments, which are distributed by county gov-
ernments.

The Governor’s Budget divides local assistance into three categories:
(1) “Payments to Local Government,” (2) “Assistance to Individuals,”
and (3) “Payments to Service Providers.” The distinction between the
second and third categories—*Assistance to Individuals” and “Payments
to Service Providers”—reflects the form in which assistance to individuals
is- provided. The former category includes cash grants to individuals,
whereas the latter includes the cost of servicesto individuals. Both, howev-
er, provide aid to individuals. In our opinion, combining these two catego-
- ries allows for a more meaningful analysis of aid directed to individuals.
Consequently, our presentation of local assistance expenditures displays
only two categories, “Aid to Local Governments” and ““Aid to Individu-
als,” as shown in Table 14. .

- Aid to Individuals. Table 15 identifies 12 General Fund:supported
local assistance programs which our analysis indicates are more appropri-
ately categorized as “Aid to Individuals.” Overall, the Governor’s Budget
proposes a funding level increase of $177 million or 2.8 percent for these




programs in the budget year. On a program-by-program basis, however,
the Governor’s Budget is proposing increases for seven of these 12 pro-
_ grams, decreases for two, no change in funding for two and transfer of
funding for one.

Table 15
General Fund Supported
Local Assistance Programs More Appropriately
Categorized as Aid to Individuals
1982-83 through 1984-85
{in millions)

‘Governor’s
Budget
1982-83 1983-84 1984-85
Medi-Cal * " $2,481 $1,984 $1,986
AFDC® - 1,367 1,492 1,563
SS1/8SP ’ ; 1,140 1,007 1,101
Developmental Services 521 559 - 592
Personal Property Tax Relief Subvenhons ................................ 517 293 -
Personal Property Tax Relief provided through other sources 1 235 528
Renters’ Tax Relief 422 91° 47
Homeowners’ Property Tax Relief 334 ) 334 335
Senior Citizens Renters’ Tax Relief 2 3%° 3
Senior Citizens’ Property Tax AsSiStance .........coummmssssssseensnns 11 9° 8
Subventions for Open Space - 13 13 13
Senior Citizens’ Property Tax Postponement .......c.ccounuvienin: 6 T 9
Payment to Local Governments for Sales and Property Tax
Losses 2 4 4
Totals ¢ $6,873 $6442 6619
* Exclu Excludes county administration.

b Grant payments only. )
¢ $51 million of the amounts shown for these three programs was funded from special fund sources; this
amount is excluded in calculating General Fund total.
4 Details may not add to totals due to rounding.

" Table 16
Major General Fund Supported Local Assistance Programs
More Appropriately Categorized as ‘
Aid to Local Governments
1982-83 through 1984-85
{in millions)

' : 1982-83 1983-84 1984-85

Public Health Services : $492 $905 $908
California Children’s Services 38 38 12
Department of Rehabilitation - 2 46
Mental Health 468 449 - 508
Alcohol and Drug Programs 62 62 64
Social Services Programs st : ; 154 169 196
County Administration ' 102 117 ' 129
County Justice Subventlon 63 63 64
K-12 Education .... ; - 7,675 8,026 - 9,366
Community Colleges ! . . 1055 - - 990 - - 999

. All Other. 199 429 . 472°

Totals® _ $10,308 $11,289 $12,532

4962 1 $262 million of the amount shown represents funding transferred to other state sources and is excluded
in calculating General Fund totals.
b Details may not add to totals due to rounding. .
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Aid. to Local Governments. Table 16 displays the major General
Fund local assistance programs which our analysis indicates provide ““Aid
to Local Governments.” Overall, the Governor’s Budget proposes an in-
crease in funding for these programs of $1.2 billion, or 11 percent, from
current-year levels. This change is primarily the result of the funding
increase proposed for K-12 education. The large increase between 1982
83 and 1983-84 in the “All Other” category reflects a change made in the
accounting procedures for state-mandated local programs, and the $135
million in additional fanding that the Governor proposes for these pro-
grams in the current year.

Local Fiscal Relief, Local assistance is a term which is often mistak-
enly confused with “local fiscal relief.” The term fiscal relief refers to those
funds which the state has provided to local government since the passage
of Proposition 13 in order to compensate for a portion of the reductions
in local property tax revenues brought about by that measure. Funding for
fiscal relief cannot be identified simply by reviewing items in the budget.
Rather, it can only be determined by measuring the increase in certain
budget items which can be attributed to the provisions of AB 8 (Ch
282/79). That measure reduced the amount of property taxes received by
school districts and redirected them to cities, counties and special districts.
The recipient agencies experienced revenue gains from this redirection.
Schools,-however, did not experience any loss from the shift because the
state replaced the redirected property taxes with additional state aid.
Under AB 8§, the state also “bought out™ all or part of the locally-funded
share of .certain county health and welfare programs.

Table 17 summarizes our estimates of local fiscal relief from 1979-80
through:1984-85. For the budget year, the table shows what fiscal relief
would be under existing law [Ch 282/79, (AB 8)] with one exception: the
amounts shown do noft reflect the effect of the AB 8 deflator, which we
anticipate will be triggered for the budget year. This would result in a
reduction of $364 million in the amounts of fiscal relief provided to cities,
counties and special districts. The table also displays the amount of fiscal
_ relief proposed to be provided under the Governor’s Budget. Under the
Governor’s proposal, local fiscal relief would increase in 1984-85 by $919
million, or 15 percent from the estimated current-year level. The $31
million difference in the budget year between existing law and what the
Governor proposes reflects the Governor’s proposed reduction in the
statutory cost-of-living adjustments for county health service subventions
and AFDC grants (from 5.6 percent and 5.5 percent, respectively, to 2
percent). The Governor’s Budget, while it would certainly have a fiscal
impact on local agencies, contains no proposals to alter the level of fiscal
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relief per se (other than the repeal of the deflator and the reduction in
the two statutory COLAs mentioned above). That is, the Governor’s
Budget generally proposes to continue the existing fiscal relief program.

Table 17
Summary of Local Fiscal Relief
1979-80 through 1984-85
(in millions)

1984-85
As Proposed

by
. Current Governor’s
197980 198081 1961-82 198287 198384 Law"  Budget

Property taxes shifted from schools

to local agencies.........rmnn. $781  $921  $1,024 $1,139 $1930 $1,351° $1.351°
Business inventory reductions for
cities and counties........ - -38 —

Health and welfare buyouts .. 1288 1529 1,724 183 1984 2,145 2114
Ongoing reductions.............. - — —49 . 49 -4 —49 —49
One-time reductions — — 184 200 -348 —_ —

Local Agency Reimbursment Fund — — — 10 — — —
Education ¢ 2814 3,050 334 3002 3346 3666 3,666

Totals $4,845 $5500 $5859 $5665 $6,163 $7,113 - $7,082

® Does not reflect deflator-related reductions.
Assumes 9.5 percent increase in assessed valuation.
¢ Based on estimates from the Department of Finance.

Table 18 indicates that, under current law, fiscal relief would increase
from $6.2 billion in the current year to $7.1 billion in the budget year. This
increase is smaller than it otherwise would have been if the AB 8 deflator
had been allowed to take effect in the current year. Instead, a one-time
reduction in fiscal relief of $348 million was made during 1983-84. The
table also indicates that in the seven years since the passage of Proposition
13 (1978-79 through 1984-85), the state has provided local governments
with an estimated $40 billion in fiscal relief

Cities would fare particularly well in the budget year as compared to the
current year, because no one-time reductions in fiscal relief have been
proposed. Although one-time reductions were made in the amount of
fiscal relief provided to both cities and counties in each of the last three
years, cities have borne the largest share of the reductions.

The fiscal relief estimates for community colleges in the budget year
reflect a decline of $78 million, or 23 percent, from current-year levels.
The Governor’s Budget proposes that this reduction be offset by revenues
resulting from the imposition of student fees. :

‘The Governor’s Budget contains other proposals intended to improve
the relationship between the state and its local agencies. A discussion and
fiscal analysis of these proposals appears in Part Three—Local Govern-
ment Finance Issues.
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Table 18

. Local Fiscal Relief by Type of Local Agency
1978-79 through 1984-85
(in millions)

Percent

Increase

_ 198485

Over

1978-79 1979-80 1980-81 198180 1962-83 1983-84 I94-85° 1978-79

Cities $230 %206 $280 4152 $W°  $63  $M4 626%

Counties 1512 1609 1927 2095 2264 - 2432 2717 797

Special districts® 190 206 43 28 - 300 323 356 874
K-12 education ......

w2193 2508 2721 2989 2702 3011 3409 - 555
Community colleges © ...ommmrmrivnen 260 306 329 355 300 335 %7 -12

Totals ® $4385 $4845  §5500 $5859 $5665 §6,163  $7.1I3 62.2%

2 Existing law; does not reflect changes proposed in the budget, nor deflator-related reductions.
b Includes Local Agency Reimbursement Fund disbursements.

¢ Based on estimates from the Department of Finance.

d Details may not add to totals due to rounding:

RESERVES . '

The Governor’s Budget holds $954.2 million from the General Fund in
reserve for 1984-85. Of this amount, $950.7 million is proposed for the
Reserve for Economic Uncertainties, and $3.5 million represents funds
which have already been appropriated but are not expected to be spent
during the budget year.

Reserve for Economic Uncertainties

The Reservéf_.;,for Economic Uncertainties was created by the 1980
Budget Act, and provides a source of funds to meet General Fund obliga-
tions in the event of an unanticipated decline in revenues or increases in
expenditures following enactment of the Budget Bill. In addition, monies
in this fund can be loaned, interest-free, to the General Fund in the event
of a cash-flow shortage during the fiscal year. In the absence of such loans,
the balance in the reserve is invested and produces interest income for the
General Fund.

Reserve Proposed for 1984-85. Control Section 12.30 of the 1984
Budget Bill appropriates from the General Fund on the first day of the
fiscal year, July 1, 1984, an amount necessary to bring the fund balance of
the reserve up to $950.7 million. This amount is approximately 3.8 percent
of proposed General Fund expenditures in 1984-85. On the last day of the
fiscal year, June 30, 1985, the section provides for a transfer into or out of
the reserve, depending on the status of the General Fund. Specifically, if
the General Fund is in a deficit position, monies would be transferred out
of the reserve to eliminate or reduce the deficit. If, on the other hand,
there is a year-end surplus, additional monies would be transferred into
the reserve, provided that the total amount in the reserve does not exceed
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five percent of General Fund appropriations. Therefore, on June 30, 1985,
the reserve may be larger or smaller than what it was on July 1, 1984,
depending on the condition of the General Fund.

PROGRAM EXPENDITURES

We have discussed in some detail total expenditures proposed for the
budget year and their relationship to historical spending levels. In addi-
tion, we have examined the relationship of the three major components
of the budget—state operations, local assistance and capital outlay. We
now turn our attention to the distribution of expenditures on a program-
matic basis.

Where Does the Money Go?

Chart 9 and Table 19 show the distribution of General Fund expendi-
tures, by major program categories, in 1984-85. These displays indicate
that the two largest budget categories are education and health and wel-
fare, which account for $21.1 billion or 84 percent, of total General Fund
expenditures. The remaining $4.0 billion, or 16 percent of total expendi-
tures, goes for tax relief and all other programs of state government such
as corrections and resources.

Chart 9
General Fund Expenditures—Major Components
1984-85
- Total Expenditures
o K-12 $25.1 Billion
Education
38.3%
Higher -
Education
14.9%
Youth and
Aduit Corrections
All Other X 4.2%
9.1% N
Tax Reliet » _
34% Health and Welfare
30.1%
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Expenditures for Health, Welfare, and Education
As a Percent of Total General Fund Expenditures

1984-85
{(in millions) °

K-12 Education ®
Higher Education

Subtotal, Education
Health and Welfare

Subtotal Education, Health arid Welfare
Other program areas. .

Total General Fund budget

2 Source: Governor’s Budget.
b Includes $536 million for State Teachers’ Retirement contribution.

Amount
$9,601.2
3,732.8

$13,334.0
7,756.8

$21,090.8

39856

$25,076.4

Percent of
General Fund
Budget

383%
149
- 539%
30.9
84.1%
159

1000%

The so-called “people programs”—education and health and welfare—
have been the fastest growing components of General Fund expenditures
in recent years. Chart 10 illustrates that since 1975-76, these three compo-
nents have increased their share of the General Fund budget from about
75 percent to 84 percent. During the same period, expenditures for these
programs have increased by more than 184 percent, or at an average

annual growth rate of 12 percent.

Chart 10 }
‘Trends in General Fund
- 'Program Expenditures -
1975~76 through 1984-85 (in billions)
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- Table 20

Estimated General Fund Program Changes °
1983-84 and 1984-85
(in millions)

Estimated  Proposed Change
19583-84 1954-85 Amount Percent

Health and Welfare:

Medi-Cal $2,019 $2,042 $23 12%
County health : 846 854 8 9
SSI/SSP 1,097 1,101 4 3
AFDC grants 1,492 1,563 71 48
Social services programs 169 205 36 212
Mental health 556 613 57 102
Developmental services 876 608 32 - 55
L.A. County Medical Assist. Grant Program ..... — 200 200 -
Other, health and welfare 545 570 25 47
Subtotals, Health and Welfare... $7,301 $7,757 $456 62%
Education: '
- K12 -$8,239 $9,065 $827 10.0%
State teachers’ retirement .....icssiermirsssssnnn 21 536 516 -4
University of California 1,110 1,447 337 303
California State UniVErSity «........ceseeceesreemsessssssseenses 948 1,149 201 21.2
California Community Colleges ® ..uu.cumeermemmsessinnne 1,021 1,030 9 9
Other, higher education ... 94 107 13 138
" Subtotals, Education $11,432 $13,334 $1,902 16.6%
“ Other: .
Youth and adult correctional agency ........oocooe... $845 $963 $119 14.1%
Resources 289 325 36 125
Capital outlay 1 95 o4 —d
Tax relief 1,077 848 ~228 -212
Debt service 34 427 33 83
Unallocated ; 180 125 55 —-30.6
All other 1,123 1203 80 - 11
Subtotals, Other ' $3,908 $3,986 $78 20%
Totals® $22,641 $25,076 $2,435 10.8%

a Based on amounts shown in Governor’s Budget.
b Includes Secretary for Health and Welfare, and Office of Economic Opportunity. Does not include the
Child Development Programs Advisory Committee.
cDoes not reflect the enactment of AB 1xx (Ch 1xx/84) or AB 470 (Ch 3/84).
d percentage change equals or exceeds 100 percent.
® Details may not add to totals due to rounding.

Summary of Major Program Changes

For 1984-85, the budget proposes a net increase in General Fund ex-
penditures of $2,435 million, or 11 percent, from estimated current-year
expenditures. Table 20 shows the primary factors that account for the
proposed change in expenditures. It shows that the largest increase is
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proposed for education. The Governor proposes an increase in General
Fund expenditures for education of $1,902 million, or 17 percent, above
the 1983-84 level. The principal reduction included in the Governor’s
Budget for 1984-85 is a decrease of $228 million, or 21 percent, in tax relief.
This reduction is primarily due to the proposed repeal of the Personal
Property Tax Relief subvention. Within each major expenditure category,
significant program changes have been proposed. Some of the major Gen-
eral Fund changes include the following: -

Medi-Cal expenditures are up slightly, by $23 million or 1.2 percent,
from estimated current-year expenditures. After more than a decade of
steady growth, this will be the second year in a row in which Medi-Cal
expenditures are either stable or lower than in the previous year, due
primarily to the 1982 Medi-Cal reforms (Ch. 328/82, Ch 329/82 and Ch
1594/82). This legislation provided for: (1) termination of Medi-Cal eligi-
bility for medically indigent adults and (2) establishment of hospital reim-
bursement rates on the basis of negotiated contracts. One indication of the
fiscal restraint resulting from these reforms is that proposed General Fund
expenditures in 19841985 are $525 million, or 22 percent, Jess than actual
1982-83 expenditures.

Social Services Programs expenditures are up $36 million, or 21 percent,
in 1984-85. This increase primarily reflects increased General Fund mo-
nies requested to offset reductions in available federal funds and increased
General Fund support for child welfare services and the In-Home Sup-
portive Services program.

Mental Health expenditures are $57 million, or 10 percent, higher in
1984-85. The increase reflects the administration’s proposed mental health
initiative, which would modify the state’s role and responsibilities in the
administration of local community mental health programs, and upgrade
the state hospital system.

K-12 Education expenditures are budgeted at $9,065 million in 1984-85.
This is an increase of $827 million, or 10 percent, over estimated current-
year expenditures. The major factor that accounts for this increase is
second-year funding for major education reforms enacted in the current -
year by Ch 498/83 (SB 813). For 198485, the budget includes an additional
$556 million for SB 813 implementation. These monies would fund the
increased costs in the budget year of programs established in 1983-84, as
well as the cost of new programs in 1984-85. Included in this amount are
$257 million to provide incentive payments for increasing the length of the
school day and school year and $145 million for additional equalization aid
in order to bring expenditures per student in low-wealth districts closer
to the statewide average.

State Teachers’ Retirement Fund contributions from the General Fund
are proposed to increase by $516 million. Of this amount, $211 million
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represents the statutorily-required contribution for 1983-84 which was
vetoed by the Governor from the 1983 Budget Act.

Higher Education General Fund expenditures are proposed to increase
by $560 million, or 18 percent. Expenditures for the University of Califor-
nia (UC) are budgeted to increase by $337 million, or 30 percent; expendi-
tures for the California State University (CSU) are proposed to increase
by $201 million, or 21 percent; and General Fund expenditures for the
Community Colleges are budgeted to increase by $9 million, or 0.9 per-
cent. ‘

Accounting for a significant portion of the increase for higher education
is $214 million in salary and benefit increases for UC and CSU faculty and
staff. In addition, nearly $36 million in new funding is proposed at UC and
CSU for high technology programs.

Youth and Adult Correctional Agency expenditures are proposed to
increase by $119 million in the budget year. This will fund 546 additional
personnel-year for the Department of Corrections and the increased oper-
ating expenditures needed to accommodate the 14 percent growth in the
prison population projected by the end of 1984-85.

Capital Outlay expenditures are funded primarily from bond and spe-
cial funds. In 1984-85, proposed capital outlay expenditures from all fund-
ing sources total $580 million, of which $95 million would be provided from
the General Fund for building new prisons.

Tax Relief expenditures are budgeted to decrease by $228 million, or 21
percent. This decrease primarily reflects the administration’s proposal to
repeal the Personal Property Tax Relief subvention.

Unallocated funds contained in the 1984-85 Budget, $125 million from
the General Fund, are earmarked to cover the costs of unidentified legisla-
tion enacted during the budget year. The $180 million in unallocated funds
that are budgeted for 1983-84 are likely to be spent in order to cover
anticipated expenditure increases, such as the expected increase in K-12
apportionments resulting from the failure of additional property tax reve-
nues to materialize as projected. .

All Other expenditures include $18 million for a statewide telecom-
munications system, and $5 million for information teclinology equipment
management. In addition, the budget proposes $5 million for a state tour-
ism advertising campaign and $2 million for a business marketing pro-
gram. '

Employee Compensation expenditures are proposed to increase from
$121 million provided in the current year to $220 million for the budget
year. This amount excludes funding for salary and benefit increases
proposed for UC and CSU employees, which is included in the totals for
higher education. :
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For 1984-85, the budget includes an employee compensation package
of approximately 10 percent. This amount is set aside for bargaining pur-
poses. The final decisions on employee compensation packages for various
groups of state workers will be determined through the negotiation proc-
ess.




55

Revenuves

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

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

Those state revenues that are not deposited in the General Fund—
normally about 15 percent of the total—are placed into special funds to
support specific programs and activities, including highway maintenance
and construction.

The availability of revenues is the key determinant of how much the
state can afford to spend in providing goods and services to the public. It
also determines how much money will be available to set aside in reserve
for a “rainy day”, so that the state can be reasonably confident of being
able to pay its bills on time, even if economic conditions deteriorate unex-
pectedly. Thus, in analyzing the Governor’s Budget for 1984-85, it is im-
portant to consider whether the state will collect sufficient revenues to
fund the proposed spending plan, and at the same time make adequate
provision for possible revenue shortfalls or unanticipated expenditures.

The level of revenues in any fiscal year will be influenced by a variety
of ‘factors. These include the state’s tax base under current law, the tax
rates that are applied to this tax base, the effect that economic conditions
will have on the size of the tax base, the time lags between when tax
liabilities are incurred and when they are actually paid to the state, and
the extent to which the Legislature chooses to enact legislation which
affects the total amount of revenue collected.

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

SUMMARY OF THE ECONOMIC OUTLOOK

The single most important‘factor explaining the past and future per-
formance of California revenues is the behavior of the state’s economy.

For both the national and state economies, 1983 constituted the first
year of economic recovery from the recession which plagued the economy
in 1981 and 1982..

Nationally, real Gross National Product (GNP) expanded in each of the
377959
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year’s four quarters, and for the year as a whole it grew by 3.5 percent—
the best performance since 1978. Likewise, the unemployment rate trend-
ed downward throughout the year, pretax profits rose 16 percent follow-
ing three straight years of declines, and both new car sales and housing
starts were at their highest levels since 1979.

California’s economy also expanded, experiencing gains in employ-
ment, building activity, car sales, taxable sales and corporate profits, along
with falling unemployment.

An especially welcome development for both the nation and the state
was the low rate of inflation registered in 1983—3.3 percent nationally and
only 1.8 percent in California, as measured by the Consumer Price Index.
Because inflation was so low, California experienced strong gains in both
“real” personal income (5 percent) and “real” taxable sales (5.2 percent).

Despite these improvements, however, a number of problems still con-
fronted the economy at year-end, including historically high “real” inter-
est rates, still-high unemployment levels, a persistent deficit in the nation’s
trade balance with other countries, and the specter of continuing huge
federal budget deficits and the negative effects that these deficits could
eventually have on financial markets and overall economic performance.

The Department of Finance’s economic forecast for 1984 and 1985 gen-
erally reflects the consensus view that the economic recovery will contin-
ue, although at a slower pace relative to the quarterly gains realized in
1983. Solid improvements are projected for output and employment,
which will reduce the unemployment rate. As the recovery progresses,
however, the rate of inflation facing consumers is expected to return to
the 5 percent to 6 percent annual range.

There is one significant difference between the department’s economic
outlook and that of many other forecasters. This difference involves the
outlook for interest rates, given the large federal budget deficits that are
projected “as far as the eye can see.” The department forecasts that inter-
est rates will trend downward throughout 1984 and 1985, reflecting its
belief that the nation’s financial markets will be able to absorb large
federal deficits without having to dampen—through higher interest rates
—other public and private demands for credit. In contrast, many other
forecasters believe that a clash between the federal government and all
other borrowers is inevitable, and therefore predict an eventual uptrend
in interest rates which will “hold back™ such interest-sensitive sectors as
investment and housing. Because our economy has never before had to
finance $200 billion per year federal deficits at the same time that the rest
of the economy is increasing its demand for credit, no one really knows
what to expect from interest rates in the years ahead. This, then, is the
major uncertainty regarding the department’s economic outlook for 1984
and 1985.
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Will the Department of Finance’s economic forecast prove to be accu-
rateP No one can say. Given the very poor record economic forecasters
have compiled in recent years, the Legislature can have only limited
confidence in the ability of the department or any other forecaster to
accurately foresee the future, even over a period as short as the next 12
to 18 months.

We believe the “confidence factor” associated with economic forecasts
is especially low at this point in time. Although history suggests that an
economic recovery such as the one we are now in the midst of should
continue for some time, the ominous prospects of large and continuing
- federal budget deficits cloud the future as never before. Of particular
concern is the effects which such deficits could have on interest rates, on
investment spending and, if the deficits are financed through the creation
of more money, on the rate of inflation.

Consequently, the Legislature will need to keep a close watch on eco-
nomic developments in the months to come, and be prepared to revise its
outlook for state revenues accordingly.

Sﬁ;;lmary of ihe:".fkevenue Outlook

Table 21 summarizes the Governor’s Budget estimates of total, General
Fund, and special fund revenues. The table shows that:

Table 21
Summary of
General Fund and Special Fund Revenue Performance
1882-83 through 1984-85
(in millions) °

: - Prior Year ~ Current Year ~ Budget Year
General Fund Revenues (1982-83) (1983-84) (1984-85)

—Dollar change $273 $2,135 $2,457
~—Percent change N ; 1.3% 10.1% 105%
Special Fund Revenues

—Amount $3,058 $3,792 $4,619
—Dollar change $417 $734

—Percent change 158% 24.0% 21.8%
Totals, General Fund and Speclal Fund Revenues :

~Amount $24,201 $27,160 $30,444
—Dollar change . $690 - $2,869 $3,284
—Percent change........ .29% 11.8% 12.1%

* Source: 1984-85 Governor's Budget. Details may not add to totals due to rounding. Figures include effects
of all special revenue-enhancing measures in each year and include transfers between various special
funds and the General Fund.

o . Prior year (1982-83) total revenues were $24.3 billion (only $690 mil-
lion, or 2.9 percent, above the previous year’s level). This amount
consists of about $21.2 billion in General Fund revenues (up $273
million, or 1.3 percent), and $3.1 million in special fund revenues (up
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$417 million or 16 percent).

e Current year (1983-84) total revenues are estimated to reach $27.2
billion (up $2.9 billion, or 12 percent), consisting of $23.4 billion in
General Fund revenues (up $2.1 billion, or 10 percent) and revenues
to special funds of $3.8 billion (up $734 million, or 24 percent).

o Budget year (1984-85) total revenues are projected at $30.4 billion
($3.3 billion, or 12 percent, above the estimated current-year level).

" The total includes $25.8 billion in General Fund revenues (up $2.5
billion, or 11 percent), and $4.6 billion in special funds revenues (up
$827 million, or 22 percent).

By historical standards, the growth in revenues projected for both the
current and budget years is slightly above the norm, when the effects of
inflation and population growth are eliminated. This is in contrast to the
extremely poor revenue performance during 1982-83 that resulted from
the recession. To illustrate:

o The annual growth in total current dollar revenues over the 12-year
period from 1970-71 through 1981-82 averaged over 13 percent, com-
pared to 2.9 percent for 1982-83, 11.8 percent for 1983-84, and 12.1
percent for 1984-85; and

¢ The annual growth in total constant dollar revenues (that is, revenues
adjusted for inflation) averaged 4.9 percent over this 12 year period,
compared to a decline of about 3.3 percent in 1982-83, and increases
of 5.6 percent in 1983-84, and 5.4 percent in 1984-85,

« The annual growth in total constant dollar per capita revenues (that
is, revenues adjusted for ‘both inflation and population increases)
averaged 3.1 percent over the 12-year period, compared to a decline
of 5.1 percent in 1982-83, and increases of 3.8 percent in 1983-84 and
3.6 percent in 1984-85.

The decline in both constant dollar and constant dollar per capita reve-
nues during 1982-83 was the worst decline since 1970-71, when these two
measures of revenues fell by 4.3 percent and 5.3 percent, respectively.

It is important to recognize that the growth rates shown above for
General Fund and special fund revenues during the prior, current and
budget years have been significantly distorted by a number of factors. For
example:

o General Fund revenue growth has been affected dramatlca]ly by
revenue-reducing ballot measures, as well as by tax accelerations,
other revenue enhancements, and special fund transfers to the Gen-
eral Fund that were enacted by the Leglslature in 1981, 1982, and
1983.
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Table 22
Effect of Selected Special Factors
on General Fund Revenues
1981-82 through 1984-85
(in millions) °

] 1981-82  1982-83 1983-84 195485
A. Factors Which Increased Revenues
1. 1981 Budget Act and certain other legislation $547

2. 1982 Budget Act and trailer bill ........vcvcvverrrrens 211 $903 $12 $151
3. 1982 legislation which accelerated taxes, raised

interest penalties-on delinqeent taxes, and pro-

vided for certain transfers " ........commrisisenns 335 108 121 141
4. 1983 Budget Act and trailer bill °..........cccccerenrree — — 647 193
5. 1983 education finance bill ? ......oevverrrrrrenr - - 84 141
6. 1983 local finance bill © .........cccccns everseapessensnsiesanee — - 388 210
7. 1983 special session measures to augment reve-

‘nues through tax accelerations and- transfers f - 430 17 38
8. 1984-85 Governor's Budget & ........coevseercermsnernee — - 66 152
9. Other factors — 80 45 50

Subtotal, factors which increased revenues...... $1,293 $1,521 $1,380 $1,076

B. Factors Which Reduced Revenues .

1. 1980 inheritance and gift tax changes®............. -109  —208 —230 - —262

2. Termination of federal revenue sharing............ -97 —276 —276 —276

3. 1982 ballot initiatives* - %7 —900 ~1,299

4. 1984-85 Governor’s Budget! ........occiecsnessonn — - - ~214

5. Other factors -31 _ -8 —46
Subtotal, factors which reduced revenues ... ~$237 —$846 —$1,414 —$2,097
Totals : $1,056 $675 -$4 -0k

#Source: California Department of Finance and Legislative Analyst’s Office.

b Ch 2x/82 (AB 6x), Ch 5x/82 (AB 8x), and Ch 115/82 (SB 1253).

¢ Includes $150 million in 1983-84 and $134 million in 1984-85 reflecting use of the “old” California
Consumer Price;Index in June 1983 for income tax indexing.

4SB 813 (Ch 498/83).

° Ch 983/83 (AB:895)-

fCh 10x/83 (AB 28x).

2 Includes court cases, revenue gains from the 1984 Summer Olympics.and Democratic National Conven-
tion, audit redirection, and tidelands oil revenues not statutorily earmarked for special funds.

b Ch 634/80 (AB 2092). ‘ - nas

i Proposition 7 (income tax indexing)- and Proposition 6 (inheritance and gift tax repeal).

§ Elimination of transfer provided for under Ch 983/83 (AB 895), and audit redirection.

k Table does not show a $28 million revenue gain under Ch 1xx/84 (AB Ixx), which transferred these
monies. from the COFPHE Fund to the General Fund in 1984-85.

Of those actions which have increased revenues during this period,
many were taken for the express purpose of balancing the state’s budget.
Table 22 summarizes those actions affecting General Fund revenues and
shows the estimated fiscal effect of each. The table indicates that the net
effect of these actions has declined from a plus $1.1 billion in 1981-82 to
a minus $1 billion in 1984-85. This shift is partly due to the fact that no large
General Fund revenue-enhancements have been proposed by the Gover-
nor for the budget year. (Such enhancements are not needed to balance
the 198485 budget, as they were in the previous two years.)

o Special fund revenue growth has also been distorted in recent years,
due to the transfers from special funds to the General Fund listed in
Table 22. In addition, recent law changes raising fuel taxes and vehicle
registration and license fees, increased special fund revenues by about




$205 million in 1981-82, $467 million in 198283, $859 million in 1983
84, and $876 million in 1984-85 (please see Table 43).

We now turn to a more detailed discussion of state revenues in the prior
year (1982-83), current year (1983-84), and budget year (1984-85). The
starting point for this discussion is a closer look at the economic assump-
tions on which the current and budget year revenue forecasts are based.

THE ECONOMIC OUTLOOK

Economic conditions in 1984 and 1985 will be the prime determinant of
state revenue collections during the latter half of 1983-84 and in 1984-85.
The economic outlook for these two years is discussed below, along with
a review of how the economy performed during 1983.

The 1983 Economy In Retrospect

During 1983, the economy enjoyed a year of recovery from the 1981-82
recession. The economy reached a low point near the close of 1982, and
since that time, has expanded. Most economists have characterized the
1983 recovery pattern as having been fairly strong and, on balance, similar
to the average of other postwar recovery periods. Probably the most
surprising aspects of the recovery were the unexpectedly sharp drop-off
in inflation and the failure of interest rates to decline significantly. At
year-end 1983, the recovery still appeared to be “on track,” with further
expansion expected throughout 1984. This is true both for California and
the nation generally.

California’s Report Card for 1983

Table 23 summarizes how the California economy fared during the year,
relative to the Department of Finance’s projections. It indicates that:

o Employment growth was pretty near expectations, which were not
very high to begin with. Civilian employment rose by 1.3 percent,
compared to the 1.5 percent gain expected one year ago. Likewise,
wage and salary job growth was 1 percent, compared to last year’s
projection of 0.7 percent. These annual average rates of increase,
however, obscure the improvement in employment which occured as
1983 progressed. For example, by December 1983, the number of jobs

"in the state was 3.4 percent higher than one year earlier.

o Consumer price inflation was only 1.8 percent, the lowest rate in 20
years and well below the 4.4 percent forecasted.

o Unemployment averaged 9.7 percent, below the original forecast of
10.2 percent, and ended the year at 7.9. This was a dramatic improve-
ment over. the 11 percent rate for December 1982, which had been
a record high,

o Residential building permits were reported to be 162,000, or 30 per-
cent above the predicted level of 125,000. New car sales, which
reached over 1 million, also exceeded the department’s projection.
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Table 23
Summary of 1983 Economic Performance for
California °®
Original - Revised
January 1983 June 1983 - January 1984

FEeonomic Indicator Forecast® Forecast Actual®
Percent change in: )

—Personal income 85% 6.6% 6.9%
—Civilian employment 15 0.7 13
—Wage and salary employment 0.7 ' 0.7 10
—Consumer prices ... livvenn 44 17 18
Unemployment rate (%) 102% "10.1% 9.7%
Residential building permits (thousands) ............ccoeeevovmrevereeernes 125 135 162
New car sales (thousands) , 930 975 1010

* Forec Forecasts and estimates by the California Department of Finance.

b 1983-84 Governor's Budget

¢ Estlmate contained in the 1984-85 Governor’s Budget.

4 Beginning in January 1983, the U.S. Bureau of Labor Statistics began publishing a “new” CPI which
includes a revised treatment of homeownership costs. The CPI increase shown above for the June
1983 forecast used the “new” CPI; the projected increase for]une using the “old” CPI was 0.7 percent.
The “old™ CPI is no longer published.

o Personal income expanded by 6.9 percent, or less than the projected
8.5 percent gain. This shortfall reflected lower-than-expected infla-
tion. _

o ‘“Real” personal income (that is, income adjusted for inflation) rose
by 5.0 percent, based on the Consumer Price Index measure of infla-
tion. This was well above the projected 3.9 percent increase. The gain
was only 2.9 percent using the GNP Consumption Deflator measure
of inflation, however, or slightly less than the projected 3.2 percent
gain. In either case, though, real per capita income rose.

.. o Taxable sales expanded by 9.3 percent, or close to last year’s pro_;ected
gain of 8.9.percent. For corporate profits, however, the current esti-
mate of growth—21 percent—is more than twice that whlch was
predicted—S8 percent.

Thus, on balance, California’s economic performance in 1983 met expec-
tations and, in some cases, was considerably better than predicted.

Table 24 summarizes how successful various forecasters were in predict-
ing California’s economic performance during 1983. Like the Department
of Finance, these forecasters as a group came quite close to projecting
employment growth but, because they predicted too high a rate of infla-
tion, they overestimated personal income growth. They also joined the
department in overstating unemployment and understating building per-
mits. Thus, on balance, the department’s track record, though far from
perfect, was at least as good as that of the other forecasters.
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Economic Improvement a National Experience

The economic turnaround California experienced in 1983 was also ex-
perienced by the nation’s economy generally. For instance:

o Real GNP in the fourth quarter of 1983 was 6.2 percent higher than
it was one year earlier, and well above the pre-recession peak level
reached in 1981.

o Pre-tax corporate profits surged by an estimated 16 percent, accord-
ing to the department. Private-sector forecasters believe that the
increase may have been even larger—about 20 percent. In contrast,
the level of profits nationally declined in 1980, 1981 and 1982, even
after adjusting for the effects on pre-tax profits of 1981 federal law
changes regarding the treatment of depreciation allowances.

Table 24
Accuracy of Economic Forecasts for California in 1983 °
Eeonomic Variables
“Real”  Civilian  Wage and Residential
Personal  Consumer Personal -~ Employ- . Salary  Unemploy- Building
Income Price  Income  ment Employment loyment Permits

Forecaster® Growth  Inflation  Growth®  Growth = Growth Rate - (thousands)
Department of Finance..  85% 44% 39% 1.5% 07%  102% 125
First Interstate Bank........ N/A N/A N/A N/A 07 N/A 110
Security Pacific Bank ...... 94 N/A N/A N/A 14 100 102
Bank of America ... 100 62 36 16 N/A 9.6 80
. 84 41 41 21 13 102 125
. 14 29 ‘44 0.6 02 - - 116 114
Commission on State Fi-
NANCE..oovvererenns erevesersrree 81 43 36 N/A 08 108 114
Average of “Other Fore- .
CASLETS” veerrnirrsnressarsenns 87 44 317 14 09 104 108
Actual eereveensrrrerss 69 18 50 13 10 97 162

# Defined here as personal income growth adjusted for inflation as measured by the California Consumer
Price Index. Actual 1983 “real” income growth is 2.9 percent (versus 5.0 percent) if the GNP Con-
sumption Expenditures Deflator is used to measure inflation.

b Forecasts as of approximately year-end 1982.

o Housing starts in 1983 averaged 1.7 million units, or well above the
postwar record low of 1.1 million units in 1982.

o Capacity utilization averaged slightly over 75 percent in 1983, up
from 71 percent in 1982. The gain was especially dramatic if the two
“fourth quarters are compared—69 percent in 1982 versus nearly 80
percent in 1983.
o “Real” disposable personal income rose 3.3 percent in 1983 versus
only 0.5 percent in 1982.

o Unemployment fell from 10.3 percent in December 1982 to 82 per-
cent in December 1983.
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Problems Still Remain

Despite the economic improvements which characterized 1983, the
California and national economies were far from completely healthy by
year-end. For example, real GNP was still only 3.2 percent higher than it
was in mid-1981, and unemployment was still above the annual averages
recorded during the late 1970°s and early 1980’s for both the state and
nation. Especially disturbing were continuing high interest rates. At year-
end, the prime rate was lodged at about 11 percent and the average
mortgage rate was at near 13 percent. Combined with the recent low rates
of inflation, this means that “real” interest rates were historically high, a
situation which tends to limit the growth potential for interest-sensitive
sectors of the economy such as housing and business investment. It is
especially disturbing that interest rates are so high, first because they
generally hit a low point at the close of a recession, and second because
of the large federal budget deficits “waiting in the wings.” Another prob-
lem facing the economy at year-end was the enormous foreign trade
deficit, which tends to drain jobs and income away from our shores. Thus,
although the economy ended 1983 apparently poised for continued expan-
sion in 1984, many economic problems remain to be solved.

The Economic Outlook for 1984 and 1985

Economic activity in calendar 1984 will account for abouit one-third of
current-year (1983-84) General Fund revenues and about two-thirds of
budget-year (1984-85) General Fund revenues. The remaining one-third
of budget-year revenues will be determined by economic conditions in
1985. Table 25 summarizes the Department of Finance’s economic projec-

tions for 1984 and 1985, for both the nation and California.

The Ncﬁon—Ei'punsion to Continve

The department’s economic forecast reflects the consensus view among
econornists that the expansion of activity which began in 1983 will contin-
ue through 1984 and into 1985. The pace of expansion, however, is project-
ed to taper off during this period. For the nation as a whole:

o Real GNP is projected to rise by 5.6 percent in 1984 and 3.2 percent
in 1985. The projected increase in 1984, if realized, will be the largest
increase since 1973 (see Chart 11).

o Pre-tax corporate profits are expected to post a 27 percent gain in
1984, followed by 16 percent rise in 1985. '

« Unemployment is expected to trend downward, averaging 8.1 per-
cent in 1984 and 7.7 percent 1985 (Chart 12). Despite this improve-
ment, however, the unemployment rate in 1985 will still be above that
experienced during the 1976-through-1981 period.




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

1983 1984 1985
Estimated Forecast Forecast
Percent Percent Percent
Level Change Level Change Level Change
A. The Nation )
GNP in  current dollars ...........cecee.s . $3,309.8 17% $36475 102% $3.9745 9.0%
GNP in 1972 dollars .......cccemmrerrrrvensens 1,536.8 35 1,623.2 56 1,6749 3.2
Personal income. 2,7404 63 2,993.1 92 . 32426 83
Corporate profits (pre-tax) ............... 2021 160 2574 - 213 299.7 164
Wage and salary employment (000) 89,985 04 93,540 39 95,691 23
Civilian employment (000)............. 100744 12 104393 36 106399 21
Housing starts (millions of units) ... L711 - 616 1,730 11 1632 56
New car sales (millions of units)...... 91 139 104 145 108 34
GNP price deflator (1972 = 100) .... 215.3 41 2247 43 2373 5.6

Consumer price index (1967 = 100) 298.7 33 3147 54 332.6 5.7
GNP consumption deflator (1972 =

100) 2133 39 223.1 46 234.6 - 52
Unemployment rate (%) .......cummes 96% — 81% — 11% -

Savings rate (%) " 49 — 52 - 5.0 -
Prime interest rate (%) ..o 108 - - 106 - 10.2 —
B. California

Personal income $332.1 69%  $3644 97%  $3949 84%
Wage and salary income .......cooeceunnr 205.1 12 2950 97 243.6 83
Wage and salary employment (000) 9,969 10 10,359 39 10,630 2.6
Civilian employment (000)................ 11,116 13 11,591 43 11,897 2.6
New car registrations (000) .............. 1010 186 1,110 99 1,155 4.1
Residential building permits (000) .. 162 935 170 49 155 -88
Consumer price index (1967 = 100) 299.8 18 317.8 6.0 3370 - 60
Unemployment rate (%) 97% — 9% — 16% -
Key elements of the state’s tax base: : :

—Taxable personal income® .......... $2809  66% 3099 103%  $3356 83%
—Taxable 5ales ... " 168.9 93 190.7 129 207.8 9.0
—Taxable corporate profits 285 238 360 264 422 17.0

2 Source: Department of Finance and the 1984-85 Governor’s Budget.

b Defined as total personal income plus social security contributions minus both transfer payments and
“other labor income.” This income concept historically has shown a strong ¢orrelation to adjusted
gross income reported for tax purposes in California.

o Employment growth in 1984 is expected to reach 3.6 percent for
civilian employment and 3.9 percent for wage and salary employ-
ment, both strong gains compared to the slight increases seen in 1983,
For 1985, milder gains of slightly over 2 percent are expected.

o Housing starts are projected to total 1.73 million units in 1984 and 1.63
million units in 1985. These levels are close to the 1983 rate (1.71
million units) and far in excess of the depressed levels achieved in
1980 (1.3 million units), 1981 and 1982 (1.1 million units in each year).
However, they remain well below the levels reached in the strong
housing years of the 1970’s, when housing starts exceeded 2 million
units on four different occasions.

o Car sales are forecast to reach 10.4 million units in 1984 and 10.8
million units in 1985. These levels compare favorably to those of the
strong years of the late 1970’s.
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California—Similar Expectations of a Continuing Upturn

Economists who study the California economy generally agree with the
department’s belief that the economic expansion will continue throughout
1984 and into 1985. Indeed, there is a strong possibility that the state’s
performance could be better than the nation’s, due to such factors as the
benefits California is sure to realize from increases in federal defense
spending. As shown in Table 25, the department’s forecast for California
indicates that:

Chart 13
Annual Growth in California Wage and Salary Employment
1973 through 1985 2
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2 sources: Department of Finance and Empioyment Development
Department. Data are estimated for 1983.

o Employment growth is projected to be 4.3 percent for 1984 and 2.6
percent for 1985, using the civilian employment series, and 3.9 per-
cent for 1984 and 2.6 percent for 1985, using the wage and salary
employment series. These rates exceed those projected nationally. As
shown in Chart 13, the rate of growth projected for California wage
and salary employment in 1984, if reached, would be the highest in
five years, although well below the “boom” years of 1976 through
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1979. The total number of new jobs projected for 1984 is 390,000,
compared to the 446,000 that were created in 1977, 600,000 in 1978,
and 465,000 in 1979.

o Unemployment is projected to fall from 9.7 percent in 1983 to 7.9
percent in 1984 and 7.6 percent in 1985. Chart 12 shows that Califor-
nia’s improvement in this area will be slightly better than the nation’s,
reflecting the more rapid rate of job growth expected in the state.
Even by 1985, however, unemployment still will lie above the levels
that prevailed in the late 1970’s.

o Construction activity is expected to improve slightly in 1984, with
170,000 new residential building permits issued. In 1985, however, the
department predicts a softening of activity, partly due to the fact that
interest rates will remain fairly high by historic standards. Again,
while these permit levels are ‘a welcome improvement over levels
achieved in the 1980 through 1982 period, they are well below. the
average level of 225,900 permits for non-recession years since 1968.

The implications of the current economic outlook for state revenues are
best seen in the forecast for those key California variables which most
affect the state’s major revenue sources. As shown in Table 25:

e Personal income is projected to rise by 9.7 percent in 1984 and 8.4
percent in 1985, as shown in Chart 14. When personal income is
adjusted for transfer payments and social security contributions so as
to roughly approximate “taxable” personal income, the increases
become 10.3 percent in 1984 and 8.3 percent in 1985. “Real” personal
income growth (that is, growth adjusted for inflation) is expected to
be moderately strong—4.9 percent in 1984 and 3.0 percent in 1985.

o Taxable corporate profits are forecast to rise 26 percent in 1984 and
17 percent in 1985, following declines of 7 percent in 1981 and 1.3
percent in 1982, and a rise of 21 percent in 1983 (see Chart 18). The
increases for these three years (1983, 1984 and 1985) are in sharp
contrast to the preceeding four years, and compare favorably to the
era of 20-percent-plus increases experienced from 1976 through 1978,
after the last recession ended. _

o Taxable sales are predicted to rise 13 percent in 1984 and 9 percent
in 1985. Because of moderate inflation, these gains will allow for strong
increases in “real” taxable sales, including 7.9 percent in 1984, which
would be the highest rise since 1977 (see Chart 17).

Inflcﬂon—-Moderate Increase Expected

Chart 15 shows the trend of inflation faced by consumers in the state and
nation during the past ten years, and the department’s projected rate of
inflation for 1984 and 1985.




Chart 14
Annual Growth in California Personal Income
1973 through 1985°
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Chart 15

Inflation Faced by Consumers in California and the Nation
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As Chart 15 and Table 24 show, the rate of inflation in California during
1983 was far better than what the department envisioned 12 months ago—
1.8 percent, versus 4.4 percent. The same good news occurred nationally
as the rate of inflation, although higher than the state’s, was at its lowest
level in 10 years. The exact reason why the state’s inflation rate was lower
than the nation’s is not yet completely clear, although a recent study by
the Bank of America indicates that the state did experience lower inflation
than the nation in such areas as transportation costs and home heating
fuels. Some of the difference in inflation rates undoubtedly is due to the
different weights which commodities get in the two consumer price in-
dexes.

As Table 26 shows, a major reason accounting for the unexpectedly
strong improvement in price stability during 1983 was the sharp decline
in unit labor costs (which are a prime determinant of the inflation rate),
brought about by the combination of improved labor productlv1ty and
reduced increases in hourly labor compensatlon

Table 26

Trends in Factors Influencing National Inflation
1980 through 1983

Labor Growth in Growth in Inflation Rate
Productivity  Hourly Labor Unit GNP Consumption
Year Growth:  Compensation - Labor Costs*® cr Deflator
1980...ivvrnirmnsivnmssisimniesienennes -0.7% 104% 11.2% 13.5% -10.2%
R 19 9.7 1 103 84
00 79 79 62 58
32 5.7 24 33 39

" Thea The a.n.nua.l change in unit labor costs is approximately equal to the difference between growth in hourly
labor compensahon and productivity growth.

Chart 15 shows that the department expects consumer inflation to trend
upwards a bit from here on out, averaging in the range of 4% percent to
5Y% percent nationally in 1984 and 5 percent to 6 percent in 1985, depend-
ing on the index used. For California; a 6 percent rate is forecast for each
year. Most other forecasters expect inflation to be in this same basic range.
The reasons why forecasters anticipate an upturn in inflation are (1) the
demand-side pressures that are expected to accompany an expanding
economy, and (2) somewhat smaller gains in labor productivity and thus
larger increases in unit labor costs.

Although rates of inflation in the 5 percent‘ to 6 percent range are
relatively moderate—and far better than what the U.S. experienced sev-
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eral years ago—we should still be concerned about inflation. As we
learned all too well during the 1970’s, inflation can quickly accelerate if
monetary growth is not carefully controlled, or if outside shocks, such as
disruptions in the supply of oil, occur. Furthermore, a 6 percent inflation
rate is not particularly low in an historical context. At this rate, prices will
double in less than 12 years, and can result in problems such as unintended
income redistributions, instability in financial markets, and high interest
rates, especially if the inflation is not anticipated by workers, firms, inves-
tors and households. Thus, controlling and reducing inflation should re-
main a top priority of the nation’s economic policymakers.

Interest Rates—Future Trend Uncertain

No two topics related to the economy have received greater attention
during the past several years than interest rates and the federal budget
deficit.

Chart 16 shows that interest rates fell during 1983 but still are at histori-
cally high levels. This is especially true of “real” interest rates (that is,
interest rates adjusted for inflation) . Most economists believe that interest
rates currently are higher than they “should be”, based upon such factors
as demand and supply for credit and the rate of inflation. Although these
economists have offered a variety of possible explanations for the high
rates—including fears of a new inflation surge and the impact that federal
budget deficits in the future are likely to have on the capital markets—
there is no consensus as to exactly what the real causes of today’s high
interest rates are.

What is clear, is that continued high interest rates will result in less of
certain types of economic activity. In many cases, the types of economic
activity most affected by high interest rates are those very types that are
important to the continued health of the economy, such as business invest-
ment. In addition, high interest rates are a major cause of our foreign trade
problems, since they draw in foreign capital to the U.S., thereby raising
the value of the dollar and reducing the demand for our exports.

Chart 16 shows that there is a lack of agreement regarding the likely
course that interest rates will take in 1984 and 1985. The Department of
Finance forecasts that rates will decline in both years, reflecting its as-
sumption that financial markets can accommodate both the private sec-
tor’s and the federal government’s borrowing needs without a serious
“clash” between the two. Certain other forecasters—such as Chase Eco-
nometrics and Data Resources—believe that interest rates will rise in 1985
and, in Chase’s view, 1984 as well. Were this to occur, the department’s
economic forecast, and thus its revenue estimates, would probably have
to be revised downward.




71

Chart 16 ) a
Trends in interest Rates —1973 Through 1985
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represents commitment rate series for conventionai loans.

The question of what will happen to interest rates is the major element
of uncertainty in the economic outlook.

Federal Budget Deficits Cloud the Future
The Congressional Budget Office recently reported that it expects the
federal budget deficit to remain in the range of $200 billion to $300 billion
_through 1989. Countless predictions have been offered recently of what
the economic implications of this unpleasant fact might be. As discussed
earlier, some economists believe that these deficits eventually will cause
interest rates to rise above their already-high levels, thereby stunting
near-term economic growth and investment, which in turn could lead to
an economy with lower productivity and higher inflation in future years.
Other economists maintain that much of the concern about deficits is
overstated, and that the economy will somehow “learn to live with them.”
‘These economists also argue that, thus far, the federal budget deficits may
have actually benefitted the economy, by generating demand for produc-
tion and jobs while the private sector was weakened by the recession.
They also point to the fact that one reason for the deficits is the generous
federal tax benefits that were enacted in 1981 and 1982, which themselves
should aid the private sector.

The truth about the deficit problem is that no one really knows at this
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- time exactly what these deficits will do to the economy. This is partly
because we have never experienced a deficit problem of this magnitude
and in these circumstances before. We are convinced, however, that as the
recovery proceeds, the economy would be healthier without these deficits
than with them. In any event, the implications of unprecedented federal
budget deficits is a second major cause of uncertainty regarding the eco-
nomic outlook. '

Finance Versus Other Forecasters

Tables 27 and 28 compare the Department of Finance’s national and
California economic forecasts for 1984 with those which were made by
other -economists at approximately the same point in time (year-end
1983). The department’s economic forecast is about where those of most
other public and private forecasters were when the department prepared
its forecast (November-December 1983). Since then, some forecasters
have revised their projections downward a bit, based upon such factors as
the greater-than-expected weakness in the U.S. trade balance and the

- lower-than-predicted real GNP growth in the fourth quarter. Neverthe-
less, the department’s forecast is not out of line. Most forecasters still
envision the same type of economic performance in 1984 that Finance
does—fairly moderate growth in real output and employment, moderate
inflation, large gains in corporate profits, a slowly but steadily declining
unemployment rate, and moderately strong home building activity.

, Table 27 :
Comparison of 1984 National Economic Outlooks of
Selected Forecasters

Percent Change in:

Real Un- New - Housing

Consumer Before Disposable employ- Car Sales . Starts

Real ~ GNP  Price Tax  Personsl ment (millions (millions

GNP  Prices Index Profits® Income - Rate ~ ofunifs) ' of units)

Department of Finance ... 56% 43%  54% 213% - 47%° 81% 104 173
Other Forecasters® :

54 41 49 20 44 81 . 104 L7
55 49 5.1 236 47 82 100 173
44 39 39 196 48 80 99 161
5.6 47 54 285 47 78 103 L6
48 54 56 320 27 81 100 168
45 49 49 - 41 87 103 168
5.0 53 58 256 39 84 101 163

Crocker Bank.......ouw
First Interstate Bank .

Conference Board ... 55 46 58 301 - 80 102 176
Chase Econometrics... 52 49 49 2.0 44 80 103 171
Bank of America.............. 5.6 5.1 49 24 45 82 - 104 L7

Coramission on State Finance.......... 54 47 49 280 44 82 104 173
Blue Chip Consensus® ... 53 41 50 47T 52 80 103 1M

Average of “Other” Forecasters... - 52%  48%  51%  9%55%  43% 81% 102 1T

® Most forecasters have reported this series as computed without the inventory valuation adjustment.
Forecasts as of approximately year-end 1983.
¢ Computed by deflating total disposable personal income by the U.S. Consumption Expenditures Defla-
tor. Real disposable income growth would be 3.9 percent using the Consumer Price Index.
Consensus forecast for approximately 40 private sector forecasters coliected monthly by Eggert Econom-
ic Enterprises, Inc.
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Table 28

Comparison of 1984 California Economic Outlooks of
: Selected Forecasters

Percent Change in:

Wage Residential

Real  Civilian and  Unemploy- Building
Personal  Consumer Personal. Employ-  Salary  ment  Permits
Income  Prices® Income®  ment Jobs Rate  (thousands)

Department of Finance ... 9.7% 6.0% 35% 43% 3.9% 79% 170

Other Forecasters® :
First Interstate Bank ..o 102 58 43 - 39 - 143
i i " 46 64 37 35 87 146

5.3 48 45 - 88 191

] 51 54 45 45 83 175

UCLA 109 5.1 55 48 43 85 190
Commission on State Finance....... 104 41 54 34 48 84 _166

Average of “Other” Forecasters.. 107% 5.1% 5.3% 42% 42% 85% 169

& As measured by the California Consumer Price Index (CCPI). Inflation projection comparisons show
that the Department of Finance forecast is closer to the other forecasters when alternative consumer
price measures are used. For example, if U.S. GNP Consumption Deflator is compared, the projec-
tions are 4.6% for the department, 4.7% for Crocker Bank, 4.6% for UCLA, and 4.5% for the Cornmis-
sion on State Finance.

b Defined as personal income growth adjusted for CCPI inflation. If the U.S. GNP Consumption Deflator
is used to adjust personal income, the department’s projected “real” personal income growth remains
below that of most of the other forecasters, but by less than when using the CCPI. For example, the
department’s projection using the GNP measure is 4.9%, compared to 5.8% for Crocker Bank, 6.0%
for UCL.A, and 5.6% for the Commission on State Finance.

¢ Forecasts as of approximately year-end 1983, corresponding to when the Department of Finance con-
structed the economic assumptions on which its revenue projections are based.

Consumer price inflation forecast unavailable for California; figure represents U.S. consumer price
inflation. .

The department’s forecast for California does differ from what other
forecasters are predicting in one important respect: the department ex-
pects a somewhat lower rate of personal income growth, reflecting a lower
projected rate of “real” income growth. Even so, the department’s projec-
tions for employment growth and housing activity in the state are compa-
rable to those of the other forecasters. Thus, while there is some evidence
that Finance’s California forecast is a bit conservative when compared to
those of other forecasters, we believe that the general story told by all of
the forecasters is pretty-much the same, and that the differences are not
such as to suggest the department’s forecast is “out-of-line.” This is espe-
cially so, given that a number of economists recently have revised their
figures down a bit.

In short, we believe that the department’s economic forecast at this
point in time is as reasonable as anyone’s. This is not to say, of course, that
the Legislature can be confident that the forecast will, in fact, prove to be
accurate. In fact, the odds are low that any of the forecasts shown in Tables
27 and 28 will be exactly on target. There is simply too much uncertainty
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regarding the future for anyone to be confident about any forecast. What
we are suggesting is simply that the department’s economic forecast ap-
pears to be neither excessively optimistic nor excessively pessimistic, rela-
tive to the views of the economic forecasting community at large.

PRIOR YEAR (1982-83) REVENUES

Table 29 summarizes General Fund revenue collections in 1982-83.
These receipts totaled $21,233 million, an increase of $312 million (1.5
percent) over 1981-82.

The rate of growth in revenues during 1982-83 was extremely weak by
historical standards. For example, over the period 1970-71 through 1981-
82, General Fund revenue growth averaged 15 percent per year, and was
_ never less than 4.7 percent—more than three times the 1982-83 rate. As
Table 29 shows, during 1982-83:

e Sales and use taxes increased 1.2 percent or $94 million;

Personal income taxes rose 3.1 percent, or $230 million;

Bank and corporation taxes fell 4.3 percent, or $113 million;
Interest income fell 25 percent, or $83 million;

Transfer income to the General Fund fell 31 percent, or $337 million;
Collections from all other sources, including the remaining taxes and
licenses fees, rose 29 percent, or $521 million.

Revenue Enhancements ($1.5 billion) Exceeded Loss in Revenue Base ($850
million)

During 1982 and 1983, bills enacted by the Legislature, together with
certain other factors, had the effect of increasing 1982-83 revenues by
more than $1.5 billion over what they would have been otherwise. Specifi-
cally:

o Tax Collections Were Accelerated. These accelerations totaled
about $574 million, mcludmg $227 for the insurance tax, $55 million
for the personal income tax, $169 million for the sales and use tax, and
$123 million for the bank and corporation tax.

o Interest Penalties on Delinquent Taxes Were Raised. These pen-
alties brought in about $79 million in additional revenues from the
personal income tax, the sales tax, and the bank and corporation tax.

o Revenues Were Transferred From Special Funds to the General
Fund. As a result of actions taken in both 1982 and 1983, General
Fund transfer income was raised by $746 million. The additional funds
primarily came from the state’s tidelands oil and gas revenues (which, -
prior to 1981-82, generally had been deposited in special funds to
support a variety of capital outlay programs) and from the Vehicle
License Fee Account (which normally would have gone to local gov-
ernments).

" o. Other factors accounted for $122 million in additional revenues, in-
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cluding $80 million froma change in the federal tax treatment of “cost
recovery” oil.

Table 29
General Fund Revenues in 1982-83
By Source
(in millions) °
Percent
Change
in the
Absence
Actual Actual Change of Special
Income Source 1981-82  1982-83° Amount Percent Factors®®
Three major taxes:
Sales and. use tax $7,549 $7.643 $94 12% 12%
Personal income tax...... 7,483 7,713 230 31 75
Bank and corporation tax.... 2,649 2,536 ~113 —-43 -79
Other major taxes and licenses... 1,372 1,687 315 23.0 19.6
Total, major taxes and licenses ...  $19,053 $19,579 $526 2.8% 3.8%
Interest NCOME ......c.uuerervvmnsrsssmnsrecssernsceses 336 253 -8 —24.7 ~24.7
Transfers 1,079 742 -337 =312 -56
Other TEVENUES ......uucvrrvvenniosrssrssssesnarerens 453 659 206 455 163
Totals, General Fund Revenues -
and Transfers ... $20,921 $21,233 $312 1.5% 3.5%

! 8 Detaxls may not add. to totals due to rounding.
i b State of California 1981-82 Annual Report, Ca.hforma State Controller.
. © 1984-85 Governor’s Budget.
' d Special factors combined to produce a net revenue gain of about $1.1 billion in 1981-82. Of this amount,".
- one-time transfers‘and revenue enhancements in 1981-82 totalled approximately $1.3 billion and
included (1) $179 million increased transfers and other revenues associated with Ch 101/81 (SB 102),
(2) $400 million in transfers associated with the 1981 Budget Act, (3) $25. million in U.C. profit
transfers, (4) $399 million in increased sales tax, personal income tax and bank and corporation tax
revenues associated primarily with tax accelerations and interest penalties under Ch 2x/82 (AB 6x),
Ch 4x/82 (AB 7x);Ch 5x/82 (AB 8x), and Ch 113/82 (AB 1253), and (5). $322 million in increased
transfers under the 1982 Budget Act and trailer legislation. In addition, General Fund federal revenue
sharing transfers declined from $276 million in 1980-81 to $179 million in-1981-82, or by $97 million
and Ch 634/80 (AB 2092) reduced inheritance and gift tax receipts by approximately $109 mxlhon in
1982-83.
®Special factors combined to produce a net revenue gain of about $675 million in 1982-83. This gain
includes about $1.5 billion in increased General Fund monies, including (1) $133 million in tax
accelerations and $297 million in special funds transfers (primarily tidelands oil revenues) under .Ch
10x/83 (AB 28x) , (2) $449 million in special fund transfers and $454 million in tax accelerations and
related provisions under the 1982 Budget Act and trailer legislation, (3) $108 million in continuing
effects under Ch 2x/82, Ch 5x/82 and Ch 115/82, and (4) other factors worth $80 million. Offsetting
these gains were revenue losses of $222 million due to full income tax indexing (Proposition 7, June
1982),.$348 due to phase-out of the inheritance and gift taxes under Ch 634/80 and Proposition 6 (June
1982), and $276 million due to termination of the federal revenue sharing program for states. Percent
- changes shown in table do not fully account for certain reclassifications of revenues between the
“other revenue” and “transfers” categories.

This $1.5 billion in 1982—83 revenue enhancements ekceeded by hearly
$230 million the $1.3 billion in revenue enhancements provided for in
1981-82 (See Table 22).

Partially offsetting these enhancements were three major factors which
reduced the revenue base by nearly $850 million.

o Phasing-Out of Inheritance and Gift Taxes. Revenues from these
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~ taxes were reduced by $347 million under the provisions of Ch 634/80
(AB 2082) and Proposition 6 (June 1982).

e Permanent Full Income Tax Indexing. Proposition 7 (June 1982)
indexed the state’s marginal personalincome tax brackets by the full
change in the California Consumer Price Index each year. This result-
ed in a revenue reduction of $222 million.

e Termination of Federal Revenue Sharing. For the first time since
197273, the General Fund received no federal revenue sharing trans-
fers, reflecting termination of the revenue sharing program for states.
In 1981-82 the state received $179 million in shared revenues and,
prior to that, nearly $280 million annually.

This $850 million paring of the 1982-83 General Fund revenue base ex-
ceeded by more than $600 million the paring that occurred in 1981-82.

The combined effect of the revenue enhancements and revenue base
reductions in 1982-83 was a net gain to the General Fund of $675 million.
Even so, the improvement was less than the $1.1 billion picked up in
1981-82 as a result of special factors.

Weak Underlying Revenue Growth Trend

When adjustments are made for special factors in both 1981-82 and
1982-83, Table 29 shows that the rate of growth in General Fund revenues
during 1982-83 was 3.5 percent (over $700 million) — the lowest rate in
over 12 years. The major factor responsible for this weakness in the under-
lying revenue growth trend was the recession, which did not “bottom out”
until year-end 1982. Especially important in slowing the growth rate were
1982 drops in corporate profits (—1.3 percent) and taxable sales (—0.4
percent).

Poor Economy Caused Huge Downward Revenue Revisions

Table 30 shows how the Department of Finance revised its revenue
forecast for 1982-83 between the initial forecast in May 1981 and the end
of the fiscal year. The table indicates that:

s Actual revenues were nearly $3.9 billion fess than the original esti-
mate (May 1981) due strictly to weaker-than-expected economic per-
formance. ;

¢ Actual revenues were Jess than the estimate presented in the Gover-
nor’s Budget (January 1982) by over $2.3 billion, or 11 percent. This
shortfall, which excludes the effects of law changes in 1982 and 1983,
reflects the total downward adjustment of nearly $3.9 billion, minus
the over $1.5 billion midyear adjustment for 1982-83. For individual
taxes, the downward adjustments amounted to over $1.1 billion for the
sales and use tax, $188 million for the personal income tax, and over
$1 billion for the bank and corporation tax.

o Actual revenues were more than $1.1 billion, or 5.3 percent, Jess than




Table 30
General Fund Revenues and Transfers
in 1982-83
History of Department of Finance Estimates
{in millions) °

FEeonomics-related Hevmons Revisions due to Law Changes

Ongmal Revisions -~ Revisions : 981 1982 1982 1983

 Estimate in wmg during  January Legis- Legis-  Ballot  Legis-
Revenue Source May 1981 1982 1983° 1984 Totals  lation lation® Initiatives lation® Totals  Actual
Bank and corporation tax $3,755 —$989 —$364  —$20 -$1382 $34 $75 — $54 8163 $2536
Personal income tax 8,670 . —894 ~60 107 —847 -1 68 —g2f 45 10 7,713
Sales and use tax 9,060 ~79 -793 -3 —1,591 — 140 - 4 174 7,643
Other taxes. 1,558 —56 86 -5 % 2 27 —145¢8 - 104 1,687
Total Taxes $23043  —$2734 81,131 $70  —$3795  $55 $510  —$367 . $133 $331  $19,579
Interest income 375 -7 —48 -3 -122 —_ - — — S —_ 253
Other revenue 397 139 - 2 —11 1 - 132 _ _— 132 659
Total Revenues ; $23815 42666  —$LIT7 $56 - —$3,787 55 $642 - $133 $463  $20,491
Transfers 60 -53 9 ~20 . 449 — 297 746 742

Totals, General Fund Revenues and Trans- : .
fers ; $23,875 —$2,728 —$1,168 " $36 ~$3,851 $55 $1,091 —$367 $430 $1,209

$21233

2 Details may not add to totals due to roundmg
b Revisions during 1982 included —$1,506 million in January 1982, ~$805 million in March 1982, and $408 million in May 1982.
M Revnsxons during 1983 included. —$1,383 million in January 1983, and $215 million in June 1983.

4 1982-83 revenue effects from 1982 legislation included (i) $108 million from various tax accelerations and delinquent tax provisions under Ch 2x/82 (AB 6x), Ch 5x/82
(AB 8x), and Ch 115/82 (SB 1253), (ii) $903 million from tax accelerations ($377 million), transfers ($449 million) from sources such as the Vehicle License Fee
Account and the California Water Fund, and other provisions ($77 million) of the 1982 Budget Act and Ch 327/82 (SB 1326), and (iii) $80 million from a change
in the federal tax treatment of “cost recovery” oil.

© Revenus effects from Ch 10x/83 (AB 28x) including (i) $133 from tax accelerations and other tax enhancement provisions and (it) $297 million from transfers (primarily
tidelands oil related monies).

f Proposition 7.on the June 1982 ballot (permanent “full” income tax indexing).

& Proposition 6 on the June 1982 ballot (elimination of the inheritance and gift tax and imposition of the estate “p:ckup” tax):
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the May 1982 revenue revision provided to the Legislature just before
it acted on the 1982-83 budget.

o Actual revenues were $251 million, or 1.2 percent, more than the
midyear estimate released in January 1983 as part of the 1983-84
Governor’s Budget. This reflects the fact that economic activity final-
ly started to “perk-up” in the first quarter of 1983, when the recovery
began.

Table 31 compares the department s revenue estimating errors for 1982
-83 to those over the preceding nine-year period, beginning with 1973-74.
The table indicates that the revenue estimating error associated with the
initial budget estimate for 1982-83 was the largest in history, both in dollar
and percentage terms, while the estimating error in May was second only
to the preceding year’s revision in dollar terms.

The estimating error reflected in the May Revision is especially signifi-
cant because the May estimate was the basis for legislative action on the
1982-83 budget. It was this inability in May 1982 to foresee the downward
trend in revenues that, more than any other factor, necessitated the enact-
ment in early 1983 of tax accelerations and special fund transfers in order
to reduce the size of the June 30, 1983 General Fund budget deficit. The
size of these downward revisions in the revenue estimate illustrate the
tremendous impact which the recession had on the state’s fiscal position.

Table 31

General Fund Revenue Estimating Errors Due to Economics Related Factors
1973-74 through 1982-83 °

Errors made in
. Original ' Errors made Errors Made
January Budget® In May® in Midyear*
Dollar Dollar Dollar
Error Percent® Error Percent® Error Percent®
—$205 —-29%  —$184 —-26%  —-$243 ~35%
—697 -81 —329 -37 —166 -19
—459 —48 —621 —65 —451 —47
—1,011 -98 -9 —64 —304 -35
-1,339 98 —966 -1 -3l —24
974 —64 —780 _51 —9220 ~14
—680 -38 ~502 —28 —o04 —11
283 15 b1l L5 80 04
1,345 6.4 1,596 75 723 34
2,345 11.0 1,132 53 —251 . -12

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

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

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

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

e * Exror as a.percent of actual revenues.
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Prior to 1980-81, there was much concern in the Legislature over the
department’s persistent tendency to underestimate revenues—often by
significant amounts. Some felt that these underestimates reflected an in-
herent conservative bias in the department’s economic forecasting and
revenue-estimating procedures. Given the record for 1980-81, 1981-82 and
1982-83, no such bias would seem to exist. Put another way, the state
cannot count on any significant revenue “windfalls” as a result of any
conservative bias in revenue estimates.

What does seem to have happened in the past is that the department
has underestimated the economy’s strength during economic upturns and
its weakness during economic downturns. Thus, errors in revenue fore-

~ casts would appear to stem from the difficulty of accurately predicting the
pattern and amplitude of the business cycle, rather than from any inher-
ent revenue estimating bias. This difficulty, and the results that follow
from it, are characteristic not only of forecasts made by the Department
of Finance, but of those made by economic forecasters generally.

CURRENT YEAR (1983-84) REVENUES

Net Effect of Special Factors Turns Negative

Table 32 summarizes the Department of Finance’s General Fund reve-
nue projections for 1983-84. The table indicates that General Fund reve-
nues in 1983-84 are estimated to total nearly $23.4 billion (a gain of $2.1
billion, or 10 percent). The total includes $8.6 billion from the sales and
use tax (a 12 percent gain), nearly $9 billion from the personal income tax
(a 16 percent gain) and $3.2 billion from the bank and corporation tax (a
28 percent gain). Partly offsetting the gains from these three main tax
sources is a decline of $577 million (34 percent) in revenues from the
remaining major taxes. As discussed below, however, this reduction is not
indicative of any fundamental weakness in this revenue category.

As with both 1981-82 and 1982-83, the 1983-84 projections reflect a wide
range of special revenue-influencing factors which produce a distorted
picture of the underlying growth trend in the state’s General Fund reve-
nue base. The interesting thing about these special factors in 1983-84 is
that their net impact on revenues is negative (by $200 million), as opposed
to the positive net effects that special factors had on revenues in 1981--82
($1.1 billion) and 1982-83 ($675 million).

The net effect of special factors on revenues in 1983-84 reflects:

o Increasesin revenues of over $1.3 billion, due to such factors as ongo-
ing and newly enacted tax accelerations, and transfers of special fund
monies to the General Fund.

o Decreases in revenues of over $1.5 billion, due to the second year of
the insurance tax acceleration, 1982 ballot initiatives which extended
full income tax indexing and repealed the inheritance and gift tax, and
the absence of federal revenue sharing monies.




Table 32
General Fund Revenues, by Type
1983-84
{in millions) °
Percent Change
in the Absence
Actual  Estimated Change of Special
Revenue Source 1982-83®  1983-84®  Amount  Percent Factors®
Three major taxes:
Sales and USe taX ......c.cccrrmmnrcereernerrerinns $7,643 $8,575 $932 122% 14.0%
Personal income tax ......... 7,713 8,950 1,237 160 164
Bank and corporation tax ..... 2,536 3240 704 218 260
Other major taxes and licenses .......... 1,687 1,110 -577 ~342 48
Total, major taxes and licenses..... $19,579 $21,875 $2,296 11.7% 15.5%
Interest iNCOME .....couvcuriverrsnnsrrssecrivessonss 253 240 -13 -5.1 =51
Transfers 742 43 —299 —-40.3 5.1
Other revenues : 659 810 151 22.9 —46
Totals, General Fund Revenues
and Transfers ......mssceens $21,233 $23,368 $2,135 10.1% 14.6%
 Details may not add to totals due to rounding,
b 984 85 Governor's Budget.

¢ Special factors combined to produce a net revenue loss in 1983-84 of about $200 million. (This excludes

a $166 million revenue gain under Ch 323/83 (AB 233) from using the “old” CPl instead of the “new”
CPI in June 1983 for income tax indexing adjustments. The “old”” CPI was the appropriate index to
use from an economic perspective, and thus this law change had no impact on the underlying revenue
growth rate.) The net loss was the combined effect of (1) a revenue gain of over $1.3 billion due to
(a) $479 million under the 1982 Budget Act and trailer legislation, (b) $84 million under SB 813 (Ch
498/83), (c) $388 million under Ch 983/83 (AB 895), (d) $17 million under Ch 10x/83 (AB 28x), and
$300 million from other factors; and (2) a revenue reduction of over $1.5 billion due to (a) $450 million
from full income tax indexing (Proposition 7, June 1982), (b) $680 million from phasing-out the
inheritance and gift taxes; (c) $276 million from termination of federal revenue sharing for states, and
(d) $112 million for the second year effect of the insurance tax prepayment rule changes under Ch
327/82 (SB 1326). See footnote to Table 29 for a listing of special factors affecting 1982-83 revenues.

Underlying Growth Trend Strengthens
‘Table 32 shows that when an adjustment is made for the impact of

special factors (special fund transfers, tax law changes, and so forth), the
underlying trend in revenue growth during the current year is a healthy
14.6 percent, or well above the actual 10.1 percent rise. Two factors ac-
count for this strong underlying growth trend:

o First, and most important, the economy is once again expanding, and
expanding with it are the major components of the state’s tax base.
o Second, the California Consumer Price Index actually declined over
the period June 1982 to June 1983, causing the indexing provisions of
current law to have a “reverse” effect—increasing the income tax
liabilities of taxpayers in 1983, relative to what they would have been
in the absence of indexing. As a result, the growth of income tax
collections relative to the growth of income itself is higher than nor-

mal.
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Revenue Revisions Reversed Course, Turned Upward in June 1983

Table 33 presents the history of General Fund revenue estimates for .
1983-84. The table shows that a weaker-than-expected economy caused
revenues to be revised downward by nearly $2 billion between June 1982
and April 1983. Since that time, however, revenues have been revised
upward by a total of $604 million, due to stronger-than-expected economic
conditions. This is the first time since January 1980 that the midyear reve-
nue revision has been positive. These recent upward revisions are espe-
cially good news, given that the department’s January 1983 economic
forecast for 1983 and 1984 had already assumed a moderate economic
recovery and subsequent expansion.

Latest Cash Flow Data Support Economic Projections

January 1984 was the latest month for which data on General Fund
revenue collections (“agency cash™) were available before this analysis
went to print. During January, preliminary data indicate that revenue
collections for the major General Fund taxes and licenses were $53 million
above the forecast for January contained in the 1984-85 Governor’s
Budget. Because receipts in December 1983 for these taxes were $62
million below the budget estimates, combined receipts for the two months
were $9 million lower than projected. This represents a shortfall of only
0.2 percent. Combined December and January receipts for non-tax-reve-
nue sources were also below the budget estimates. However, after taking
account of a variety of cash-flow factors which affect the timing of revenue
receipts, it appears that the performance of total revenues is thus far
pretty much in line with the estimates. For example, the collective per-
formance of sales tax receipts, combined income tax withholding and
declarations, ‘and profits tax prepayments is pretty much consistent with.
the department’s economic forecast. Thus, while reported revenue collec-
tions were a bit below the projections, there is no evidence as yet to cast
doubt on the projections themselves.

Revenue Picture Still Uncertain

We have taken the Department of Finance’s economic assumptions and
inserted them into our own revenue estimating equations in order to
determine whether the revenue forecast for 1983-84 is consistent with the -
department’s economic forecast. In general, we conclude that it is. Our
computations suggest that, if the department’s economic forecast is accu-
rate, current-year revenues could be a bit higher—perhaps $220 million—
than what Finance estimates. This is not a significant difference (less than
1 percent of the revenue estimate), given the complications involved in
estimating revenues and the fact that we are dealing with over $23 billion
in collections during the current year.

The 1983-84 revenue picture, however, is still subject to change. Over




Table 33
General Fund Revenues and Transfers
in 1983-84
History of Department of Finance Estimates
(in millions) °

Economics-Related Revisions

Original January

Estimate  January® April® June®  January 1983  Others 1984

Revenue Source June 1982° 1983 1983 1983 1984 Totals  Legislation® Factors Totals
Bank and corporation tax $3,.240 —$440 $55 —$40 $288 —$137 $45 $92° $3,240
Personal income tax 83810 -210 —56 310 —140 —96 - 236 — 8,950
Sales and use tax 9475 —1,022 -103 51 150 —924 24 — 8,575
Other taxes 1,290 -170 —6 1 -13 —188 8 - 1,110
Total taxes $22.815 —$1,842 —$110 $322 $285 —$1,345 $313 $92 $21,875
Interest income 350 -9 — -19 5 -10 - — — 240
Other revenue 500 70 — 13 — 83 27 - 810
Total revenues $23,665 —$1,868 —$110 $316 $290 -$1,372 $540 $92 $22,925
Transfers 5 — — 4 —6 -2 440 = 443
Totals, General Fund Revenues and Transfers ........ $23,670 —$1,868 —$110 $320 $284 —$1,374 $980 $92 $23,368

*June 1983 estimate .updated in November 1983 for law changes. .

b Excludes the effect of General Fund revenue augmenting proposals contained in the 1983-84 Governor’s Budget. These included (i) $10 million in bank and cofporation
taxes-and $110 million in personal income taxes from repeal of the solar and energy conservation tax credits, (ii) $192 million in tidelands oil revenues, and (iii)
transfers to the General Fund of $300 million from the Vehicle License Fee (VLF) Account, $42 million from the Transportation Planning and Development (TP&D)
Account, and $23 million from the Driver Training Penalty Assessment Fund. In total, these proposals amount to $677 million.

¢ Excludes $380 million in increased revenues associated with the Governor’s efficiency team recommmendations, $149 million in additional gains from changes recommend-
ed in Finance letters, and $9 million for proposed sales tax acceleration and payment-due-date changes.

4See Schedule 2 in Impact of Financial Legislation on Revenues and Expenditures, 1983-84 and 1984-85, California Department of Finance. Revenue effects include
(i) $17 million primarily in tax accelerations under Ch 10x/82 (AB 28x), (ii) $388 in VLF transfers under Ch 983/83 (AB 895), (iii) $84 million from state conformity
to the 1982 federal TEFRA provisions, and (iv) $497 million under the 1983 Budget Act and trailer bill Ch 323/83 (AB 223). The latter amount includes $215 million
in tidelands oil and gas revenues as a gain in the “other revenues” category. An additional $19 million in unanticipated tidelands oil revenues has been factored
into the January 1984 economics revision column.

¢ Includes $47 million for court cases and $45 million for state revenue gains resulting from the 1982 federal TEFRA provisions regarding extended contract reporting,

@8
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$11 billion in revenue collections are needed between February and June
in order to reach the total projected for 1983-84, and economic conditions
during the first half of 1984 can exert a considerable influence on the level
of collections. Thus, the development of alternative revenue estimates,
based on different economic scenarios, is important in order to facilitate
the Legislature’s fiscal planning, especially given that the Governor’s
Budget projects only a $100 million unrestricted General Fund surplus for
June 30, 1984 (or less than 1 percent of anticipated collections during the
February-to-June period).

The budget suggests that current-year revenues could differ from the
department’s estimate by anywhere from plus 2.9 percent ($600 million)
to a minus 2.7 percent ($550 million). This is certainly possible, given the
size of past revisions to the midyear estimates, as shown in Table 31. The
margin for error, coupled with the absence of any significant reserve for
absorbing revenue shortfalls or expenditure overruns in 1983-84, makes it
important that the department continuously review its 1983-84 revenue
forecast in the coming months, as additional economic and revenue data
become available, and alert the Legislature to any significant changes in
the outlook.

BUDGET YEAR (1984-85) REVENUES

Table 34 presents the department’s estimates of state revenues for 1984~
85. Total state revenues in the budget year are projected to reach $30,444
million, a gain of 12.1 percent ($3,284 million) over 1983-84, or about the
same percentage gain as in the current year (11.8 percent). Of the reve-
nue total, about 85 percent represents General Fund revenues and 15
percent represents special fund revenues.

General Fund Revenves

As shown in Table 34, General Fund revenues in the budget year are
forecast to reach $25,826 million, a gain of $2,458 million (11 percent). The
1984-85 amount includes nearly $9.9 billion in personal income taxes (a
gain of 10 percent), $9.6 billion in sales and use taxes (a gain of 12 percent),
and nearly $4.3 million in bank and corporation taxes (a gain of 32 per-
cent). These healthy growth rates reflect the department’s forecast of an
expanding economy throughout 1984 and the first half of 1985.

Actual Revenue Growth Understates Underfying Reveﬁue Trend

Because of the numerous revenue-enhancing measures, special fund
transfers, and various other special factors affecting revenues in recent
years, the percentage rates of increase for 1984-85 revenues shown in
Table 34 do not give a valid picture of the underlying growth in either the
total revenue base or many of its individual components. To do so, one
must adjust revenues. for such factors as tax accelerations, special fund
transfers, ballot initiatives, and other tax law changes, and determine what
revenue-growth would be like in their absence.




Table 34

State Revenue Collections
1982-83 through 1984-85
{in millions) °

Change

Actual Estimated  Projected - 1983-84 to 1954-85
General Fund 1982-83 1983-84 198485  Amount  Percent
Taxes:

Sales and USe .......ccomimmmrsnsssssisssessnss $7,643.1 $8,575.0 $9,6000  $1,025.0 12.0%
Personal income" ..... 71127 8,950.0 9,860.0 910.0 102

Bank and corporation .. 2,536.0 3,240.0 4990.0 1,050.0 324
Inheritance and gift ©.....cooeeiemnnenns 489.6 1075 46.5 —61.0 —56.7
Insurance 7369 4420 615.0 173.0 301
Cigarette 190.6 1855 1800 -85 =30
Alcoholic beverage ......miveerrmmsces 136.2 1373 136.8 —0.5 0.4
Horseracing 105.3 1180 1140 —40 -34
Estate 28.3 1200 140.0 20.0 167
Total Taxes $19,578.8 $21,875.3 $249823  $3,107.0 142%
Other Sources:
Oil and gas revenues ... 1482 2586° 169 ~2417 -935
Health Care Deposit Fund............. 292.5 3080 3148 6.8 22
Interest on investments.... 252.6 2400 2849 4.9 18.7
Other revenues ......... 219.0 2432 197.5 —45.7 —188
Transfers 742.1 4426 29.1 —4135 —934
Totals, General Fund.........ccccorveen $21,233.2 $23,367.6 $258255  $24579. 105%
Special Funds
Motor Vehicle: f
Fuel tax 928.6 1,1740 1,097.0 -710 —6.6
License fee (in lieu) & .....ccooccnne 789.3 1,029.0 1,2244 1954 19.0
Registration, weight and miscel-
Taneous fees....iuwmrmmeermmma 826.8 868.0 9100 4.0 48
Subtotals, Motor Vehicle .......... $2,544.7 $3,071.0 $3,2314 $160.4 52%
Other Sources:
Oil and gas revenues .........eonne 3436 1404 383.2 2428 1729
Sales and use ™ ...ooevn. 1523 1590 1330 -2%0 —164
Interest on investments.... 76.9 833 9.8 2.3 28
(O:1:51 (11 Y 7). S—— 90.0 79.5 710 ~25 -31
Other —1496' 253.8 703.2 4494 177.1
Totals, Special Funds ................ $3,057.9 $3,7920 . $4,6186 $826.6 21.8%
Totals, State Funds..............vvereee $24,291.1 $27,159.6 $30,444.0 $3,284.3 121%

# Details may not add to totals due to rounding. Figures for 198283, 1983-84 and 1984-85 include the effect
of a variety of measures, enacted in 1981, 1982, and 1983 to augment General Fund revenues and
transfers. These effects are summarized in Tables 22, 29, 32, and 35, and in the text which accompanies
these various tables. The 1984-85 General Fund total also excludes $28 million:in transfer income from
the COFPHE Fund, under Ch 1xx/84 (AB 1xx), the 1984 community college funding bill.

® Includes revenue reductions of $222 million in 1982-83, $466 million in 1983-84 and $727 million in
'1984-85 due to the full indexing provisions of Proposition 7- (approved in June 1982).

¢ Includes net revenue reductions (after taking account of the estate tax) of $348 million in 1982-83, $680

. million in 1983-84, and $842 million in 1984-85, due to Ch 634/80 (AB 2092) and Proposition 6
‘(approved in June 1982). See Table 38.

9 Revenues were increased by $227 million in 1982-83 and reduced by $112 million in 1983-84 due to the
tax acceleration provisions of Ch 327/82 (SB 1326).

¢ Includes $19 million in revenues which were not statutorily allocated to special funds for 1983-84.

fCh541/81 (SB 215) increased the motor vehicle and diesel fuel tax rates from 7 cents t6 9 cents per gallon
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effective January 1983, and implemented substantial fee increases related to vehicle operation begin-
ning in 1982. Ch 933/81 (AB 202) increased registration fees further. Ch 323/83 (AB 223) revised the .
methods of determining the “market value” of new vehicles and the depreciation schedule for
existing vehicles, and also accelerated the payment of fuel tax revenues: The combined effect of these
measures on vehicle-related taxes and fees is $205 million for 1981-82, $467 million for 1982-83, $859
million for 1983-84, and $876 million for 1984-85. For detail on these effects, see Table 43.

g Includes trailer coach fees.

h Reflects sales and use tax receipts to the Transportation Pla.nm.ng and Development Account in the
: Transportatlon Fund as specified under Ch 161/79 -(SB 620) and Ch 541/81 (SB 215).
{ Negative sign indicates net transfer to the General Fund.

Table 35 shows that, once these adjustments are made, budget year
General Fund revenue growth becomes 14.5 percent, instead of the 10.5
percent shown in the table. Most of the adjustments used to derive the
“underlying” rate of revenue growth in 1984-85 reflect the on-going ef-
fects of law changes made in 1981, 1982, and 1983. (The adjustments them-
selves are itemized in Table 22 and in the footnote to Table 35.) The
budget, however, proposes to undo one of these effects by eliminating the
$210 million transfer from the Vehicle License Fee Account to the Genera.l
Fund which is provided for under AB 895 (Ch 983/83). '

The “underlying” 14.5 percent growth trend for 1984-85 is about the
same as that for 1983-84 (14.6 percent), and is over four times the underly-
ing growth rate for 1982-83. The fact that the projected underlying growth
rate in 1984-85 is about the same as the high growth rate forecast for
1983-84 reflects the department’s prediction that the state’s economy will
experience a healthy, sustained expansion into 1985.

Table 35

Comparisons of Income Trends
1982-83 through 1984-85

Percent Change in Revenues and Transfers

Change Published Change Adjusted for
o ' ‘ in Budget Special Factors*®
Income Source - 1982-83 198384 I984-85 198983 198384 19%4-8&
Sales and USE taX ,ivvererrrcssssssssssssens 12% 122% 120% 12% - 140% 11.6%
Personal income tax ........ 3.1 16.0 102 75 164 137
Bank and corporation tax .. —43 218 324 -79 260 324
Other major taxes 230 =342 10 196 48 . 9l
Totals, major taxes and licenses.... 28% 117%, 142% - 38% 155% - 150%
Interest INCOME ..vvverrvsemsssssssmmrsserenmeree — 24T -5.1 188 —247 =51 1838
Transfers -31.2 -403 -935 -56 = 51 66
All other revenues. 455 229 347 16.3 —46 —638
Totals, General Fund Revenues ' S . . '
and Transfers ..o 1.5% . 10 1% . 105% 35% .146% 14.5%

* Rem Removes the effects on revenue growth of such factors as one-time special funds transfers, tax accelera—
tions, and ballot initiatives. See Tables 29 and 32 for a list of these factors for 1982-83 and 1983-84,
respectively. For 1984-85, revenues are about $1.2 billion less than they would have ‘beer in the
absence of special factors. This amount includes the effect of the June 1982 ballot initiatives (—$727

** million for income tax indexing and —$842 million for inheritance and gift tax repeal), elimination
of federal revenue sharing for states (—$276 million), the 1984 Summer Olympics in Los Angeles and
the 1984 National Democratic Convention ‘in San Francisco ($50 million), and all other factors
including a variety of on-going tax acceleration measures ($632 million). Growth rates for 1984-85 do
not include the effects of Ch 1xx/84 (AB lxx), the 1984 community college funding bill, which
increased transfer income to the General Fund by $28 million.
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Sfrong Gains for Personal Income Taxes

- Personal income taxes are projectedto rise by 10 percent in the budget
year. This increase is considerably less‘than the 16 percent gain estimated
for 1983-84. However, as we discussed in last year’s Perspective and Issues

(pages 80-81), the exceptionally high rate of growth in 1983-84 is largely
due to cash-flow factors and the timing of income tax indexing adjustments
to withholding tables.

Income Tax “Elasticity” to Decline. The best way to understand
the income tax projections for any fiscal year is to examine the projection
of the calendar year income tax Liabilities which underlie the fiscal year
revenue estimates. As Table 36 indicates, the department projects that
income tax liabilities will rise 9.1 percent in 1983, 12.1 percent in 1984, and
8 percent in 1985. These increases can be related to three factors—the
growth in (1) the number of taxpayers (which is correlated with employ-
ment growth), (2) average taxable income per taxpayer (which is cor-
related with average personal income per employee), and (3) the June-to-
June change in the California Consumer Price Index (the CCPI, is used
under the income tax indexing law to annually adjust the state’s marginal
income tax brackets and various tax credits and deductions for inflation).

: Table 36 » »
Assumptions Underlying the Department of Finance’s
 Estimate of Personal Income Tax Liabilities
1983 through 1985

} Elasticity
Percent change in: of Tax
. Adjusted Average  Indexing Liabilities
Calendar Personal Civilisn  Income Per Adjustment Tax with Respect
Year Income® Employment Employee Factor Liabilities  to Income®
6.6% 1.3% 52% —-12% 9.1% 1.38
103 43 58 5.5 121 - 117
83 26 5.6 6.1 80 0.96

* Defined as personal income minus transfer payments plus social security contributions. This income
concept has historically shown a strong correlation to adjusted gross income reported for tax purposes:
. b Ratio of tax liability growth to growth in adjusted personal income.

The percentage increase in tax liabilities which results from each 1
percentage point of income growth (that is, the “elasticity” of tax reve-
nues) is influenced differently by each of these three variables. For exam-
ple, (a) rapid growth in average income tends to produce a “high” elastic-
ity, as taxpayers move into higher tax brackets, (b) rapid growth in the
CCPI tends to produce a “low” elasticity as tax bracket boundaries are
shifted outward, causing taxpayers to.move back into lower brackets, and
(c) growth in employment per se has historically resulted in about the
same percentage increase in tax liabilities.
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As Table 36 indicates, the department projects that the income tax
elasticity will decline in both 1984 and 1985. This explains why the year-to-
year differences in tax liability growth are not the same as the year-to-year
changes in projected income. The principal reason for the decline in
elasticity projected for 1984 is that the indexing adjustment factor is ex-
pected to be a plus 5.5 percent, versus a minus 1.2 percent in 1983. The
1.2 percent decline had the effect of “buoying up” tax liabilities in 1983.
The decline in elasticity projected for 1985 reflects the fact that the index-
ing adjustment factor is expected to rise to 6.1 percent and, at the same
time, growth in average income per employee is expected to drop below
the indexing adjustment. As a result, fewer taxpayers will be moving into
higher tax brackets and more will be moving into lower brackets.

Our estimate of how much personal income tax revenues the depart-
ment’s economic forecast could produce is a bit higher—by about $175
million for the current year and budget year combined—than the depart-
ment’s own estimate. This difference, which reflects our estimate of some-
what higher revenues for the current year and lower revenues for the
budget year, is less than 1 percent of the $18.8 billion to be collected in
the two years combined.

Special Revenue Adjustments. The budget year estimate incorpo-
rates revenue gains of about $336 million from such factors as the ongoing
effects of past tax accelerations ($116 million), recent federal tax conform-
ity law changes ($205 million), and the 1984 Olympics to be held in Los
Angeles ($15 million). In addition, the estimates include revenue Josses of
about $84 million from revisions to the state’s solar and energy conserva-
tion tax provisions (—$50 million), special tax treatment for IRAs and
* charitable deductions (—$30 million), and the Franchise Tax Board’s redi-
rection of audit resources toward the bank and corporation tax program
(—$4 million). The budget estimate also reflects a revenue reduction of
approximately $725 million due to Proposition 7 (June 1982), which per-
manently extended full income tax indexing. The total state revenue
“loss” (or “savings” to taxpayers) due to indexing is about $3.9 billion in
1984-85, and over $15 billion since the program first began in 1978.

Taxable Sales to Outdistance Income Growth

As shown in Table 35, sales and use taxes are projected to increase by
12 percent in the budget year, or 11.6 percent when the distorting effects
of such factors as tax accelerations and other legislation are eliminated.
While the adjusted growth rate is somewhat lower than that for the cur-
rent year, it still represents a healthy increase.

The projected rate of growth in sales tax revenues during 1984-85 means
that growth in taxable sales is expected to outdistance the growth in
personal income, both in the second half of 1984 and throughout 1985. This
is confirmed by looking at the ratio of taxable sales-to-personal income

477959
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contained in the department’s economic forecast.

As Table 37 shows, the taxable sales-to-personal income ratio dropped
for three consecutive years—from 57 percent in 1979 to 55 percent in 1980,
to 53 percent in 1981, and to 50 percent in 1982. Then, in 1983, the ratio
rose slightly to 51 percent. For 1984 the department projects a significant
increase in the ratio, to 52.3 percent, followed by a subsequent improve-
ment in 1985, to 52.6 percent.

Table 37

Historical Trends in Taxable Sales in California
1973 through 1985

Ratio of
Total Percent Change in: Taxable Sales
Taxable Sales  Total Taxable “Real” Taxable to
Calendar year. (in millions) Sales Sales®  Personal Income
1973 : $61,738 116%° 56%" 538
1974 68,071 103 0.2 531
1975 73,476 7.9 03 521
1976 83,822 141 86 534
1977 99,482 187 122 566
1978 113,468 141 6.6 365
1979 131,678 160 64 574
1980. 142,759 84 -16 550
1981 155,127 8.7 0.3 531
1982 154,553 ~04 -5.8 497
1983 (eSHMALEA) ceverenreeeemseemmmnnerensreronsnnns 168,945 9.3 52 509
1984 (projected) .... . 190705° 129 79 523
1985 (projected) 207,780 9.0 3.6 526

2 Total taxable sales deflated by U.S. GNP Consumption Expenditures Deflator. '

b Percent change for 1973 computed after adjusting 1972 actual taxable sales upward to the level which
would have occurred had gasoline been taxable for all (as opposed to only the second-half) of the 1972
calendar year.

¢ Includes $630 million due to the 1984 Surnmer Olympics.in Los Angeles and the 1984 National Democrat-
ic Convention in San Francxsco .

As shown in Chart 17, taxable sales growth is expected to be especially
strong in 1984 (up 13 percent), led by increases in sales tax receipts from
such industries as motor vehicles (up 18 percent) and building materials
(up 17 percent). Of course, the high rates of growth for the building and
automobile industries are partly due to the fact that they were hit so hard
during the past recession, and therefore are recovering from’extremely
depressed levels. :

Chart 17 and Table. 37 also mdlcate that the growth in “real” taxable
sales has improved dramatically. “Real” taxable sales growth is estimated
at 5.2 percent for 1983 and projected at 7.9 percent in 1984 and 3.6 percent
in 1985. The 1984 rise would be the largest since the “boom” year of 1977,
when nominal sales expanded by nearly 19 percent and “real” sales ex-
panded by over 12 percent. It should be noted, however, that despite the
taxable sales gains projected for 1984 and 1985, the ratio of taxable sales to
personal income would still be lower than in all but one year during the
1973 through 1981 period.




89

Chart 17
Annual Growth in California Taxable Sales

1973 through 1985°
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“Real” taxable sales equal total taxabie sales (current dollars) deflated by the GNP price deflator for consumption expenditures:
C Total taxable sales declined by 0.4 percent.
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Our own analysis suggests that the department’s projections of taxable
sales, and thus of sales tax revenues, may be a bit low, based on the
underlying economic assumptions contained in the budget. For example,
using the budget’s economic assumptions for such variables as employ-
ment, housing starts, real interest rates and unemployment, we believe
that taxable sales could increase by closer to 14.7 percent in 1984 and 9.9
percent in 1985. This would raise the ratio of taxable sales to income to 53.2
percent in 1984 and 54 percent in 1985, and result in increased sales tax
revenues compared to the budget projection of about $45 million in 1983
84 and $175 million in 1984-85. Even if this turns out to be the case,
however, the ratio of taxable sales-to-income would still remain below its
1980 level.

The 1984-85 sales tax revenue estimate includes about $105 million in
special adjustments, consisting of $30 million attributable to the 1984 Sum-
mer Olympics, $47 million from the on-going effects of previously enacted
tax accelerations, and a $28 million net gain from 1983 legislation affecting
certain sales tax exemptions. ‘
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Corporate Profits—Largest Gain in Recent History

Revenues from the bank and corporation tax are more difficult to
project from year-to-year than revenues from any other source. This is
because of the inherent volatility of corporate profits, the wide variety of
factors which influence profits, the complex prepayment patterns which
firms use to remit funds to the state, and the lengthy time lags required
before actual data on past corporate profits become available. The task of
projecting these revenues has become even more difficult in the past
several years because recent federal law changes have distorted the his-
torical relationships between California and U.S. profits. The most signifi-
cant federal law changes occurred as a result of the Economic Recovery
Tax Act (ERTA) of 1981 and the Tax Equity and Fiscal Responsibility Act
(TEFRA) of 1982, which dramatically revised the rules governing de-
preciation allowances for tax purposes.

Table 35 shows that the department projects that revenues from the
bank and corporation tax will rise by 32 percent in the budget year,
following a strong 28 percent rise in the current year. After adjusting for
special revenue factors, the bank and corporation tax is projected to grow
faster in 1984-85 than any other revenue source. The 1984-85 revenue
figure includes about $277 million from special revenue factors, reflecting
audit redirections ($70 million), the on-going effects of previously enacted

“tax accelerations ($109 million), court cases ($32 million), the 1984 Sum-
mer Olympics ($5 million), and state conformity to certain federal TE-
FRA provisions ($61 million). However, because special revenue factors
in 1983-84 also increased revenues from this source by more than $200
million, the underlying revenue growth trend for this tax in 1984-85 equals
the projected growth rate—32 percent.

The extremely strong growth projected for bank and corporatlon tax
revenues reflects the department’s projection for taxable corporate prof-
its. As Chart 18 shows, California profits are estimated to have risen by 21
percent in 1983, following declines in both 1981 and 1982. For 1984 and
1985, the department projects gains of 27 percent and 17 percent, respec-
tively. The 1984 increase would represent the largest gam in recent his-
tory.

Review of Forecasting Procedures Needed, In Part Three, we dis-
cuss the alternative procedures which the Department of Finance cur-
rently uses in attempting to forecast California profits, and the reasons
‘why we are recommending that the department conduct a thorough
review of its methodology. It is especially important that the department
evaluate its use of sampling techniques as a guide to projecting profits. In
addition, the department needs to attempt to reconcile the differences
between the corporate profits data published by the Franchise Tax Board,
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Chart 18

Annual Growth in California Taxable Corporate Profits
1973 through 1985°
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aSource: California Department of Finance profit totals include a $335 million reduction in 1975 due to changes in depletion’
allowances, a $967 million increase in 1978 due to Proposition 13, and a $630 million gainin 1984 due to the Summer Olympics
and the Nationa! Democratic Convention. Preliminary esti by Department of Finance and Franchise Tax Board for 1983.

and the level of corporate profits implied by cash revenue collections. It
also should reexamine the recently changed relationship between U.S. and
California profits that is so critical to forecasting state profits. The findings
of such a;study:could result in more accurate forecasts of profits—and thus
of state revenues.

Forecast Could Be High. Our review of the department’s bank and
corporation tax revenue projections leads us to conclude that, based on the
department’s overall economic forecast for the state and nation, its projec-
tions of revenues may be too high. There are two reasons for this. First,
when using the department’s economic assumptions, our estimating equa-
tion for California profits yields a lower level of profits than the depart-
ment forecasts. Second, the department has added to its revenue totals a
larger amount of collections not directly related to profits, such as audit
monies and delinquent payments, than wé think will materialize. For the
current year and budget year combined, we believe actual revenues could
be about $220 million to $425 million below the department’s projections,
assuming that the department’s economic forecast comes true. This would
imply a revenue growth of 23 percent in 1983-84 and 22 percent in 1984—
85, reflecting growth in taxable profits of 18 percent in 1983, 26 percent
in 1984 and 15 percent in 1985. While these growth rates are strong, they
are also somewhat lower than what the department foresees. Of course,
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we are the first to admit that there is a fairly large error margin surround-
ing anyone’s corporate profits estimates, especially estimates for Califor-
nia. \

Other Major Taxes

Tables 34 and 35 show that General Fund revenues from taxes other
than the three major levies are projected to reach $1.2 billion in the
budget year, an increase of $122 million (11 percent) above the current
year. These taxes include the insurance tax ($615 million), the inheritance,
gift and estate taxes ($187 million), the cigarette tax ($180 million), al-
coholic beverage taxes ($137 million), and horse racing-related revenues
($114 million). For two of these revenue sources—the insurance tax and
the inheritance and gift taxes—the budget estimates reflect special factors
that are discussed below. After adjusting for these and certain other spe-
cial factors, Table 35 shows that budget-year revenues from other major
taxes are projected to be 9.1 percent above the current-year level.

Ineurcnce Taxes—Strong Growth Reflects Improved Economy and Cash-Flow
Shifts

Insurance tax collectlons are projected to reach $615 million in 1984-85,
a gain of $173 million (39 percent) from the estimated 1983-84 level of
$442 million. This strong growth reflects two factors.

First, Ch 327/82 (SB 1326) made a number of changes in the statutory
provisions governing the collection of this tax. This statute:

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

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

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

- 1983; and '

o For the years 1982 through 1985, reduced the insurance premiums tax

rate from 2.35 percent to 2.33 percent.

The net impact of these provisions is to raise revenues by $227 million
in 1982-83, lower them by $112 million in 1983-84, and raise them by $8
million in 1984-85. Thus, the growth in insurance tax revenues has been
very uneven—up 52 percent in 1982-83, down 40 percent in 1983-84, and
up 39 percent in 1984-85. Without these cash-flow shifts, the underlying -
revenue growth trend looks quite different—up 5.2 percent in 1982-83, up
8.6 percent in 1983-84, and up 9.6 percent in 1984-85.

The underlying growth trend is indicative of the second reason causing
budget-year insurance tax collections to grow—the strengthening econ-
omy and the increased volume of insurance purchases which are expected
to accompany it.
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The department’s revenue projections for the insurance tax are based
on survey responses from 145 California insurance companies that account
for 62 percent of all insurance premiums written in the state. According
to the survey, the amount of insurance premiums subject to the 2.33
percent gross premiums tax is expected to rise by 8 percent in 1983 (the
year on which 1984 tax prepayments are based), and 9.4 percent in 1984
(the year on which 1985 tax prepayments are based). Taxes on these
premiums account for about 97 percent of all insurance tax collections.

The estimated increase in premiums during 1983—8 percent—repre-
sents a sharp rebound from the disappointing gains in each of the three
preceding years, none of which exceeded 5.5 percent. And, the projected
1984 gain of 9.4 percent would be the strongest annual increase in taxable
premiums since 1978.

Phasing-Out of Inheritance and Gift Tax Continues

Combined inheritance, gift and estate taxes are projected to be $187
million in the budget year, a fall of $41 million (18 percent) from the $228
million expected in the current year. This decline, as well as the 56 percent -
decline in current-year receipts, is due to two law changes:

« First, revenues have been reduced by Ch 634/80 (AB 2092), wh1ch
increased inheritance tax exemptions.

¢ Second, revenues have been reduced by Proposition 6 (June 1982),
which repealed the state’s inheritance and gift tax. (Proposition 6
became effective for estates and decedents and for gifts made on or
after June 9, 1982. The initiative also established a “pick-up” estate tax,
which allows the state to receive a portion of the revenue stemming
from the federal estate tax, at no increased cost to taxpayers )

Table 38
Effocts of Tax Law Changes on Inhentance,
Gift and Estate Tax Revenues
1980-81 through 1984-85

(in millions) °
Proposition 6 (June 1982) Total Reduction
Loss from  Gain As Percent
Inheritance from of Prior
and Gift  Estate Net Law
o  Ch634/80  Taxes Tax Effect Amount Revenues
1980-81 —$2 - - - —$2 0.4%
1981-82 . 111 —_ T — —111 180
1982-83 —203 —$173 $28 —$145 ~48 402
1983-84 -230 —570 120 —450 —680 749

1984-85 —262 —720 140 —580 -842 818

2 Estirnates by California Department of Finance and Legislative Analyst.
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Table 38 shows that the combined effect of Ch 634 and Proposition 6 is
a net revenue reduction of approximately $111 million in 1981-82, $348
million in 1982-83, $680 million in 1983-84, and $842 million in 1984-85.
Thus, by the end of the budget year, over 80 percent of the prior-law tax
base will have been eliminated. The budget-year revenue total includes
$47 million from the inheritance and gift tax, and $140 million for the
“pick-up” estate tax established by Proposition 6.

Interest Income to Rise

The General Fund can receive interest income from three primary
sources: (1) the investment of surplus monies left over from the prior year,
(2) earnings on those balances in the Pooled Money Investment Account
(PMIA), which are not General Fund balances per se but on which the
General Fund nevertheless earns income, and (3) any General Fund
monies that are idle because of the time lag between when revenues are
collected and disbursements are made. Of these three, the last has been
the most important source of interest income in the past several years,
since there have been no surplus monies left over from prior years. Of
course, in future years the first source of interest income could become
more important if the Legislature rebuilds the Reserve for Economic
Uncertainties.

The budget projects that General Fund interest on investments will be
about $285 million in 1984-85, of which $280 million represents returns on
the General Fund’s share of PMIA balances. The level of investment
income projected for 1984-85 compares to about $240 million projected for
1983-84 and $252 million in 1982-83, and assumes that:

e The average balance in the PMIA during 1984-85 will be somewhere
in the vicinity of $7 billion. This average balance represents an in-
crease from $6.6 billion in 1983-84, and reflects the projected gap
between revenues and expenditures which is expected to materialize.

o The General Fund share of funds in the PMIA will be about 40 per-
cent, up from 36 percent in 1983-84.

o The average interest yield on PMIA investments in 1984-85 will be in
the general range of 10 percent. This compares to an actual average

. vield of 10.2 percent in December 1983, 10.1 percent for the first half
of 1983-84, and 10 percent projected for the fiscal year as a whole.
Thus, no significant change in the PMIA vyield is anticipated between
the current year and budget year.

Interest income is extremely difficult to predict with any precision,
given the number of assumptions that must be made in preparing an
estimate. Interest rate forecasts have often proved wrong in recent years,
due to the difficulties involved in accurately predicting the course of the
economy and the paths that federal monetary and fiscal policies will fol-
low. Likewise, as shown below in Table 41, the General Fund balance in -
1984-85 could experience a swing of several billion dollars, either upward
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or downward, if one of the alternative economic forecasts published in the
budget materializes in place of the standard forecast. Such a swing would
affect the PMIA balance, and thus the amount of interest income earned
by the General Fund. For each $100 million increase (decrease) in the
average PMIA balance during 1984-85 that is due to changed General
Fund conditions, interest income will be $10 million higher (lower) than
the amount forecast.

Evaluation of General Fund Revenue Estimates

This section summarizes our evaluation of the department’s General
Fund revenue estimates. This evaluation has two aspects: (1) our analysis
of whether the department’s revenue projections are consistent with its
economic forecast, and (2) our assessment of how the department’s reve-
nue figures would change under alternative economi¢ assumptions.

Two-Year Estimates Consistent with Assumptions, but Future Revisions Inevi-
table

We have taken the department’s economic assumptions for 1984 and
1985 and used . our own revenue-estimating equations to test whether
Finance’s budget-year revenue pro_]ectlons are consistent with its econom-
ic assumptions.

Our analysis suggests that an economy along the lines projected by the
department would generate somewhat Jess General Fund revenue in 1984
-85 than what the department forecasts. We believe that this shortfall
would be about $150 million. However, because our analysis also concludes
that General Fund revenues in 1983-84 are likely to be about $220 million
more than what Finance projects, the net difference for the current and
budget years:combined would be only $70 million. This is a negligible
difference, given the size of the revenue base and the complexities in-
volved in revenue estimating.

Table 39
Legislative Analyst Revenue Estimates

Using Department of Finance Economic Assumptions
1983-84 and 1984-85

{in millions)
Low Most Likely . High
Bank and corporation tax —$425 —$325 —$220
Sales and use tax : +200 +220 +240
Personal income tax +95 . +175 4250
Totals : ~$130 +$70 +$270

As shown in Table 39, however, the closeness of our 2-year totals ob-
scures differences between our estimates and the department’s, for indi-
vidual taxes. In:addition, Table 39 shows that even if the department’s
economic forecast comes true, we believe that revenues could still fluctu-
ate within a band of several hundred million dollars, due to uncertainties
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regarding the accuracy of the data provided by the Franchise Tax Board
which shows us how much taxable income is earned by individuals and
corporations. When statistical confidence intervals are also considered,
the error margin surrounding the revenue estimate, even if the depart-
ment’s economic forecast is right on target, is greater still.

These considerations, coupled with the fact that the department’s eco-
nomic forecast itself could prove to be wrong, make it clear that the
revenue estimates for 1984-85 are subject to considerable revision during
the next 18 months.

Alternative General Fund Revenue Scenarios

Given the history of revenue estimating errors, and the ever-present
uncertainty about exactly how the economy will perform in the future, it
is important to make some estimate of the margin by which actual reve-
nues in the current and budget years could differ from the department’s
projections if the department’s economic forecast does not come true.

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

In view of this distinct possibility, the department has constructed two
alternative economic. scenarios which can show how different economic
conditions would affect revenues. One scenario is based -on a more opti-
mistic set of economic assumptions than those which Finance used in
preparing its standard budget forecast; the other is based on more pessi-
mistic assumptions. These alternative forecasts illustrate the extent to
which the paths followed by the national and state economies in 1984 and
1985 could easily depart from the department’s forecast. These scenarios,
however, by no means bracket the full range of possible outcomes.

Table 40 summarizes the key features of these alternative economic
forecasts.

The department has taken the key variables in these economic scenarios
and used them to project the main determinants of General Fund reve-
nues—California taxable income, taxable corporate profits and taxable
sales. Table 41 indicates what the effect on state revenues in the current
and budget years would be if each of the department’s alternative fore-
casts were borne out. We have reviewed these projections and have ob-
tained results which are in the same general range as those obtained by
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Table 40

Alternative Economic Outlooks
Prepared by the Department of Finance

1984 and 1985
Low Forecast High Forecast

Economic Variable 1984 1985 1984 1985
1. National Data:

Real GNP growth 4.7% -0.3% 6.0% 5.1%

Profits growth 228 —19.6 217 19.2.

Unemployment rate 84 94 80 6.9

Wage and salary job growth 36 -01 41 35

Consumer price inflation i, 5.8 62 5.6 55

Car sales (millions) 100 86 105 116

Housing starts (Iillions) ........oseeeersersesrssiossossnes 151 1.26 178 1.87
2. California Data:

Personal income growth 95% 70% 9.9% 9:6%

Wage and salary job growth 3.5 03 42 38

Unemployment rate 81 9.1 78 6.7

Building permits (thousands) ........c...emessrenes 150 135 185 180

the department. We have also computed what the effect on the General
Fund surplus would be in 1983-84 and 1984-85 if either of these alternative
revenue scenarios occurred.

Table 41
Fiscal Effects of Alternative Department
“of Finance Economic Forecasts
1983-84 and 1984-85
{in millions)

1983-84 1984-85
Low High Low High
K Forecast Forecast Forecast Forecast
1. Change in Revenues From Standard Fore-
cast® o
Personal income tax ... —~$350 $350 —$990 $980
Sales and use tax —45 90 —250 290
Bank and corporation tax ........memmennes —160 160 . 430 430
Totals, Three Major Taxes ’
—Amount —$555 $600 —$1670 - $1,700
-—Percent —-27% 2.9% —70% 72%
2.-Level of Unrestricted General Fund Surplus ~
or Deficit Resulting from Alternative Reve-
nue Forecasts " —$455 $700 —$1,274° $3251° -

¢ Estimates by California Department of Finance. These estimates were prepared only for the state’s three
major revenue sources. These sources account for 92 percent of General Fund income in the budget
year. ]

b Positive sign indicates budget surplus and negative sign indicates budget deficit. The 1984-85 Governor’s
Budget projects an unrestricted General Fund surplus (excluding all reserves) of $100 million for
1983-84 and $951 million for 1984-85, based upon its standard economic forecast. Surplus and deficit
figures shown for alternative revenue forecasts assume no change in expenditures from the levels
proposed in the budget. ) )

¢ Reflects the combined effect of 1983-84 and 1984-85 revenue changes. For the “low” forecast, the
two-year revenue shortfall is $2,225 million, which reduces the projected surplus from $951 million
to a deficit of $1,274 million. For the “high™ forecast, the two-year revenue gain is $2.3 billion; which

" increases the projected budget surplus from $951 million to $3,251 million.
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Table 41 shows that the department’s alternative economic scenarios
produce General Fund revenue estimates for the three major taxes in
1983-84 which range from $600 million (2.9 percent) above to $555 million
(2.7 percent) below the standard forecast. For 1984-85, the estimates
range from $1.7 billion (7.2 percent) above to nearly $1.7 billion (7 per-
cent) below the standard projection. (The revenue estimates prepared by
the Commission on State Finance in December—$203 million above the
department’s current-year estimate and $95 million below its budget-year
estimate—fall well within these margins.) These margins are consistent
with the error margins that have materialized in past years, as shown in
Table 31, and it is likely that one could find economists at either end of
this range. In sum, the message given by Table 41 is that significant reve-
nue estimating errors could occur in both 1983-84 and 1984-85. It is even
possible that revenues could fall outside of these ranges.

Table 41 also shows that the General Fund balance would be dramatical-
ly affected if either of these alternative revenue scenarios were to materi-
alize. For example, were the “low” scenario to occur, the result would be
a two-year revenue shortfall of over $2.2 billion. Unless expenditures were
reduced from the levels proposed in the budget, this would leave the
General Fund with deficits at the -end of both the current year and the
budget year amounting to $455 million and nearly $1.3 billion, respective-
ly. Thus, it is imperative that the state’s economy and revenue outlook be
closely monitored over the next 18 months.

Special Fund Revenues

Table 34 shows that revenues to all state special funds combined are
projected to reach over $4.6 billion in 1984-85. Table 42 shows the share
of special fund revenues accounted for by each of the major special fund
revenue sources.

The major source of special fund income is motor vehicle-related levies,
which include taxes on gasoline and diesel fuel ($1,097 million), vehicle
license and trailer coach fees ($1,224 million) and registration fees ($910
million) . These vehicle-related levies are expected to total over $3.2 billion
in the budget year, an increase of 5.2 percent ($160 million) over 1983-84.
Other major sources of special fund income include tidelands oil and gas
tax revenues ($383 million), “spillover” sales and use tax revenues ($133
million), cigarette tax receipts ($77 million), and interest on investments
($91 million). The special fund sales and -use tax revenues reflect monies
which go to the Transportation Planning and Development Account,
while the cigarette tax monies represent local governments’ statutory 30
percent share of the total collections from this tax.

Revenve Trends Distorted by‘ Major Legislation and General Fund Transfers

Table 34 shows that special fund revenues in 1984-85 are expected to be

22 percent above the 1983-84 level. This rate of growth is distorted by the
following special factors:
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Table 42 .
Summary of Special Fund Revenues
1984-85
(in millions) ©
Percent of
Revenue Source . - Amount Total
1. Motor Vehicle Taxes and Fees
License fees $1,192 b 25.8%
Fuel taxes 1,097 23.7
Registration and other fees 910 19.7
Trailer coach fees 32 0.7
Subtotal $3,231 70.0%
2. Tidelands oil and gas revenues 383 83
3. Retail sales taxes (“spillover” revenues) 133¢ 29
4. Initerest on investments 91 20
5. Cigarette taxes 77 1.7
Subtotal $3,915 84.8%
6. All other : 704 152
Total $4,619 100.0%

2 Source: 1984-85 Governor’s Budget. Details may not add to totals due to rounding.

Figure includes $210 million in license fee revenue which would have been transferred from the Motor

Vehicle License Fee Account to the General Fund under Ch 983/83 (AB 895).

¢ Figure includes $12 million reduction for the partial sales tax exemption of gasohol. The Governor’s

Budget assumes that the exemption will be continued and that the Transportation Planning and
Development Account, into which the sales tax “spillover” monies are put, will absorb the revenue
loss.

4 Includes such sources as fees to the Department of Consumer Affairs, electric utility surcharge monies,

fees to the Department of Fish and Game, and penalties on traffic violations and criminal convictions.

e First, major legislation was enacted in both 1981 and 1983 which in-
creased motor vehicle-related receipts in 1981-82, 1982-83, 1983-84,
and 1984—85 This legislation included (a) Ch 541/81 (SB 215), which
increased vehicle registration, weight and drivers license fees (as of
January 1,1982), and increased the fuel tax from 7 cents to 9 cents per
gallon (as of January 1, 1983), (b) Ch933/81 (AB 202), which provided
for further increases in vehicle registration fees, and (c) Ch 323/83
(AB 223), which changed the method for determining the “market
value” of new motor vehicles, revised the depreciation schedule for
license fee purposes, and provided for a one-time acceleration in fuel
tax revenues. Table 43 shows the revenue effects of these measures
and indicates that, taken together, they result in increases in motor
vehicle-related collections of $205 million in 1981-82, $467 million in
1982-83, $859 million in 1983-84, and $876 million in 1984-85.

o Second, 1983-84 special fund revenues were reduced by $388 million,

due to a one-time transfer of funds from the Motor Vehicle License
Fee (VLF) Account to the General Fund pursuant to Ch 983/83 (AB
895). This statute was enacted as a means of applying cuts in state
spending to local governments and allocating the increased revenues
from the vehicle-related legislation described above. No such VLF
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transfers are proposed in the 1984-85 budget.

e Third, 1983-84 special fund revenues were also reduced (as they were
in 1982-83) by a special one-time allocation of tidelands oil revenues
to the General Fund. This allocation totals $234 million for 1983-84.
Again, no such redistribution of tidelands oil revenues to the General
Fund is proposed in 1984-85.

Table 43
Effects of Recent Law Changes on
Vehicle-Related Fees and Tax Revenues
1981-82 through 1984-85
(in millions) ©

Four
L year
Law Change® 198182, 196283 198384 1954-85  Totals
A. Licenses and Fees
1. Ch 541/81 $195 $364 $379 $405 $1,343
2. Ch 933/81 10 20 20 21 71
3. Ch 323/83 - = 135 ~210 345
Subtotal, licenses and fees .........meremrerresnnssrenns $205 $384 $534 $636 $1,759
B. Fuel taxes .
1. Ch 541/81 - $83 $240 $240 $563
2. Ch 323/83 - = /&8 - _ 85
Subtotal, Fuel taxes - $83 $325 $240 $648
C. Combined Licenses, Fees and Fuel Taxes
1. Ch 541/81 $205 $447 $619 $645 $1,906
2..Ch 933/81 — 20 20 21 71
3. Ch 323/83 = = . 2 20 430
-Totals $205 $467 $859 $876 $2,407

> Calife California Department of Finance estimates.

b Chi541/81 (SB215) increased gasoline and diesel taxes, vehicle registration fees, weight fees, and drivers’
license fees, and Ch 933/81 (AB 202) increased registration fees further. Ch 323/83 (AB 223) changed
the method for determining the “market value” of new motor vehicles, revised the depreciation
schedule for valuing cars for license fee purposes, and provided for a one-time accelerabon of fuel
tax revenues to the state.

In the absence of these distortions, the growth in special fund revenues
during 1984-85 would be only about $188 million (5.3 percent), instead of
$827 million (22 percent) as reported in Table 34. This lower underlying
revenue growth rate for special fund revenues is consistent with the fact
that, in general, the special fund revenue base is less * ‘elastic” than the
General Fund revenue base.

Fuel Tax Revenues—Underlying Trend Remains Flat

Because of the increase in the fuel tax from 7 cents to 9 cents per gallon
(Ch 541) that took effect on January 1, 1983 and the one-time acceleration
of fuel tax collections (Ch 323), fuel tax revenues will go up by $245 million
in 1983-84 and then decline by $77 million in 1984-85. However, when fuel
tax revenues are adjusted for these law changes, we find that the resulting
level of fuel tax revenues in the budget year ($857 million) is essentially
unchanged from the current-year ($849 million) and prior-year ($846
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million) levels. This stability reflects many different factors, such as
changes in the automobile mix, increasing fuel economies, and the impact
of gasoline prices on consumption. The department’s fuel tax estimate
assumes that average gasoline consumption per vehicle will drop from 570
gallons in 1982-83 to 557 gallons in 1983-84 and 545 gallons in 1984-85.

Vehicle-related registration and license fee revenues are projected at
over $2.1 billion in the budget year, including the effects of new legisla-
tion. This is an increase of 13 percent, or 10 percent if the effects of new
legislation are ignored. The projection assumes increases in new vehicle
registrations of 11 percent and 4.8 percent in 1984 and 1985, respectively,
following the strong 18 percent rise in 1983 associated with the first year
of the economic recovery. These relatively strong rates of increase in
vehicle registrations reflect the department’s expectation that there will
be a gradual up-swing in consumer spending on new automobiles during
the next 24 months.

Tidelands Oil and Gas Revenues to Remain in Special Funds

Table 34 shows that a total of $400 million in oil and gas revenues will
be collected by the state in the budget year, an amount essentially un-
changed from the current year’s level ($399 million) and about 19 percent
below the prior year’s level ($492 million). All but about $30 million of
these monies (or $369 million in the budget year) represent revenues
collected by the State Lands Commission from oil, gas, geothermal, and
other sources. In turn, most of these State Lands Commission collections
represent direct earnings received by the state from tidelands (principally
located adjacent to the City of Long Beach). About $55 million of the
$90-odd million by which 1981-82 revenues exceeded revenues in both the
current and budget years is attributable to the effects of the federal Tech-
nical Corrections Act of 1982. This measure revised the way in which
windfall profit taxes are levied on oil produced on state-owned properties.
The remaining decline in oil and gas and other revenues from state lands
reflects declines in gas production at the state’s fields, and soft oil prices
in world markets. : '

These tidelands revenues traditionally have been used, along with bond
proceeds, to finance state capital outlay projects. As discussed above,
however, large portions of these revenues were shifted to the General
Fund in 1981-82, 1982-83, and 1983-84, in order to help balance the state’s
budget. In 1984-85, $383 million (96 percent) of all state oil and gas reve-
nues will be retained by special funds for capital outlay purposes.

How Special Fund Revenves are Distributed

Table 44 identifies how the budget proposes to allocate revenues from
the four major special fund sources among different programs and levels
of government. Specifically, it shows that:
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Table 44
Proposed Distribution of Special Fund Revenues
From Four Major Sources
1984-85
{in millicns) ©

. Total
Source ‘ Amount Distribution Amount
A. Motor Vehicle Taxes )
and Fees .
1. License Fees .............. $1,198"  To cities $469
To counties 675
For DMV administration 70
Other . —~16°¢
2. Fuel Taxes ... 1,100¢  For city streets 172
For county roads : 233
To cities and counties for streets and roads .......... 107
To Caltrans for state highways .....mrusnrnnsensiveenenes 546
Other 42
3. Registration and
Other Fees........coovmnrnr 918° To DMV 174
To CHP . 387
To Caltrans 317
To other state agencies 47
Other —6°
4. Trailer Coach Fees .. 32  To counties , 9
To- localities generally 22
To Department of Housing and Community De- 1
velopment ;
B. Tidelands Oil and Gas :
Revenues® ... 383  California Water Fund 25
: COFPHE Fund 95
Central Valley Water Project Construction Fund 5
State School Building Lease-Purchase Fund......... 100
SAFCO : 134
Other 24
C. Retail Sales and Use
- Taxes (spillover) ........... 1338 State agencies, including support for mass transit 67
' ($40)
Local agencies, including support for special tran- 82
v sit programs ($80) and other purposes ($2) ..........
D. Local Cigarette Taxes .. 77 To cities...
To counties 14

2 Details may not add to totals due to rounding,

b Includes $6 million in interest income from fund balances.

¢ Negative sign indicates expenditures from prior year fund balances.

9 Includes $3 million in interest income from fund balances:

¢ Includes $4 million in interest income from fund balances and $4 million in transfers from the Environ-
mental License Plate Fund.

fThe distribution of these revenues under existing law is shown in Item 3560 of our 1984-85 Budget
Analysis, where the State Lands Commission budget is discussed.

£ Includes $12 million reduction for the partial sales tax exemption of gasohol. The $16 million difference
between the spillover and the identified program expenditures will be financed through transit
station leases and certain transfers from other funds.

o Cities and counties receive almost half of the motor vehicle fuel tax
revenues. '

o Cities and counties are to receive all of the proceeds from vehicle
license fees, after administrative and certain other costs are deducted. .
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This is in sharp contrast to the preceding three fiscal years, when
substantial amounts of vehicle license fee revenues were transferred
to the General Fund to help balance the budget. In 1983-84, for
example, the transfer amounted to $388 million.

s Motor vehicle registration fees are used to support the Department
of Motor Vehicles (DMV) and the California Highway Patrol (CHP)
with most of the remainder going to the Department of Transporta-
tion (Caltrans) for highway maintenance and construction.

o As noted earlier, tidelands oil revenues are allocated mainly for capi-
tal outlay purposes. Most of these revenues are divided among five
special funds (including the Capital Qutlay Fund for Public Higher
Education (COFPHE), the State School Building Lease-Purchase
Fund, and the Special Account for Capital Outlay (SAFCO)).

o The “spill-over” sales tax revenues are used mainly for mass transit
and special transportation programs, and are allocated to both state
and local agencies.

+ Of the state cigarette tax levies which go to localities (30 percent of
the total), approxnnately 80 percent goes to cities and 20 percent goes
to counties.

THE LONG-TERM REVENUE OUTLOOK

Accurately projecting what General Fund and special funds revenues
might be beyond the budget year is an extremely difficult undertaking,
largely because it is impossible to guess exactly what path the economy
will follow in the future. Nevertheless, it is important that long-term
revenue projections be constructed using the most reasonable economic
assumptions currently available, so that the Legislature will have at least
some general idea of what the future revenue prospects for the General
Fund and special funds might be. Such forecasts are prepared both at the
federal government level and by many economic consulting firms.

The 1984-85 Governor’s Budget contains no revenue forecasts beyond
the budget year. However, the revenue estimating staff in the department
did prepare revenue estimates for the state’s three major General Fund
taxes, for both 1985-86 and 1986-87, based on the department’s forecast for
the state’s economy. These long-term revenue projections appear in Table
45. They indicate that revenues from the three major taxes are projected
to grow in the range of 8 percent to 9 percent annually beyond the budget-
year. We expect that such a rate of revenue growth, if achieved, would
produce enough income to fund the 1984-85 General Fund expenditure
base adjusted for future population growth and inflation. That is, the rate
of growth would be adequate to maintain the “real” level of services per
capita beyond the budget year. However, the extent to which this rate of
revenue growth would enable the Legislature to (1) expand existing pro-
grams, (2) initiate new programs, or (3) provide additional tax relief,
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Table: 45

Long-Term Revenue Projections
1984-85 through 1986-87

(in millions) °
1985-86 1986-87

' N ’ ~ " Percent Percent
Revenue Source 1984-85 Amount  Change - Amount - Change
Personal income tax $9,860 $10520 - 6.7% - - $11,280 7.2%

Sales and use tax ............ . 9,600 10,400 83 11,370 9.3

Bank and. corporation tax ... 4,290 4,700 96 5,200 106
Totals, Three Major TaxeS....oouuueenrs $23,750 $25,620 79% $27.850 87%

* Revenue data for 1985-86 and 1986-87 were provided by the Department of Finance but are not
published in the 1984-85 Governor’s Budget.

cannot be determined without having projections of current program

costs for future years. Because such projections are not published by the

department, we have recommended in Part Three that the department’s

long-term projections of revenues be accompanied by similar projections

for expenditures and for the General Fund surplus.

It must also be stressed that in deriving these long-term revenue figures,
the department has assumed that the economic expansion forecast for
1984 and 1985 will continue onward in subsequent years. In order for this
to make sense, however, the department has implicitly had to assume that
the projected $200 billion annual federal budget deficits will not “stall” the
economy. In our opinion, this implies either that some type of steps are
taken to reduce the deficit, or that the nation’s credit markets are some-
how able to finance the deficits without hurting the private sector. Since
it'is not at all clear-that either of these two conditions can be met, we
believe that the department’s assumption that an ongoing economic ex-
pansion beyond 1985 is likely should be treated with great caution. Many
economists share this concern. For example, of the 400-plus members of
the National Association of Business Economists who were polled at year
end 1983 about the economic outlook, 72 percent believe that an economic
downturn will occur in either 1985 or 1986, and most of these cite the
federal budget deficit as their leading concern.




105

State and Local Borrowing

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

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

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

o General obligation bonds are backed by the full faith and credit of the
issuing governments. Thus, when the State of California issues a gen-
eral obligation bond, the state pledges to use its taxing power to pay
off the bond (both principal and interest). These bonds must be
authorized by a two-thirds vote of both houses of the Legislature, and
then must be approved by a majority of the voters at a statewide
election. Under existing law, the interest rates on state general obliga-
tion bonds cannot exceed 11 percent.

» Revenue bonds are not backed by the full faith and credit of the
issuing government. Instead, they are secured by the revenues from
the projects which are financed by the bond proceeds. State revenue
bonds must be authorized by a majority vote of both houses of the
Legislature, but they do not require voter approval. Some revenue
bonds have interest rate ceilings, while others do not.

This section provides information on short-term and long-term borrow-
ing by the state, including the sales and outstanding volumes. of state
general obligation and revenue bonds. In addition, this section discusses
the use of short-term debt and long-term bonds by California’s local gov-
ernments, with particular emphasis on the volume of housing bonds.

STATE BORROWING ‘ ,

In this section, we describe the types of borrowing activities undertaken
by the state. We first discuss how the state borrows in the short-term to
meet its cash-flow requirements. Next, we describe the state’s long-term
borrowing activities, which provide funds for a variety of state capital
outlay programs. '
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Short-term Borrowing by the State

It is not uncommon for the General Fund to borrow monies on a short-
term basis, to compensate for differences between when revenues are
actually received and when bills must be paid. This type of borrowing falls
under the heading of “cash management” and, when responsibly under-
taken and monitored, is a routine and integral part of managing the state’s
fiscal affairs.

Traditionally, most short-term borrowing has been done internally.
Whenever possible, the General Fund borrows from the Reserve for Eco-
nomic Uncertainties, from special funds, and from the Pooled Money
Investment Account (PMIA).

New Forms of Borrowing Authorized, In 1982-83, however, the
state’s cash flow needs could not be met from internal sources. As a conse-
quence, the Legislature authorized the use of two new forms of external
borrowing. Specifically, Ch 10x/83 (AB 28x) authorized the state to bor-
row externally by issuing (1) short-term debt instruments, such as revenue
anticipation notes, commercial paper, and demand notes, and (2) “State
of California” notes, which are short-term notes issued to provide funds
for payment.of registered warrants drawn by the State Controller. Prior
to this legislation, the only authority for short-term borrowing involved
the issuance of unsecured registered reimbursement warrants.

Internal vs. External Borrowing. . Last year, the Legislature also ad-
dressed the issue of what type of borrowing—internal or external—should
be done first. Specifically, it directed the administration to borrow funds
from external sources, even if internal funds were available. The basis for
this directive, which we had recommended, was that external funds often
can be borrowed at substantially lower costs to the General Fund. This is
because when the General Fund borrows externally, it does so at tax-
exempt interest rates, whereas when it borrows internally it does so at
taxable interest rates, since most of the state’s resources are invested in
taxable securities.

In the past and current years, the state has done some external borrow-
ing. In November 1982, the state borrowed $400 million by issuing un-
secured registered reimbursement warrants. This borrowing was neces-
sary because of cash flow problems. Another $1.3 billion in State of
California notes were issued in February and March of 1983. During the
current year, the state thus far has issued $1.2 billion in these notes. The
state has not, however, issued any other types of short-term instruments,
and the Governor’s Budget shows that no further external borrowmg is
planned for 1983-84.

In 1984-85, General Fund borrowing will vary from month-to-month,
with the loan need reaching a maximum of $2.9 billion in October 1984.
Of this amount, $986 million will be borrowed from the PMIA, $465 million
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will come from special funds, $950 million will come from the Reserve for
Economic Uncertainties, $100 million will be borrowed from the reserve
for Los Angeles County, and $350 million will come from external sources.
We believe, however, that more of the borrowing for the budget year
should be from external sources, because this would reduce the state’s
costs for short-term borrowing. Our detailed analysis of external versus
internal borrowing appears in Item 9620 of the Analysis, where we review
the administration’s request for funds to pay interest on short-term loans
to the General Fund.

State General Obligation Bonds

Bond Categories. California’s general obligation bonds are grouped
into three categories, depending on the extent to which debt service (that
is, payment of interest and repayment of principal) is assumed by the
state. These categories are:

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

(2) Partially Self-Liquidating Bonds, Only part of the debt service
on theserbonds is paid by the General Fund. The only program
falling into this category is school building aid. Although the debt
service on these bonds is paid by the state, local school districts
reimburse the state for these costs. The schedule for reimburse-
ment, however, is different from the schedule used to retire the
debt. As a result, in years prior to 1978-79, the state had to “subsi-
dize” the debt service, because the reimbursement received from
the school districts was less than the amount paid by the state to the
bond holders Since 1978-79, however, these reimbursements have
exceeded the state’s cost for servicing these bonds, in effect reim-
bursing the state for at least a portion of its earlier subsidies.

(3) Self-Liquidating Bonds. Redemption and interest costs on these
bonds are paid entirely from project revenues. However, should
such revenues ever be inadequate to cover the required debt serv-
ice, the state would be obligated to make up the shortfall.

Bond Programs. General obligation bonds are used to support a
wide variety of bond programs, including general state construction, wa-
ter treatment facilities construction, harbor development, post-secondary
education facilities construction, development of parks and recreational
areas, historical resources preservation, construction of county jails and
state prison facilities, school facilities, and financial assistance for home
purchasing.

During 1982, a record volume of new general obligation bond authoriza-
tions—over $2 billion—was approved by the voters. In 1983, no additional
authorizations were voted upon. In 1984, however, voters will be asked to
approve a number of new general obligation bond authorizations at both
the June and November elections.
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Status of Bonds Authorized. Table 46 identifies by general obliga-
tion bond program, the portion of the authorized amounts that are out-
standing, redeemed, and unsold. As of December 31, 1983, the state had
$2.3 billion in unsold bonds, compared to over $2.9 billion at the end of
1982. Of the authorized bonds already sold ($11.4 billion), the state has
retired over $4.8 billion, leaving $6.6 billion outstanding.

Table 46

General Obligation Bonds of the State of California
As of December 3t, 1983
{in millions)

Out-

General Fund Bonds: - Authorized Unsold Redeemed  standing
State CONStIUCHON ......cvnverurmmmesssssssasnnerasnss $1,050.0 —_ $764.5 $285.5
Higher education construction 230.0 — 146.1 8.9
Junior college construction............ueeeeess 65.0 - 40.7 24.3
Health science facilities construction ... 155.9 - 50.7 105.2
Community college construction ............ 160.0 — 648 95.2
Beach, park, recreational, and historical

facilities 400.0 — 169.9 230.1
Recreation, fish, and wildlife................... 60.0 R 295 30.5
State, urban, and coastal park ................. 280.0 $35.0 416 203.4
Parklands acquisition and development 285.0 130.0 9.0 146.0
Clean water . 875.0 1750 1791 5209
Safe drinking Water ...........ecermesminssssssannes 1750 75.0 2.2 T 918
State prison CONStTUCHON .....cuucvivermmmsisssees 495.0 393.0 75 925
County jail cONStrUCHON ...vomvvrursessrseesne 280.0 280.0 - —
Lake Tahoe land acquisition ... 85.0 85.0 —_ —_
First-time homebuyers ..o 200.0 185.0 - 150
School building lease purchase ................ © 5000 300.0 — 200.0

Subtotals (652059)  ($1,6600)  ($1,5056)  (§2,130.3)
Partially Self-Liquidating Bonds:
School building aid ......ccccmemerrrressesnsnseceres $2,140.0 $40.0 $1,396.5 $703.5
Self-Liguidating Bonds:
Water resources development........ooo.ocuuns $1,750.0 $180.0 $126.6 $1,4434
Harbor bonds ; 893 . 689 204
Veterans’ farm and home.........cooovcenerrnnee 4,450.0 400.0 1,731.4 2,318.6

Subtotals ; ($6,289.3) ($5800)  (§1,9269)  ($3.7824)

Totals $13,725.2 $2,280.0 $4,829.0 $6,616.2

Source: 1984-85 Governor’s Budget.

Bond Program Sales.  Table 47 displays general obligation bond
sales, by program, from 1982-83 through 1984-85. The total volume of sales
~ for 1982-83 ($635 million) is below the estimate of bond sales ($680 mil-
lion) made in January 1983. The smaller-than-estimated volume of bond
‘sales is due, in part, to the Treasurer’s suspension of bond sales between
December 1982 and April 1983. The Treasurer imposed this suspension
because he feared that the projected 1982-83 deficit for the General Fund
would lead to a reduction in the state’s credit rating,.
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The Treasurer estimates that approximately $1.1 billion in general obli-
gation bonds will be marketed in 1983-84, an increase of $415 million above
the volume issued last year. Most of this increase—$300 million—is due to
the Veterans’ Farm and Home Building program. The remainder of the
increase primarily reflects sales under the state’s newest bond programs,
including those for first-time home buyers ($15 million), Lake Tahoe land
acquisition ($25 million), state school building lease purchase ($25 mil-
lion), and county jail construction ($50 million).

For the budget year, the Treasurer plans to market $835 million in
general obligation bonds. Nearly half of this amount-—$400 million—will
be issued for the Veterans’ Farm and Home program. Bond sales will be
larger if voters approve any additional bond authorizations proposed on
the June and November 1984 ballots. At the time this analysis was pre-
pared, the Legislature had approved four additional authorizations to be
placed on the June 1984 ballot.

Table 47

General Obligation Bond Sales
1982-83 through 1984-85

(in millions)
Actual  Estimated Proposed
: , 1982-83 . 1983-54 1984-85
. Beach, park, recreational, and historical facilities ............. $5 $15 —
Clean water — 20 -
Clean water and water conservation 95 80 $40
‘ Parklands acquisition 75 40 25
Safe drinking water 30 25 o .25
State, urban, and coastal. parks 5 30 20
New prison construction 100 100 100
County jail construction’ - 50 50
Lake Tahoe land acquisition - 2 25
School building lease purchase 125 150 - 150
First-time homebuyers = 15 -
Subtotals, General Fund bonds ... $435 $550 $435
Veterans’ farm and home building 200 500 400
Totals $635 $1,050 $835

Source: State Treasurer

' General Fund Debt Service. Table 48 shows projections of the
amount of debt service to be paid on bonds fully supported by the General
Fund through 1985-86. Debt service for the budget year is estimated at
$391.5 million, of which $212.2 million is for repayment of principal and
$179.3 million is for payment of interest. This represents an increase of
$67.7 million (or 21 percent) over the current year. Thus, the repayment
on state general obligation borrowing is one of the most rapidly growmg
“programs” in the state’s budget.
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Table 48

General Fund Debt Service
1982-83 through 1985-86

{in millions)
Percent Change
from Anticipated
: . Debt Service® Previous Year Sales®
1982-83 o $262.0 19.8% —
1983-84 3239 23.6 $550.0
1984-85 : 39L5 209 435.0
1985--86 4500 -~ 149 425.0

® Includes estimated debt service only on bond issues currently authorized by the electorate. Figures
through 1984-85 are from the 1984-85 Governor’s Budget.

b An average interest rate of 10 percent is assumed on anticipated future sales. Projected sales for 1983-84
and 1984-85 are from the 1984-85 Governor’s Budget and the Treasurer’s Office.

° The projection for 1984-85 assumes that the level of sales projected in the budget occurs. Actual sales
may be less, depending on bond sale decisions made by the Treasurer.

9 Legislative Analyst’s Office estimates.

All of the debt service estimates in Table 48 are based on specific esti-
mates of future bond sales and conditions in the financial markets. If the
actual volume of sales is greater (less) than the estimated volume, the
amounts needed to service General Fund debt will increase (decrease)
accordingly. The estimates are ‘also subject to error because the interest
rates which will be paid on future bond sales are very difficult to predict
at this time. The estimates in Table 48 assume that the yield paid on future
tax-exempt bond issues will be 10 percent. The actual yields, however, will
depend on the course of future federal monetary and fiscal policies, on the
market for municipal debt specifically, and on the path of the economy
generally. Recent general obligation bond issues have been marketed. at
around 9 percent, but many economists are predicting that interest rates
will shift upward in late 1984 or early 1985, partly in response to.the large
deficit financing requirements of the federal government.

Selected Bond Fund Expenditures. After General Fund bonds are
sold, the proceeds from the sales are allocated for expenditure on specific
projects. These bond fund expenditures are identified in Schedule 9 of the
Governor’s Budget, by administering agency. Table 49 groups these ex-
penditures for the prior, current, and budget years, according to the
source of bond funding. Two of the newest bond programs authorized by
the voters in 1982—county jail construction and state school building lease-
purchase—are expected to account for over three-fourths of all bond fund
expenditures in 1984-85. : -

We have noted in past Analyses that midyear budget estimates of bond
fund expenditures invariably turn out to be too high. For example, the
-1980-81 midyear estimate of these expenditures was $273 million, while
actual expenditures in that year were only $145 million.

In 1982-83, the midyear estimate of bond fund expenditures was $580
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million, or $181 million more than the actual expenditure of $399 million.
The programs primarily responsible for the shortfall in 1982-83 were the
new prison construction program and the state parklands acquisition pro-
gram. Estimated expenditures for these programs were over $70 million
higher than actual expenditures.

The failure of the budget to give a realistic picture of bond expenditures
distorts expenditure comparisons between years. More realistic schedul-
ing of new projects and projects already authorized would result in more
accurate midyear estimates and, consequently, improved inter-year com-
parisons.

Table 49

Selected Bond Fund Expenditures
1982-83 through 1984-85
(in thousands)

Actual Estimated Proposed
1982-83 1983-84 1984-85

Higher education construction - $493 -
Health sciences facilities CONStUCHON. ..ervvveveresivssssnesssnssssrrcsens $506 _ -
Community college construction 494 34 - -
Beach, park, recreational and historical facilities...........o...... 3,004 9493 $398
New prison construction 72,765 399,203 -
State, urban, and coastal parks 17,890 31,201 4970
State parklands acquisition and development ............ccunen. 68,442 101,052 11,722
Clean water 69,067 71,578 71,879
Safe drinking water “ 40,495 58419 359
State school building lease-purchase .....ccccumsssersesessssens 125,000 150,000 225,000
County jail construction - — 100,498
Recreation, fish, and wildlife 858 2,960 -

Totals ... ¥ $398,521 $824,433 $414,826

Source: 1984-85 Governor’s Budget

State Revenue Boﬁds

Agencies of the state also issue revenue bonds. These bonds are funda-
mentally different from general obligation issues, in that only the revenue
generated from the financed project is pledged as security for the bond.
This type of debt instrument has been used by the state to finance the
construction of such projects as bridges, fair facilities, higher education
dormitories, and - parking lots.

Beginning in the 1970s; the state expanded the scope of revenue bond
programs to include financing for home purchases, pollution control, and
health and educational facilities. In 1983, the Legislature created a new
revenue bond program which will provide financing for urban waterfront
restoration projects. '

Table 50 identifies seventeen different types of state revenue bond
programs and shows the current authorization for each. As of December
31, 1983, a total of $6.4 billion in state revenue bonds was outstanding.
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Table 50

State Revenue Bonds
as of December 31, 1983
{in thousands)

Authorization Remaining
. Limits Out- Authori-
Issuing Agency , ~If Any standing zation
California Educational Facilities Authority ........eeemrereenee $500,000 $423,365 $76,635

California Housing Finance Agency......:....... . 2,350,000 1,471,694 878,306
California Pollution Control Financing Authority ... C—- 969,507

Transportation Commission —_ 127,180 -
Department of Water Resources —_ 1,325,245 —_
Trustees, California State UDiVersity ............ccceriuiseummmssmmissens — 166,028 -
Regents, University of California — 185,091 —_—
State Public Works Board —_ 9,672 —
State Public Works Board—Energy Conservation and Co-
generation 500,000 — 500,000
Hastings College of Law — 7,280 —
Veterans Revenue Debenture 1,000,000 524,600 475,400
California National Guard 100,000 39,310 60,690
California Health Facilities Authonty .................................... 1,534,000 996,835 537,165
California Student Loan Authority 300,000 121,475 178,525
California- Alternate Energy Source Financing Authority 200,000 14,310 185,690
California Rail Passenger Financing Authority ... 1,250,000 — 1,250,000
California Urban Waterfront Area Restoration Financing
Authority 650,000 — 650,000
Subtotals:
Bonds with authorization Kmits...........cceseermresserseeeens $8,384,000 $3,501,589 $4,792,411
Bonds without authorization: Hmits.......cc..ceerrsmsssserans NA. - 2,790,003 N.A.
Totals, all state revenue bonds ........eeereeermerssesssssssens NA. $6,381,592 $4,792,411

Source: State Treasurer

Chart 19
California State Revenue Bonds
Annual Sales and Total Outstanding Volume
1974-75 through 1982-83 (in billions)*®
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8 Source: California State Treasurer. Data as of June 30 of each fiscal year.
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Three housing bond programs account for over $2 billion, or 32 percent
of the outstanding bonds: California Housing Finance Agency ($1.5 bil-
lion), Veterans Revenue Debenture ($525 million), and California Na-
tional Guard ($39 million). The table also shows that ten of the seventeen
programs have statutory authorization limits, which together total $8.4
billion. Of this amount, $4.8 billion (57 percent) was unused at the end of
1983.

Growth in Revenue Bonds. In recent years, the outstanding volume
‘of revenue bonds has risen dramatically. Chart 19 shows the increase in
revenue bonds outstanding between 1974-75 and 1982-83. The volume of
these bonds rose from $900 million in 1974-75 to $5.8 billion in 1982-83. In
the six-month period from June 1983 to January 1984, the total rose by an
additional $600 million, to almost $6.4 billion.

Table 51

State Revenue Bond Sales
1980-81 through 1984-85

{in millions) .
: : » FEstimated  Proposed
Issuing Agency . 1980-81  1981-82 1982-83 1983-84 1984-85
California Educational Facilities Author- ’
ity $114.7 $57.7 $71.2 $60.5 $80
California Housing Finance Agency ...... 161.8 2989 4880 5684 600
California National Guard ........cceovverrvreene 25.0 — — 150 -
California Pollution Control Financing ’
Authority 165.0 217.3 90.5 100.0 110
Transportation COmMMmISSION ...t 250 25.0 - - 75
Department of Water Resources . . — . 2500 6000 - 50

Regents, University of California . — 178 562 20.0 .30
Trustees, California State Universil 47 1.7 208 56 10
Hastings College of Law:. - 73 - - -
Veterans Revenue Deberi . 3000 — — 1000 100
California Health Facilities Authority ... - 3396 506.8 587.1 650
California Alternative Energy Financing

Authority _ - 58 150 25
California Student Loan Authority.......... - - 1215 85 75
California Rail Passenger Financing Au- '

thority . —_ - — - 100
California Urban Waterfront Authority — — — S = 50

Totals $7962  $1,2253 $1,960.8 $1,500.1  $1,955.0

Source: State Treasurer

Bond Sales

Table 51 shows state revenue bond sales from 1980-81 through 1984-85.
Revenue bond sales have increased dramatically in the last four years, w1th
sales reaching almost $2 billion in 1982-83. Bonds issued by three authori-
ties accounted for over 80 percent of the sales during that year: Depart-
ment of Water Resources ($600 million), California Health Facilities Au-
thority ($507 million), and California Housing Finance Agency ($488
million).
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In 1983-84, another $1.5 billion in revenue bonds will be marketed. As
in the prior year, health facilities and housing finance bonds will account
for significant shares of the total. These programs also are ‘expected to
account for a large portion of 1984-85 revenue bond sales, which are
expected to total almost $2 billion. The first revenue bond sales will also
occur during the budget year under the state’s newest programs: the
California Rail Passenger Financing Authority ($100 million) and the Cali-
fornia Urban Waterfront Restoration Financing Authority ($50 million),
established by Ch 1553/82 (AB 3647) and Ch 1264/83 (SB 997), respective-
ly.

Chart 20
Annual Sales of State Bonds
1977-78 through 1982-83 (in millions)’

Dollars
$2,000+ E:I State Revenue Bonds

1,800
1,600+
1,400+
1 ,200J
1,0004

800+
600

General Obligation Bonds

4004

200~

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

a Source: California State Treasurer. Data as of June 30 of each fiscal year.

Revenue Bond Sales Significantly Exceed General Obligation Bond
Sales, Chart 20 compares the sales of state general obligation and
revenue bonds since 1977-78. It shows that state revenue bond sales have
significantly exceeded general obligation bond sales in each of the past
four years. This is partly because the sale of most revenue bonds is not
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restricted by statutory interest rate ceilings. Because of high interest rates;
especially during 1982 and 1983, these ceilings have sometimes made it
difficult to sell general obligation bonds without restructuring the issues.
Often, the restructuring results in terms that are less favorable to the state
(such as the removal of “call” provisions and shorter maturities). In addi-
tion, general obligation bond sales for each of the state’s programs are
subject to specific authorization limits. The limits for seven of these pro-
grams have already been reached. In contrast, there are no restrictions at
all on sales under seven of the state’s 17 revenue bond programs.

LOCAL BORROWING

The State of California does not directly regulate most types of borrow-
ing by local governments, although state law does govern such factors as
the permissible types of borrowing and the maximum interest rates that
can be paid on certain debt. However, because the marketability of state
debt can be affected by the total volume of tax-exempt state and local
debt offered for sale, the state has an important interest in local borrowing
activities.

Like the state; localities engage in both long-term borrowing through
the issuance of bonds, and short-term borrowing.

Short-term Local Borrowing

Local governments engage in short-term borrowing by issuing a wide
variety of secured and unsecured debt instruments. These include, among
others, tax anticipation notes, revenue anticipation notes, certificates of
participation, and tax-exempt commercial paper. The volume of such
short-term borrowing, although not known with certainty, has increased
significantly in recent years. It appears that the various levels of local

- government in California issued over $5.3 billion in short-term debt obliga-

tions during 1982-83 alone. This is over $4 billion more than the volume
issued in the previous year. The large increase appears to have been at
least partly due to the recession, which caused local governments to bor-
row heavily from outside sources to meet their cash-flow requirements.

Local Bond Sales

Table 52 shows local bond sales for the last five years, by type of local
government. The table indicates that between 1978-79 and 1982-83, the
total volume of local bonds sold annually increased by approximately $4.2
billion. The table also indicates that a large share of this increase is due to
the dramatic rise in housing bond sales (over 500 percent), especially
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housing bond sales by counties and cities. Between 1978-79 and 198283,
housing bonds increased from 24 percent to 40 percent of total local bond
sales. In 1979-80, however, the housing bond share of the total began to
stabilize, partly in response to federal legislation limiting the sale of such
bonds. ‘ ‘

Table 52

Annual Local Bond Sales
1978-19 through 1982-83
(in millions) °

Type of Local Government 1978-79 1978-80 1980-81 1981-82 1982-83
1. Counties: $13.7 $9.0 $214.1 $3725 $1,000.7
Housing (12.4) 86)  (1948)  (3706)  (8864)
Other (1.3) (0.4) (19.3) @0)  (1143)

2. Cities: $358.0 $4889 $632.6 $341.2 $1,414.6 -
Housing (1119) . (2119)  (124)) (733)  (T139)
Other - (246.8) (277.0) (5085) (267.9) (700.7)

3. School diStTicts: vouusuererssesserssssersenne $58.7 $95.9 $52.6 —_ $13.5
4. Redevelopment agencies: ..........o.civens $448.1 $1,150.4 $587.6 $741.1 $696.9
Housing (0413)  (9483)  (4467)  (3497)  (3214)
Other (2068)  (2021)  (1409)  (3914)  (3755)

5. Special diStriCtS: wuvvverererererssesssasasensaneesens $623.5 $814.0 $267.8 $569.2 $2,414.0
Housing =) (=) @70)  (1934) (3726
Other (6235)  (8140)  (2408)  (3758)  (2,0415)

6. Special Assessment Bonds................. $14.9 $54.6 $713 $86.6 $149.7
Overall Totals $1.516.9 $2,612.8 $1,831.9 $2,110.6 $5,689.6
Housing. (3649)  (1,1688) (792.6) (%7.0) (22943)

Other (11520) = (L,4440) (1,0394) (L1237) (3395.2)

8 Source: Data for 1978-79 through 1980-81 from Office of Planning and Research. Data for 1981-82
.~ compiled by the Legislative Analyst’s Office from the Weekly Bond Buyer, and for 1982-83 from the
California Debt Advisory Commission Calendar. Special assessment bond data for 1982-83 compiled
from Weekly Bond Buyer and Moody’s Municipal and Government News Reports. Details may not

add to totals due to rounding.

Different Data Sources Make Inter-Year Comparisons Difficult. - Ta-
ble 52 shows that the volume of local bond sales in 1982-83 increased
dramatically from the previous year. A significant part of the increase
shown, however, is not due to actual sales increases, but to more complete
information on bond sales. The 1982-83 sales figures were compiled from
data collected for the first time by the California Debt Advisory Commis-
sion (CDAC) which, under state law, must be notified of bond sales. The
information on prior-year bond sales is based on sales reported in the
Weekly Bond Buyer.

We believe that the CDAC data provide a much better indication of the
actual level of local bond sales in the state than the data available for
previous years. Consequently, inter-year comparisons of bond sales should
be made with caution. Nevertheless, the CDAC data make one thing clear:
the actual volume of debt issued by local agencies in prior years is greater
than what was reported in the Bond Buyer for these years.




117

Trends in Local Public Debt

Local governments traditionally have relied extensively on bonds, long-
term loans, and other forms of borrowing to raise funds for the construc-
tion of public facilities such as roads, water systems, sewers, and schools.
Since the late 1970’s, localities also have been issuing large volumes of debt
for non-traditional purposes, particularly housing. As indicated above,
housing bonds now account for a substantial portion of the growth in local
bond sales in recent years.

Other important trends in local public debt also are emerging:

1. Local agencies are beginning to rely more heavily on industrial de-
velopment revenue bonds (IDBs) to provide financing for private manu-
facturing and commercial facilities. These bonds, which must be approved
by the California Industrial Development Financing Advisory Commis-
sion (CIDFAC), have been used to finance the construction of such facili-
ties as food processing plants, furniture manufacturing facilities, office
buildings, and shopping centers. In addition, IDBs also have been used to
acquire buildings, machinery, and equipment for plant expansion. Accord-
ing to CIDFAC, approximately $230 million in IDBs have been issued in
California since these bonds were first authorized.

2. Localities are issuing more debt to finance infrastructure (or public
facilities) improvements. According to CDAC, $1.4 billion in debt was
issued for such purposes during the first six months of 1983, compared to
only $495 million issued during the same period in 1982. These amounts
do not include special assessment district bonds, which are issued to fi-
nance capital improvements (sidewalks, gutters, lights, and so on) in spe-
cific areas. We estimate that nearly $150 million in special assessment
district bonds were issued in 1982-83. Also, 1983 was the first year in which -
local agencies began to issue bonds under the Mello-Roos Community
Facilities Act (established by Ch 1439/82 (SB 2001) and Ch 1451/82 (AB
3564) ) . These measures authorize local agencies to levy special taxes with-
in “community. facilities districts” to finance new capital construction.

3. Local agencies also are increasingly using various “creative financ-
ing” techniques to finance the construction of public facilities. Among
these, the most popular technique involves the issuance of certificates of
Dparticipation (CPs). Between January and October 1983, over $637 million
in CPs were issued. This method relies on an underwriter (such as an
investment banker) to raise funds for the construction of a public facility
through the sale of CPs to investors. The facility is then Jeased to the public
agency. These instruments are called certificates of participation because
they allow investors to participate in the lease arrangement. The financial
transactions associated with this method are handled by a trustee, who
collects lease payments and makes periodic payments of principal and
tax-exempt interest to the holders of the certificates. From a public
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agency’s point of view, this method is attractive because CPs do not consti-
tute indebtedness under the State Constitution or existing statutes. Thus,
they do not require voter approval, nor are they subject to other restric-
tions, such as ceilings on interest rates.

COMBINED USE OF BONDS BY STATE AND LOCAL GOVERNMENTS

The combined volume of state and local borrowing in recent years is
shown in Table 53. Between 1977-78 (the first year for which we have
been able to obtain relatively complete data on local government bond
sales) and 1979-80, the annual volume of state and local bond sales in
California increased by $1.4 billion, or 56 percent. The largest relative
increase was in the annual volume of state revenue bond sales, which
increased by more than 170 percent.

In 1980-81, however, a sharp break occurred in the upward trend of
bond sales. Total state and local bond sales fell by 25 percent, or more than
$1 billion, from the previous year’s level. This reflected a 17 percent
decline in sales by the state, and a 30 percent decline in local sales. This
drop in bond sales reflected unusually adverse conditions in the municipal
markets during 1981—chief among them being exceptionally high interest
rates. In 1981-82, the municipal bond market improved somewhat and, as

‘atesult, bond sales in that year reached more than $3.7 billion.

Table 53

Annual Sales of State and Local Bonds
1977-78 through 1982-83

{(in millions)
State of California *

Total All Total General Local
Bonds State  Obligation Revenue Bonds"®
197778 $2,572 $712 $431 $281 $1,860
1978-79 2,421 905 535 370 1,516
1979-80 4,003 1,390 625 765 2,613
1980-81 3,013 1,181 385 796 1,832
1981-82 3,126 1,615 390 1,295 2,111

1982-83 8,285 . 2,595 635 1,960 5,690

8 Source: California State Treasurer.
b Source: Data for 1977-78 from Office of Planning and Research. Data for 1981-82 and 1982-83 compiled
by Legislative Analyst’s Office. .

In 1982-83, state and local bond sales rebounded dramatically. Total
sales reached almost $8.3 billion, an increase of $4.6 billion compared to
the previous year’s level. As Table 53 shows, $980 million of the increase
was due to state bond sales and $3.6 billion was due to bond sales by local
agencies.

As indicated above, the actual increase in bond sales may be overstated
because in 1982-83 a new and more complete source of data (CDAC)
became available for use in determining the level of local bond sales. The
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significant increase in debt issues also is demonstrated, however, by data
compiled by CDAC which compares the amount of bonds- issued during
the first six months of 1982 with the amount issued during same period for
1983. The data reported by CDAC show that the issuance of state and local
bonds for this period in 1983 ($5.2 billion) was nearly 118 percent greater
than the amount issued during the same period in 1982 ($2.4 billion).

The increase in bond sales during 1982-83 reflects the improved econ-
omy and more favorable conditions in the municipal debt market. Steady,
and even declining, interest rates have made the issuance of long-term
debt less costly than before. The improved economy, which has strength-
ened the financial condition of the state and local agencies, also has made
debt-financed projects more feasible. Another reason for the increased
volume of bond sales was that, beginning July 1, 1983, federal law required
that tax-exempt bonds be issued in registered form. Under bond registra-
tion, records must be kept of who owns each bond and interest must be
paid directly to that individual. It appears that issuers accelerated the sale
of bonds in 1982-83 to avoid the additional administrative costs associated
with bond registration in the future.

Housing Bond Sales

Table 54 shows the sale of state and local housing and nonhousing bonds.
From 1977-78 through 1979-80, combined state and local housing bond
sales increased 439 percent. Local housing issues showed the largest in-
crease—over 1,100 percent. Between 1980-81 and 1981-82, total housing
bond sales declined, due to the reduction in sales by the state.

Table 54
California State and Local Bond Sales
1977-78 through 1982-83
{in millions) ¢
1977-78  1978-79  1979-80  1980-81 198182  1982-83
State Bonds:

HOUSING eooorvvrrrrrse $3224  $6250  $L07L7  $8618  $4489  $6880
Nonhousing 396.2 250.5 303.0 310.2 1,166.1 19078
Subtotals ....ereenerirninens $718.6 $875.5  $1,3747 $1,1720  $L6150 $2,595.8
Local Bonds:
Housing .......oocseeerereseninnrenns $93.2 © $3649  $1,1688 $792.6 $987.0 $2,294.3
Nonhousing L 1,766.9 1,151.1 1,444.0 1,039.3 1,123.6 3,395.3
Subtotals......cconereerivernirnen. $1,860.1 $15160  $26128 $18319  $2,1106 $5,689.6
State and Local Bonds: ’
Housing ......cocvmmcmmiveennne. $415.6 $989.8  $2,240.5 $16544  $1.4359 $2,982.3
Nonhousing ... . 2,1831 14017~ 1,747.0 1,349.5 2,289.7 5,303.1
Totals.....cvvnn... . $2,5787 $2,3015  $3.9875 $3,0039  $3,725.6 $8,285.4

2 Source: Office of Planning and Research. State bond totals for 1978-79 through 1980-81 differ slightly
from those reported by California State Treasurer. Local bond data for 1981-82 and 1982-83 compiled
by Legislative Analyst’s Office.

b Includes sales of special assessment bonds.

577959
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Housing bond sales increased dramatically in 1982-83, however, when
over $2.9 billion in housing bonds were sold. Over three-fourths of this
amount was attributable to local housing bond sales. Between July 1983
and October 1983, another $756 million in housing bonds were issued. The
volume of housing bond sales was exceptionally large in 1983, because
under current federal law this was the last year in which bonds issued to
finance single-family home mortgages were eligible for the federal tax
exemption. ’

This rise in housmg bond sales in recent years can be attributed to
several statutory changes:

o The Zenovich-Moscone-Chacon Housing and Home Finance Act (Ch
1x/75) established the California Housing Finance Agency and au-
thorized a total outstanding amount of up to $1.5 billion in tax-exempt
state revenue bonds. As of December 31, 1981, almost all of this au-
thorization had been used, as $1.4 billion in bonds were outstanding
under this program. In 1983, the authorization was increased by $350
million, to $1.85 billion, and effective January 1, 1984, the limit was
further increased by $500 million, to $2.35 billion.

e Ch 1069/79 (AB 1355) authorized local housing finance agencies to
sell tax-exempt revenue bonds in order to finance low-interest loans
for low and moderate income housing. There is no statutory limit on
the amount of bonds that may be issued under this program, although
the State Housing Bond Credit Committee has the authority to re-
view; disapprove, and/or reduce bond issues.

Future Housing Bond Sales Uncertain

Both the state and federal governments have expressed concern about
the rapid growth in the sale of housing revenue bonds, primarily out of
fear that such bonds will increase the interest costs and limit the market
for other tax-exempt bonds sold for more traditional public purposes.
These traditional purposes include the financing of highway projects, new
prisons, water projects, and so forth.

In December 1980, the U.S. Congress decided to stem the growth in
housing revenue bonds by enacting the Mortgage Subsidy Bond Act of
1980. This act restricted the use of these bonds, and eliminated their
tax-exempt status when sold to finance single-family housing, beginning
December 31, 1983. The Congress considered proposals to extend the
tax-exempt status of interest paid on these bonds beyond this date, but it
failed to act before the exemption expired. There are indications, howev-
er, that Congress will reinstate the tax exemption for housing bonds. The
level of housing bond sales in the future will depend on when and how
Congress decides this issue.
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The State’s Workforce

PERSONNEL YEAR CHANGES IN THE BUDGET YEAR

As Chart 21 and Table 55 show, the Governor’s Budget proposes a state
government workforce of 229,540 personnel-years (pys) for 1984-85. The
four functions accounting for the largest number of personnel-years are
Higher Education, with 91,076 pys (40 percent of the total), Health and
Welfare programs, with 39,593 pys (17 percent), Business, Transportation
and Housing programs with 33,087 pys (14 percent), and Youth and Adult
Correctional programs with 18,035 pys (8 percent).

Chart 21

Personnel-Years by Function
1984-85
Total Personnel-Years
229,540
Higher Education
39.7%

Youth and Adult
Correctional 7.9%

Health and Welfare
17.2%

" All Other
14.8%

Resources

Business, Transportation, and 6.0%

Housing 14.4%

The Governor proposes to reduce the size of the state’s workforce in
1984-85 by 4,880 personnel-years, or 2 percent, below what the budget
estimates to be the current-year level. From a program perspective, the
budget proposes staffing level reductions for a// functional areas with two
exceptions—the Judiciary (435 pys) and Youth and Adult Correctional
programs (+157 pys). The largest reductions are proposed for Higher
Education (—1,849 pys) and Health and Welfare programs (—1,780 pys).

The budget indicates that a strictly enforced hiring freeze and a subse-
~ quent management review showed that the 4,880 personnel-years could
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* Source: Governor’s Budgets

Table 55

Total Number of State Employees, by Function °

{in personnel-years)
1978-79 through 1984-85

b Less than .01 percent decrease.

1978-79 to
1983-84 to 1984-85 1984-85
Estimated  Proposed Change Change
1978-79 1979-50 1980-81 1981-82 1952-83 1983-54 195485  Number Percent Number Percent
8,575.5 8,713.7 9,132.3 9,418.3 9,289.9 9.812.2 98114 -8 — 1,235.9 144%
10,402.7 10,671.3 11,023.2 11,3253 11,378.2 12,1776 12,1023 -753 —06 1,699.6 163
30,867.6 31,2934 31,955.0 31,8594 32,181.5 33,699.3 33,086.5 —6128 -18 22189 7.2
14,1679 13,779.5 13,889.2 14373.0 14,141.0 14,293.6 13,758.3 —535.3 -37 —409.6 -29
40,460.9 423252 43,320.7 415897 40,931.0 413727 39,5928 —1,7799 —43 -881 . -2l
12,805.6 12,548.6 13,118.3 13,934.6 14,673.7 17,8783 18,035.3 157.0 0.9 5,229.7 40.8
2,650.3 2,665.0 2,746.5 2,796.1 2,666.0 2,131.7 2,691.9 —458 -17 416 16 -
90,152.0 89,840.5 91,629.8 93,988.5 94,188.0 92,924.7 91,0759 - —18488 - -20 9239 1.0
- 84416 8,355.3 8,752.4 9,528.5 9,040.0 9,523.9 9,385.3 —1386 —15 937.7 11.1
218,530.1 - 220,192.5 2255674 2288134 2284893 2344200  229,539.7 —4,8803 =21 11,009.6 5.0

(441
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be eliminated due to increased efficiencies. While a portion of this reduc-
tion can legitimately be attributed to “efficiencies”, we find that other
factors play a large role in explaining this reduction. As we discuss in Part
Three, the personnel-year reduction can also be explained by:

o Inflated current-year estimates of staffing against which the level
proposed for the budget year is compared;

o The termination of a significant number of authorized positions, in-
cluding “limited-term™ positions that had been authorized by the
Legislature through 1983-84 and will terminate automatzca]]y at the
end of the year; and

o The assumption that salary savings will increase in the budget year
(this is to say, the budget assumes that the time positions will be
vacant due to such factors as turnover and delays in hiring will be
higher in 1984-85 than during 1983-84 when the hiring freeze was in
effect).

The following discussion details, on a program basis, the significant
personnel changes proposed in 1984-85.

Higher Education. The largest total staffing reduction, 1,849 per-
sonnel-years, is proposed in higher education. The budget indicates that
the University of California (UC) will lose 1,116 personnel-years and the
California State University (CSU) will lose 720 personnel-years. In the
University of California’s case, the major portion of the reduction will
occur in the primarily fee-supported UC hospitals, where workload reduc-
tions are anticipated due to changes in Medi-Cal reimbursement policies
enacted by the Legislature two years ago. The largest staffing reduction
for the CSU will occur in the Independent Operations program due,
according to the administration, to fewer federal grants and a trend to-
ward using contracts to perform the work related to those grants.

Health and Welfare. The budget proposes to reduce overall staff-
ing for this functional area by 1,780 personnel-years, or 4.3 percent. Within
this area, the largest single staffing reduction is a decrease of 1,132 person-
nel-years in the Employment Development Department (EDD). EDD’s
staffing levels are heavily dependent on the unemployment rate in Cali-
fornia, and these levels, for the most part, are adjusted upward or down-
ward automatically, depending on the number of unemployment claims
to be processed. In the budget year, 76 percent of the staffing reduction
proposed for EDD (and 49 percent of the reduction proposed for the
entire health and welfare agency) is attributable to the expected con-
tinued upturn in the economy and a decrease in the unemployment rate
from 8.3 percent to 7.4 percent. In addition, the termination of the federal
Comprehensive Employment and Training Act (CETA) program will
result in 56 personnel-years being eliminated.
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Overall staffing for the Department of Health Services will decline by
159 personnel-years. This primarily reflects reductions in department ad-
ministration, -partially offset by 57 personnel-years added to the Toxic
Substances Control program for increased permit, surveillance and en-
forcement activities. A net reduction of 122 personnel-years for the De-
partment of Mental Health includes reduced staffing for department sup-
port, partially offset by increased staffing for the state hospitals.

Resources: The budget proposes to reduce overall staffing for re-
sources programs by 535 personnel-years, or 3.7 percent, from estimated
current-year levels. The major components of this reduction are decreases
in the Departments of Parks and Recreation and Water Resources (210 pys
and 205 pys, respectively). These reductions are primarily due to work-
load-related factors: fewer capital outlay projects, and slippage in the
schedules for completion of state water projects. These personnel reduc-
tions are partially offset by an increase of 38 personnel-years requested for
the State Water Resources Control Board, which proposes to augment its
efforts to locate and mitigate leaking underground tanks.

Business, Transportation and Housing. In 1984-85, the budget pro-
poses to reduce the workforce in these programs by 613 personnel-years,
or 1.8 percent. Reduced staffing levels in two programs, the Department
of Transportation (Caltrans) and the Department of Motor Vehicles
(DMYV), account for most of the reduction. Caltrans will experience a net
loss of 410 personnel-years, primarily in the Highway Transportation pro-
gram, reflecting an increase in contracting with the private sector and use
of alternative work methods. The Department of Motor Vehicles will lose
a net total of 243 personnel-years, primarily as a result of increased auto-
mation.

Youth and Adult Correctional Agency. The budget proposes to in-
crease Youth and Adult Correctional Agency staffing in 1984-85 by 157
personnel-years, or about 1 percent. This is one of only two functional
areas in which additional staffing is proposed. The largest single increase
within the agency, an increase of 546 personnel-years, is proposed for the
Department of Corrections in order to meet the demands of a projected
growth in inmate and parolee populations. This increase is partially offset
by the effect of Ch 956/83 which removed the Prison Industries program
from the budget process and resulted in the elimination of 327 personnel-
years from the budget totals, but not the elimination of the positions
themselves.

HISTORICAL CHANGES

It is particularly useful to analyze changes in the state’s workforce from
a historical perspective. Personnel-year changes during the period from
1978-79 through 1982-83 have been quite modest, increasing at an average
annual rate of 1 percent. As noted above, the Governor proposes what
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appears to be a sharp reduction in staffing from the current-year level.
When the staffing level proposed for 1984-85, however, is compared tothe
actual staffing level in 1982-83, the trend goes in the opposite direction:
there is an increase in personnel—years of 1,051, amounting to one half of
one percent.

Table 56

Ratio of the State’s Workforce
~ To Total Population®
1978-79 through 1984-85

State

State Operations
Worldorce Expenditures
State California’s As Percent In Constant
Workforce Population® of Total Dollars
(in thousands)  (in thousands) Population (in millions) ©
1978-79 2185 22,839 0957% $3,909
1979-80 . 2202 23,255 0.947 4,362
1980-81 . 225.6 23,771 0.949 4,697
1981-82 2288 24212 0945 4,59
1982-83 2285 24,628 0.928 4,437
1983-84 2344 25,152 0932 4,503
198485 229.5 25,576 0.897 4,968
Percentage change (1978-79
through 1984-85) .........ovcremmeeenns 5.0% 120% ~6.3% 27.1%

Source Governor’s Budget.
b population as of July 1, the beginning of the fiscal year.
¢Includes General Fund and special fund expenditures. Current dollars are deflated to 1978-79 dollars
using the Gross National Product implicit price deflator for state and local purchases of goods and
services.

Ratio of State Workers to Total Population Declines

Table 56 shows that between 1978-79 and 198485, California’s popula-
tion will have increased by 12 percent, while the state’s workforce will
have increased by only 5 percent. As a result, the ratio of state employees
to the state’s population has declined by 6.3 percent over the seven-year
period. During the same period, state operations expenditures, adjusted
for inflation, will have increased by 27 percent.

Increase in Correctional Staffing Accounts for Major Share of the Increase

If the staffing levels proposed in the Governor’s Budget are achieved,
the state’s workforce will increase by 11,010 personnel-years between
1978-79 and 1984-85. Nearly one-half of the increase during this period will
occur in a single program area: Youth and Adult Correctional programs.
Staffing increases for this program, which total 5,230 personnel-years dur-
ing this seven-year period, are due to the dramatic growth in the prison
population, particularly during the past three years. For example, current-
year staffing for these programs is estimated to exceed actual 1982-83
levels by 3,205 personnel-years.
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During the past seven years, 2,219 personnel-years have been added to
Business, Transportation and Housing programs, accounting for 20 per-
cent of the total increase for the state. This increase is primarily attributa-
ble to growth in the Department of Transportation, the California High-
way Patrol, and the Department of Motor Vehicles. :

State and Consumer Services programs have grown by 1,700 personnel-
years, accounting for 15 percent of the total increase. Staffing increases in
this area relate to increased workload in the Franchise Tax Board, the
Bureau of Automotive Repair, and the Department of General Services.

Overall reductions since 1978-79 have occurred only in two areas:
'Health and Welfare programs and Resources programs. Overall staffing
for Health and Welfare programs has declined by 868 personnel-years, or
2 percent, and staffing for Resources programs has gone down by 410
personnel-years, or 3 percent during this six-year period. For both of these
functional areas, however, the overall staffing reductions for the period as
a whole are largely a result of the personnel decreases proposed for the
budget year.
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Part Three

R FISCAL
S FACING
GISLATURE

This part discusses some of the broader issues facing the Legislature in
1984. Many of these issues are closely linked to proposals contained in the
Governor’s Budget for 1984-85. Others are more long range in nature and
will, in all probability, persist for many years beyond 1984. Even in these
cases, however, legislative action during 1984 is desirable because the
Legislature generally will have a wider range of options for addressing
these issues in 1984 than it will have in subsequent years.

We have grouped the issues discussed in this part into four major sec-
tions.

State Revenue Issues. The first section identifies issues related to
state revenues. Specifically, we discuss options for increasing legislative
oversight of tax expenditures—an increasingly significant portion of the
state budget. We also discuss the tax burden in California, and analyze how
the level of taxation in California compares with the levels in other states.

State Expenditure Issues. The second section identifies issues relat-
ed to state expenditures. Here, we discuss the allocation of funds for
cost-of-living adjustments, the effect of the Governor’s proposed staffing
reductions on state programs and operations, the state’s “rainy day” fund
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which is formally known as the reserve for economic uncertainties, the
proposed realignment of state/county responsibilities in four health and
welfare areas, funding for benefits provided through the state’s various
retirement systems, and ways the Legislature can improve the effective-
ness and coordination of the state’s hazardous substances control pro-
grams.

Local Government Finance Issues. The third section identifies is-
sues related to local government finance. In this section, we discuss the
Governor’s local government finance proposal. We also discuss the ways
in which the Legislature can help counties control the rising costs of
operating the trial courts. In addition, we discuss issues related to funding
for state-mandated local programs, community redevelopment projects,
and the new supplemental property tax program.

Legislative Control of the Budget The fourth section identifies is-
sues that involve the Legislature’s ability to monitor and control state
spending. One of these issues concerns the Legislature’s role under those
state laws that grant to state employees the right to bargain collectively
over the terms and conditions of their employment. Other issues discussed
in this section involve the availability, comprehensiveness and reliability
of data on revenues and expenditures, and the effect of adverse court
decisions on the state’s General Fund.

In addition to the issues discussed in this part, a number of major policy
and funding issues are discussed in the Analysis.
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Revenve Issves
TAX EXPENDITURES

How Can The Legislature Ensure That its Priorities are Addressed b y Tax
Expenditure Piograms?

This section examines ways in which the Legislature might improve its
ability to review the state’s multitude of tax expenditure programs. Annu-
al review of the costs and benefits associated with tax expenditure pro-
grams is justified on the very same basis that annual review of direct
expenditure programs is——namely, that these programs represent a com-
mitment of state resources to achieve state objectives, and the priorities
associated with these different objectives change over time.

Tax Expenditures Defined

The term tax expenditures refers to a number of tax exclusions, exemp-
tions, preferential tax rates, credits, and deferrals, which reduce the
amount of revenue collected from the state’s basic tax structure.

The Legislature has enacted tax expenditure programs for a variety of
reasons. First, tax expenditures provide taxpayers with incentives to alter
their behavior in certain ways which further the goals of state policy in
areas such as economic and industrial development, housing, transporta-
tion, energy and resources development, health and education. For exam-
ple, the income tax deduction for mortgage interest is intended to encour-
age homeownership and promote the development of the housing

-industry. Tax credits for solar energy systems are designed to promote the
growth of a new industry, reduce consumption of energy from traditional
sources, and foster technological innovation. Tax expenditures also pro-
vide tax relief or aid to particular groups or classes of individuals, in order
to further the goals of the state’s social policies. For example, the sales tax
exemption for prescription medicines is intended to lessen the financial
burden on those who must purchase medication.

Because tax expenditures are described in terms of revenues foregone,
some who oppose the use of the concept claim that it implies that all
income belongs to the government, and that therefore all income not
collected by the government is a tax expenditure. The problem with these
critics’ reasoning is that tax expenditures are not measured against a base
of all income, but rather against the revenues which would have been
collected under the basic system. Consequently, use of the term “tax
expenditure” does not imply that “all income belongs to the government.”

As instruments of state policy, tax expenditure programs differ from
direct expenditure programs only in that they are “funded” through
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provisions of the tax code instead of through the annual Budget Act. The
“costs” of tax expenditure programs are measured in terms of revenue
losses, instead of budget expenditures. The revenue losses associated with
existing tax expenditure programs are sufficiently large to constltute a
substantial portion of the state’s total spending plan. -

Table 57 compares direct expenditures with major tax expenditures for
the period 1981-82 through 1983-84. The table shows that the “cost” of tax
expenditures has risen 22 percent since 1981-82, while the cost of direct
expenditure programs has risen 4 percent during the same period. The
relatively low rate of growth in direct expenditures, of course; was a direct
consequence of the recent recession and the devastating impact it had on
revenues. As Table 57 indicates, tax expenditure programs in no way bore
a comparable share of the burden imposed on the General Fund by the
recession. Instead, these programs continued to grow—and grow rapidly
—throughout the period.

Table 57

Major General Fund
Tax Expenditure Costs and
Direct Expenditure Costs
1981-82 through 1983-84
{in millions)

Change
1981-82 to 1983-84
1951-82  1982-83 1983-84 Amount  Percent

Tax expenditures: . :
Personal income tax........coocemunne. $4,600 $5,443 $5,732 $1,132 24.6%

Sales and use tax...... 2,300 2,566 2,724 424 184
Bank and corporatio 200 2292 229 29 145
Totals $7,100 $8,231 $8,685 ° $1,585 22.3%
Direct expenditures:
General Fund $21,695 $21,755 $22,641 $946 44%

 Source: 1983-84 Governor’s Budget, adjusted for 1983 legislation.

The Need for Legislative Oversight

Tax expenditure programs can be an appropriate means of accomplish-
ing legislative objectives. In certain circumstances, they may even be
superior to alternative direct expenditure programs because they are rela-
tively simple to administer. Nevertheless, the Legislature needs to moni-
tor these programs closely, for three major reasons.

First, tax expenditures may not be effective in influericing taxpayer
behavior. This may be due to the fact that the incentive provided by
certain tax expenditures is too small to make a difference or is over-
whelmed by other incentives facing those whose behavior is intended to
be influenced. For example, several sales and use tax exemptions have
been established as a means of encouraging new businesses to locate or
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stay in California. In many of these cases, however, other factors, such as
access to markets, skilled labor, transportation, or raw materials, may be
much more important to firms making location decisions than the relative-
ly small amount of tax relief provided by a sales tax exemption.

Second, compared to most direct expenditure programs, tax expendi-
ture programs are relatively uncontrollable. Once a tax expenditure has
been established in law, expenditures—that is, revenue losses—occur au-
tomatically. Unlike direct expenditure programs, for which funds must be
appropriated annually, tax expenditures are not subject to annual legisla-
tive review or approval. Also, tax expenditures resemble entitlement pro-
grams, in that there is no limit on the number of individuals who can claim
a benefit or on the total'amount of the “expenditure.” In short, once a tax
expenditure is enacted, the Legislature—as a practical matter—loses con-
trol over the total amount of state resources devoted to the accomplish-
ment of the particular objective. This makes it extremely difficult for the
Legislature to alter the allocation of existing resources to reflect changing
priorities, as may be particularly necessary during times of fiscal con-
straint.

Finally, excessive use of tax expenditures may have an adverse impact
on the tax system. The proliferation of exemptions, credits, and-exclusions
is one of the primary reasons why taxpayers are confronted with such a
complicated tax system. Adding another line or one more form to a tax
return has little impact, but the cumulative burden carried by the tax
system from all tax expenditures is heavy.

Better Information is Prerequisite for the Review Process

' We recommend that the Legislature enact legislation requiring the De-
partment of Finance to present specific information on tax expenditures
as part of the annual budget.

Since 1975-76, the Department of Finance (DOF) has each year pro-
vided a brief presentation on tax expenditures in the budget’s introduc-
tory (or ‘A’) pages. This presentation has included background informa-
tion and a fiscal summary of the major identifiable tax expenditures. Ch
575/76 requires the department, in odd-numbered. years, to include a
detailed analysis and set of recommendations regarding these “costs” in
the Governor’s Budget.

The Governor’s Budget for 1983-84 included a review of changes in tax
expenditure programs which either had been recommended by the de-
partment in prior tax expenditure reports or were recommended for
termination in 1983 (the Solar and Energy Tax Credit programs): In addi-
tion, the budget proposed that the tax expenditure report requirement be
discontinued, on the basis that the report did not have sufficient impact
to warrant the effort that went into it. The Legislature did not consider
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discontinuation of the report requirement.

In contrast to past years, the Governor’s Budget for 1984-85 contains no
information on the estimated cost of tax expenditure programs for the
current and budget years. This is the first budget since 1975-76 in which
the department has failed to provide the Legislature with any information
on this subject. :

In our judgment, information on tax expenditures is too important for
the Legislature to do without. If anything, the Legislature’s need for infor-
mation on tax expenditures-is greater today than it was in 1976 when the
requirement for a biennial report was imposed on the department. As
state and local resources are constrained by a sagging economy or voter-
approved restraints on taxing powers, the Legislature finds it more dif-
ficult to maintain expenditures for what it deems high priority programs.
In looking for ways to shore up funding for these programs, the Legislature
needs a comprehensive picture of where funds are being spent and how
effectively they are being used, regardless of whether the expenditures
occur through the budget or through the tax code. Without information
on the projected revenue loss from existing tax expenditure programs in
the budget year, a substantial portion of the state’s total spending plan is
beyond the Legislature’s effective review or control.

We conclude that the Legislature needs information on tax expendi-
tures annually, not every other year. Moreover, to facilitate legislative
review of tax expenditure programs, this information should include:

o A Comprehensive List of Tax Expenditures. The department’s re-
ports in the past have included only “major identifiable” tax expendi-
tures, rather than a complete list of state tax expenditures. As a result,
the listings have generally excluded those tax provisions for which the
revenue loss may be significant but is difficult to estimate.

o More Detailed Information on Individual Categories of Tax Expendi-
tures. Past tax expenditure reports have provided only fiscal esti-
mates for aggregated categories of tax expenditures (for example, the
revenue loss from mortgage and nonmortgage interest deductions
combined) in a single year. In order to facilitate legislative review, the
department should include, for each tax expenditure, at least the
following: (1) the authorizing section of the Revenue and Taxation
Code, (2) a brief description, (3) the sunset date, if ‘any, and (4) the
estimated annual revenue loss.

o Historical Information. The Governor’s Budget for 1983-84 in-
cluded, for the first time, a chronology of tax expenditures enacted
and repealed since 1977. The department should continue to provide
this type of information, in order to facilitate the Legislature’s evalua-
tion of changes to the tax expenditure budget.

Accordingly, we recommend that the Legislature enact the following
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statutory language in the companion legislation to the Budget Bill:

“The Department of Finance shall provide an annual report to the
Legislature on tax expenditures, including (1) a comprehensive list of tax
expenditures, (2) additional detail on individual categories of tax expendi-
tures, and (3) historical information on the enactment and repeal of tax
expenditures.” ' ' :

Procedural Options for Legislative Review and Oversight

We recommend that the Legislature consider establishing a formal proc-
ess for review and oversight of tax expenditure programs.

Despite the large volume of legislation on and the high level of interest
in tax expenditure programs, the Legislature does not have a formal proc-
ess for considering the level of resources devoted to these programs on an
ongoing basis. Given that a substantial amount of resources are devoted
to tax expenditure programs in order to achieve the Legislature’s policy
objectives, and that these resources would otherwise be available for di-
rect expenditures or broad based tax relief, there is no reason why they
should not receive the same oversight -as direct expenditures.

If the Legislature wishes to establish a formal review process for tax
expenditures, it could consider the following options:

o Establish a budget subcommittee in each house whose sole function
would be to review tax expenditures.

« Delegate to the existing budget subcommittees the responsibility for
reviewing-tax expenditures falling within their jurisdiction, in con-
junction with their review of the Governor’s Budget. For example,
the resources subcommittees would review solar energy tax credits,
and the health and welfare subcommittees would review the medical
expense deduction.

o Require the Governor to submit a “Tax Expenditure Budget” to the
Legislature. This budget would identify all tax expenditure programs
and center the Governor’s recommendations on those that warrant
special legislative review. This proposal is somewhat similar to AB
1894 (Bates), which has already passed the Assembly. That measure
goes one step further and requires the Legislature to repeal or modify
specific tax expenditures if the projected growth rate for all programs
exceeds an allowable rate.

« Make tax expenditure control a part of the existing budgetary process.
In Canada, for example, direct and tax expenditures relating to each
program function are analyzed in the same light and subjected to the
same spending limitations. Under this so-called “envelope system,”
budget subcommittees are constrained by a ceiling on the sum of
direct and tax expenditures.

In our opinion, a formal legislative process for reviewing and overseeing
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tax expenditure programs should be based on the ongoing need to evalu-
ate whether these programs are meeting state objectives and legislative
priorities.

An Agenda for Review is Critical

We recommend that the Legislature assign to the Legislative Analyst
the ongoing responsibility to prepare in-depth reviews of selected tax
expenditure programs.

Whatever process the Legislature may choose to enact, it is clear that
not all tax expenditure programs need annual review. Some programs,
such as the income tax deduction for local property tax payments, are so
widely applicable and so ingrained in the tax structure that they may need
legislative attention on a relatively infrequent basis. Other tax expendi-
ture programs, however, may warrant more frequent or more thorcugh
review. In particular, legislative review should focus on tax expenditure
programs which can be shown to:

¢ Provide windfall benefits to individuals or groups whose behavior is
unaffected by the tax incentive, v

s Work contrary to the objectives of other state programs or other tax
expenditures, and

« Have less priority to the Legislature than they did when originally
enacted.

The 1953 Tax Expenditure Agenda. In 1983, the Legislature’s fiscal
committees considered 31 pieces of legislation affecting some 42 separate
tax expenditure programs. Action on these bills resulted in increased state
resources amounting to approximately $174 million. The changes in tax
expenditure programs made in 1983 reflect the Legislature’s overall pri-
orities for these programs, relative to direct spending programs, as well as
the Legislature’s priorities among different tax expenditure programs.

The Legislature’s deliberations on tax expenditure priorities during the
last session was greatly facilitated by the existence of an agenda for reduc-
tions. This agenda, which was offered by the Governor, sought to “free up”
General Fund resources for other uses.

Setting the Agenda After 1984. Information on the costs and bene-
fits of individual tax expenditure programs should constitute the basis for
legislative review of these programs on an annual basis, independent of
the state’s overall fiscal condition. Unfortunately, the Legislature current-
ly does not have an ongoing procedure which establishes an agenda for
reviewing tax expenditure programs at the outset of each legislative ses-
sion, and provides information on those programs that appear on the
agenda. Instead, the Legislature’s agenda is usually a function of sunset
dates attached to various programs when they are enacted. The number
of programs with sunset dates, however, is relatively small, and these
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programs may not necessarily be the ones that are most deserving of
legislative scrutiny. We believe that the Legislature needs a more flexible
procedure for establishing its agenda for reviewing tax expenditure pro-
grams, and for assuring that analysis of these programs is available to it on
a timely basis. :

In order to ensure that the Legislature has adequate and timely infor-
mation on which to base a review of tax expenditure programs in future
years, we recommend that the Legislature assign an ongoing responsibili-
ty for the preparation of in-depth reviews covering selected programs to -
the Legislative Analyst. The selection of items for review in the upcoming
year could be determined annually in the course of the regular budget
process, or left to the discretion of the Legislative Analyst. These reviews
would be presented to the Legislature in December of each year. They
would then be available to the Legislature during budget hearings regard-
less of the process it selects to review the programs.

" THE LEVEL OF TAXATION IN CALIFORNIA

Does the Legislature Need to Worry That the “Tax Burden” in California
is “Too High” Relative to the Tax Burden in Other States, and Therefore
a Threat to the Well-Being of the State’s Economy and Its Citizens?

The level of taxes collected by California’s state and local governments
from individuals and businesses has been the subject of considerable dis-
cussion in recent years. Some have argued that California’s taxes are high
relative to other states and that, because of this, the state’s business cli-
mate, and therefore its economic performance, have suffered. Recent
ballot initiatives calling for tax reductions have been defended, in part, on
the basis that California’s taxes are “too high.” These initiatives have
provided for reductions in local property taxes (Proposition 13, approved
in June 1978), reductions in state income tax rates (Proposition 9, defeated
in June 1980), full indexing of the income tax (Proposition 7, approved in
June 1983), and elimination of inheritance and gift taxation (Propositions
5 and 6, approved in June 1982).

The discussion below presents an overview of tax levels in California,
focusing on four main questions;

1. What is the level of taxes collected by Cahforma s state and local
governments, and how does this level compare to those imposed by
other states?

2. How has the level of taxes in California changed over time?

3. What are the major tax relief programs that have caused the level of
taxes in California to drop in recent years?
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4. What are the economic implications of California’s tax burden and of
interstate differences in tax levels?

1. Tax Levels in California and the Nétion

Table 58 shows the amount of taxes collected by state and local govern-
ments in California and in the nation as a whole in 1982-83. The table
indicates that in 1982-83:

o State and local government tax collections in California amounted to
nearly $33.6 billion. Of this amount, nearly $22.3 billion (66 percent)
represented state taxes and $11.3 billion (34 percent) represented

. local taxes.

o Taxes per capitain Cahforma were $1,358, including $901 in state taxes
and $457 in local taxes. By comparison, state and local taxes per capita
for the nation as a whole were $1,226, including $738 in state taxes and
$487 in local taxes.

o Taxes per $1,000 of personal income in California, were $108, includ-
ing $72 in state taxes and $36 in local taxes. By comparison, state and -
local taxes per $1,000 of personal income nationally were $110, includ-
ing $66 in state taxes and $44 in local taxes.

i Table 58

Comparative Data on State and Local Tax Collections in 1982-83°
California and the Nation as a8 Whole

State Local . Combined
Government  Government State and
Tax Tax Local Government

. Collections Collections  Tax Collections
A. Amount of Taxes Collected

1. California- (millions) ' $22,265 $11,300 $33,565
2. All states (millions) 170,936 112,830 283,766
B. Taxes Per Capita . o
‘1. California - $901 $457 - - §1,358
2. All states 738 487 1,226
- C. Taxes Per $1,000 Personal Income ) :
1. California : $72 $36 $108
2. All states 66 4 . 110
D. California’s Tax Rank Relative to Other States® v :
1. Amount of taxes ' 1st 2nd 2nd
2. Taxes per capita '
—Measure 1 Sth 2nd 11th .
—Measure 2 9th 19th 10th
3. Taxes per $1,000 personal income’ )
—Measure 1 : 2lst. 32nd Mrd
—Measure 2 : 2lst 29th’ " 2lst

® Figures based on data from various publications of the U.S. Department of Commerce, Bureau of the
b Census. Details may not add to totals due to rounding.

5 Rankings reflect estimates by Legislative Analyst’s Office of 1982-83 local tax collections, based upon
preliminary U.S. Department of Commerce information for selected tax lévies. Measure 1 assumes
that 1982-83 local tax collections for individual states equal the same percentage of their respective
state tax collections as in 1981-82, Measure 2 assumes that 1982-83 preliminary property tax collections
estimates for major population areas in individual states are the same proportion relative to their
respective statewide local tax collections as in 1981-82.
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Table 58 also shows that California ranked first in the dollar amount of

" state tax collections, and second (to New York) in both local tax collections

and combined state and local tax collections. This high ranking, for the -

most part, reflects California’s population and income base, both of which

are the largest in the nation. When interstate differences in population

and personal income are adjusted for, California’s tax ranking is much
lower. Specifically, Table 58 shows that:

o In terms of taxes per $1,000 of personal income—which we beheve is
probably the best single broad measure to use in making interstate tax
level comparisons (because it partially compensates for interstate
differences in such factors as income levels and living standards)—
California ranked only 21st for state taxes, between 29th and 32nd for
local taxes, and between 21st and 23rd for combmed state and local
taxes.

o In terms of taxes per capita, California ranked 9th for state taxes,
between 19th and 22nd for local taxes, and either 10th or 11th féf
combined state and local taxes.

Given these rankings, California’s overall tax level does not appear to
be unusually high relative to many other states. It is true that the state-»
local tax mixin California differs somewhat from the nation’s—66 percent
of all California collections represent state taxes, compared to only 60
percent nationally (prior to Proposition 13, state taxe_s were relatively less
important in California than they were nationally). Nevertheless, Califor-
nia’s share of total state and local taxes (11.8 percent) was actually below
its share of total national personal income (12.8 percent) in 1982-83. Fur-
" thermore, the dollar differences separating California from some of the
states ranked lower in terms of tax burden are not all that great. For
example, the state’s ranking in terms of total taxes per $1,000 of personal
income would drop from the low 20’s to 30th with only a $4 (3.7 percent)
decline in this measure of tax burden. Thus, it would appear that the
current level of taxes in California relative to the levels in other states can.
be best characterized as “relatively moderate.”

This characterization is supported by a recent study of state tax burdens
(see 1981 Tax Capacity of the Fifty States, September 1983) conducted by
the Advisory Commission on Intergovernmental Relations (ACIR). The
approach which ACIR used to measure tax burdens was to first develop
an index of relative tax capacity for each state, which measures the amount
of taxes per capita which would be raised in each state if a nationally
uniform set of tax rates for 26 commonly-used state and local taxes were
applied to the various components of each state’s tax base. The commis--
sion then developed an index of relative fax effort for each state, which
measures each state’s actual tax collections relative to its tax capacity.
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The ACIR study found that while California’s relative tax capacity
ranked 8th and was 15 percent above the national average, its relative tax
effort ranked only 19th and equalled the national average. Thus, the
ACIR’s findings are consistent with the view that California’s tax burden
is “middle-of-the road.” The ACIR study also reported that California was
one of only 15 states whose tax effort index fell between 1977 and 1981, and
the magnitude of California’s tax effort decline (14 percent) was the
second largest of any state.

‘ Table 59
Historical Trends in State and Local Government Tax Burdens
1972-73 through 1982-83

A. “Real” Taxes Per Capita ©

Total State and

Local Taxes State Taxes Local Taxes
Fiscal Year California  All States  California  All States  California  All States

$740 $579 $356 $325 $384 $253
706 571 353 324 353 247
72 552 376 313 347 239
742 560 385 319 357 241
785 584 415 336 n 248
823 593 452 347 372 246
653 574 444 349 208 295
675 563 471 346 204 218
648 556 446 340 203 215
643 556 - 432 340 211 217

610° 551 405 332 205 219

B. Taxes Per $1,000 of Personal Income

Total State and

Local Taxes State Taxes Local Taxes
Fiscal Year California Al States  California  All States  California  All States

$146 $128 $70 $72 $76 $56
139 123 70 70 69 53
144 122 (5] 69 69 53
147 125 76 71 71 54
152 127 80 73 72 54
156 126 85 74 70 52
120 119 82 72 38 47
121 115 84 71 3 4
115 113 79 69 36 44
111 110 75 67 37 43
108° 110 72 66 36° 44

® Per capita taxes adjusted for inflation, using the U.S. State and Local Government GNP Deflator and
measured in 1972-73 dollars.
b L egislative Analyst’s Office estimate.

2. Changes in Tax Levels Over Time

Table 59 and Chart 22 show what the trends in tax collections were
during the 1972-73 through 198283 period, both for California and for all
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state and local tax collections nationally. Two alternative tax measures are
presented to illustrate these trends—taxes per $1,000 of personal income,
and “real” (that is, inflation adjusted) taxes per capita. As shown in the
table and chart, state taxes and combined state-local taxes in California
rose from 1973-74 through 1977-78 regardless of which measure is used to
indicate the tax burden. The rise, moreover, was considerably sharper
than the rise in state and state-local taxes nationally.

Beginning in 1978, however, a number of tax-reducing measures were
implemented in California, including a one-time personal income tax cut
in 1978, income tax indexing, reductions in and eventually repeal of the
inheritance and gift taxes, and, of course, property tax reductions. As a
result, taxes per capita and per $1,000 of personal income fell in 1978-79
at both the state level and for California’s local governments. By 1982-83,
the tax burdens within the state had fallen ‘even lower. Although tax
burdens for the nation as'a whole also fell during the past 5 years, the drop
in California was relatively greater. As a consequence, California’s tax
ranking has improved (that is, dropped back from the high end of the
spectrum) in recent years. ‘

Chart 22

Hlstorical Trends in State and Local Government Tax Burdens -
1972-73 through 1982-83
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2 per capita tax'es’ djusted for inflation, din 1972-73 dollars.




Table 60
State and Local Tax Relief Benefits
- 1977-78 Through 1984-85
(in millions) © . ‘
. 1977-78  1978-79 197980 1980-81 198182 ~ 1982-83 198384  1954-85 Totals
A. Tax Relief Measures Adopted Prior to June 6, 1978

1. Local Relief - v . -

Homeowner’s Property Tax Exemption $759 $337 $328 $334 $335 $334- - $34 $335 $3,096
Senior Citizen’s Property Tax Relief. 98 78 - 74 73 .68 59 52 " 48 550
Inventory Property Tax Exemption ® ......... . 418 211 224 288 292 292 284 282 2,291

2. State Relief ) . :

Low Income Income Tax Credit ; . 23 2% 15 -5 2 - - 1 | B 73
Renter’s Tax Credit : N 127 134 155 152 - 160 166 174 174 1,242
Subtotal, Measures Adopted Prior to June 6, 1978 .......... $1,425 $785 $796 $852 - $857 $852 $845 $840 $7,252

B. Tax Relief Measures Adopteg On or After June 6, 1978 . ‘ S :

1. Local Relief o ) )
Proposition 13 —  $6,600 $7,300 $8,200 $9,000 $9,700 $11,000 $11,800- - $63,600
Inventory Property Tax EXemption ® .wcesssesssresssssce - — — 209 219 - . 225 218 220 1,091
Senior Citizen’s Property Tax and Renter’s Relief ............... - — — — C— — — 2 2

2. State Relief
Personal Income Tax:

—Indexing — $260 $688 $1,826 $2,323 . $3,035 . . $3,012 $3.880  $15,024
—One-time 1978 Credit — 720 — —_ D = —_ —_ — 720
—Elderly Tax Credit —_ 8 8 8 8 8 8 10 58
—Sale o{ Home Exemption — 25 25 25 25 25 25 25 175

Subtotal, Personal Income Tax
Renter’s Tax Credit
All other:

$1,013 $721 $1,859 $2,356 $3068 . $3045  $3915°  $15977
- $203 $253 $265 $256 - $257 - $213 81,507

—Unitary Treatment of In-state Busmesses ............................ - — — 14 16 18 20 - - 68 136
—Inheritance and Gift Tax Phase-0Ut ........cewcsmmcrresensecsnes — — 9 7 109 - 348 680 842 199
—Disability-Insurance Provisions... — e . 9 1 1 1 414
—Unemployment Insurance Provisions ..........ccuiusesmee. S— — —_ - . - — 330 540 540 1,410
Subtotal, All Other — — $363 $69 $134 $697 $1,241 $1,451 $3,955
Subtotal, Measures Adopted On or After June 6, 1978...... —  $7613 - $8587  $10,590 $11,974 $13,946 $15,761 $17,661 $86,132

Totals ® $1,425  $8398 - $9,383  $11442  $12831  §$14798  $16606  $18501  $93,384

2 Estimates by Legislative Analyst’s Office and California Department of Finance.

b Offset by increase in bank and corporation tax.

° Totals reflect the sum of individual program costs; however, the cost of md1v1dual programs may be affected by changes in other programs. For example, enactment
of Proposition 13 reduced the cost of homeowner’s property tax relief by reducmg the property tax rate.

(44!
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3. Tax Relief Measures

Table 60 shows the maJor tax relief measures Wthh have been imple-
mented in recent years and which are responsible for the decline in
California’s combined state and local tax burden. The table shows that
from 1978-79 through 1982-83, the cumulative value of these measures
totaled $52.7 billion, including $13.9 billion in 1982-83 alone. The single
largest tax relief measure has been Proposition 13, accounting for a local
property tax reduction of $9.7 billion in 1982-83 and $40.8 billion.over the
entire five-year period.

Table 60 also shows that the cost of Cahforma s Proposition 13-era tax
relief programs will total an estimated $15.8 billion in the current year and
$17.7 billion in the budget year. Thus, total tax relief provided from June
6, 1978 through 1984-85 is projected to reach $86.1 billion. Of th1s amount,

/$64.7 billion (75 percent) represents local tax relief. .

4, Impllcuhons of Interstate Differentials in Tax Burdens

Although the tax burden data presented above provide a useful plcture
of the Jevel of taxation in California relative to levels in other states, these
data do not, contrary to what is often claimed, necessarily imply anything
about the social and economic well-being of a state’s residents and its
economy. In drawing conclusions from the data, the following should be
kept in mind.

» A state’s ranking in terms of per capita taxes or taxes as a percent of
personal income does not necessarily say anything about the relative
well-being of taxpayers in that state. This is because such rankings do
not compare the quality of the public services in different states
which are paid for by taxes. Thus, it is possible that taxpayers in a state
which ranks very high in terms of taxes collected could be much
better off than taxpayers in other states if their tax payments provide
high-quality public services like roads, schools, and sanitation facilities
which they value very highly. What is important is that a state’s
citizens receive whatever amount of public services they are willing
to pay for, and that these services are provided as efficiently as possi-
ble.

« Tax burden measurements and rankings also obscure important dif-
ferences between states in the relative tax treatment of different
taxpayers, such as individuals versus businesses and high-income tax-
payers versus low-income taxpayers. California personal income tax-
payers at different income levels, for example, fare very differently
when compared to comparable taxpayers in other states. According
to one recent analysis, estimated California personal income taxes for
a family of four in 1983 rank 38th among all states when income is
$15,000, 34th when income is $25,000, and 26th when income is $50,-
000. This variation occurs because California’s personal income tax
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structure has a fairly high income threshold which must be reached
before any tax liability is due, and a highly progressive marginal tax
rate structure thereafter.

Most business location studies have not been able to provide any sohd
quantitative evidence that interstate tax levels per se are a significant
determinant of business locational decisions. State and local tax levels
can influence locational choices if interstate differences in other im-
portant  determinants of business location are absent. Normally,
however, this is not the case, and as a result, business locational deci-
sions depend primarily on factors such as proximity to output markets,

~ resource costs and avallablhty, labor costs, and transportation require-

ments

“Given the above, care should be taken when drawing conclusions from
tax collections measures and tax rankings regarding the effects of inter-
state differences in tax burdens on the relative well-being of taxpayers and
on the general health of a state’s economy.
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Expenditure Issues
COST-OF-LIVING ADJUSTMENTS (COLAs)

How Should the Legislature Budget for Cost-of-Living and Inflation Ad-
Justments?

Each year, the Governor’s Budget typically includes funds for various
cost-of-living adjustments, commonly referred to as COLAs. These adjust-
ments generally have a common objective: to compensate for the effects
of inflation on the purchasing power of the previous year’s funding level.

Discretionary and Sfuiuiory COLAs

Existing law authorizes automatic COLAs for 20 different programs,
most of them in the health, education and welfare areas. These adjust-
ments generally are referred to as statutory COLAs. Many other local
agsistance programs traditionally have received COLAs on a discretionary
(or nonstatutory) basis, through the budget process.

In 1984-85, statutory COLAs will range from 2 percent (Medi-Cal long-
term care facilities) to 10 percent (Medi-Cal noncontract hospitals). Those
statutory COLAs with the largest costs are for K-12 apportionments ($456
million), SSI/SSP grants ($97 million) and AFDC grants ($90 million). If
fully funded, statutory COLAs would increase current General Fund ex-
penditures by $884 million in 1984-85.

Governor's Budget Proposal

The budget proposes a total of $1,020 million from the General Fund for
COLAs in 1984-85, including $428 million for statutory COLAs and $592
million for discretionary COLAs, including price adjustments for state
operating expenses, as shown in Table 61. The amount requested for
statutory COLAs is $456 million, or 52 percent, less than what would be
needed to provide full increases for all programs with statutory COLAs.

Table 61 shows that only 5 of the 20 statutory COLAs are fully funded
in the Governor’s Budget. These include four components of the Medi-Cal
program (noncontract hospitals; prepaid health plans and related nonhos-
pital services; long-term care facilities; and drug ingredients) and the
portion of the state’s contribution to the State Teachers’ Retirement Sys-
tem’s unfunded liability that is adjusted annually by the change in Califor-
nia’s Consumer Price Index. For the remaining 15 programs, the governor
has sponsored provisions of SB 1379 and AB 2314 (the budget trailer bills)
which would suspend the operation of statutory COLAs in 1984-85. In lieu
of the statutory COLAs, the budget proposes a 2 percent increase for
health and welfare programs and a 3 percent increase for K-12 education
programs.
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Two budget components would receive a discretionary COLA of ap-
proximately 10 percent—the Student Aid Commission’s Cal grants and
state employee compensation. Specifically, the budget reflects a total in-
crease of 10 percent for student aid award programs operated by the
commission. In addition, the budget includes funds for salary increases and
improved fringe benefits for all state employees. According to the budget,
sufficient funds are requested to increase state employee compensation as
follows:

o University of California (UC) £aCUlty ....c....coooverrvvvvvvomminresrsensrinsrenie 13%

o California State University (CSU) faculty ....ccccovcvvvvivcrirnrccncinn. 10%
+ Other state employees (including ‘
nonacademic employees of UC and CSU) ........coevveirrerrcccnnnnc 10%

The budget does not request funds to provide COLAs for programs
which traditionally have received discretionary COLAs. Specifically, as
detailed in Table 61, no COLAs are proposed for the following four health
and welfare programs: medically indigent services, Medi-Cal contract hos-
pitals, Medi-Cal county administration, and welfare county administra-
tion. With regard to the county administration items, the Governor has
proposed to reverse a three-year legislative policy aimed at limiting the
cost of administering welfare and welfare-related programs. Specifically,
the budget proposes that in lieu of a COLA for county administration in
the budget year, $17.7 million be provided from the General Fund to fund
cost-of-living increases granted by counties in excess of the increases that
the Legislature agreed to pay for in the last three budget acts. Of this
amount, $10.9 million is linked to administration of the AFDC program
and $6.8 million is linked to Medi-Cal. Generally, the Legislature sought
to limit the state’s share of county-granted COLAs to an amount corre-
sponding to the salary increase granted to state employees. Many counties
granted salary increases well in excess of what the Legislature granted to
state employees, and the budget proposes that the state pick-up a share
- of the costs attributable to the excess.

- When the COLAs for county administration are included, the total
amount proposed from the General Fund for COLAs in the budget year
totals $1,038 million, or 4.1 percent of proposed General Fund expendi-
tures. .

Budgeting Errors. As a result of technical budgeting errors, the
budget proposes more than a 3 percent increase for the summer school
. _and California Children’s Services programs, and less than a 2 percent
. increase for the In-Home Supportive Services and Primary Care Clinics
programs. Moreover, our review indicates that the Governor’s county
administration proposal is overbudgeted by $1.6 million for Medi-Cal and
underbudgeted by $2.3 million for AFDC (a difference of $700,000 which
would have to be added to the budget if the Legislature decides to ap-
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prove the Governor’s proposal). Finally, the Governor proposes a $1.2
million COLA for the supplemental summer school program that will
begin initial operations in July 1984 and therefore has experienced no
purchasing power losses that need to be compensated for in the budget
year. We discuss these issues under the appropriate budget 1tems in the
Analysis.

Table 61

General Fund Cost-of-Living Increases
1983-84 and 1984-85
(dollars in thousands)

1983-84 1954-85
Budgeted 1% Statutory Budget
Percent Dollar  Percent  Dollar  Percent Budget as
Department/Program Increase Increase® Increase Increase Increase Proposed
HEALTH AND WELFARE
Alcohol and Drug Realignment — $626 - — 2.0% $1,252
Health Services ‘
County Health (AB 8)......... 053% 3689  555% $20475 20 7,378
Medically Indigent Services.... 30 4714 — — — —
Public Health ....coeccounverevecirennne -— 1,022 - — 20 - 2,038
Medi-Cal
Contract Hospitals ............... —_ 524 — —_ - —_
Noncontract - Hospitals (in-
cluding PHPs and RHF) 82 909 100 9,086 100 9,086
PHPs, CDS, and RHF (non-
hospital services) ....u.... 100 1,321 20° 2642 20 2,642
Long-Term Care Facilities,
including state hospitals 19°¢ 4273 204 8,546 20 8,546
Providers, all others ........o..... - 3,964 - — 2.0 7,928
Beneficiary (“Spin-off’) ... 40 2347° 55 14041 20 5,396
Drug Ingredients.......ccoevsres 80 435 74 3216 74 3216
County Administration ........ - 580 — - - -
Developmental Services
Regional Centers.............. — 3,328 — - 20 6,656
State ‘Hospital Education
Programs ........c.ocousesenee - 42 — — 20 85
Local Mental Health Programs.. — 3,172 — — 20 6,344

Social Services

40f 17847 55 97066 20 35,297
40 16,362 55 89,861 20 32,723
40 170 5.5 912 20 326
30 2,738 - : - 20 51438
Community - Care Licens-
ing—Local Assistance - 75 -— - 20 150
County Administration .... - 1,291 - - - —
Social Services—Other....... — 1,902 - - 20 3,804 .
Department of Rehabilitation .... — 46 - - .20 893
YOUTH AUTHORITY . :
County Justice System ........cuuuen. — 628 h - 20 1256
EDUCATION :

Apportionments: i .
K~12—-DIiStHICtS...ooverssruersesnssosenses 80 82,833 55 455,580 30 250,880.
Meals for Needy Pupils 6.0 201 60 1,209 3.0 604 -
Summer School—Base .. 80 176 55 966 30 BT
Summer School—Supplement - - 410 _ - 30 1231
Apprentice Programs.......coee 60 a4 - - 30 Do 1980
Small School District Transpor- ' . o _' -

713103 OO 60 186 - — 30 .o BST

Transportation ... 6.0 2472 - - 30 7415.‘




148
K-12—County Offices of Edu-

[ 1310) | KOO 80 1,636 5.5 8,996 3.0 C 4907

Regional Occupational Cen- :

ters/ Programs.. . 6.0 1,650 — — .30 4,949

Child NULTItOn .. 60 268 4l 109 30 804
American Indian Education Cen-

ters 6.0 8 — — 30 24
Native American Indian Educa- .

tion 6.0 3 —_ — 30 10
Child Care Program.........ccccoommeeee 6.0 2,313 — — .30 6,939
Special Education ...... 80 12,328 .- 55 67,805 30 36,985
Staff Development 6.0 108 — — 3.0 325
Preschool 6.0 322 —_ — 30 965
Libraries . — 70 — — 3.0 210
Meade Aid 6.0 9% — — 3.0 289
Urban Impact Aid......coccccconnsissonns 6.0 615 — — 30 1,844
Gifted and Talented 6.0 178" 6.0 1,070 30 535
Instructional Materials (K-8)...... - 590 33 1,948 3.0 1,769
Instructional Materials (9-12) .... — 178 — — 3.0 535
Demonstration  Programs in ' o

Reading and Math .....ccceeene. 6.0 38 — — 3.0 113
Educational Technology .............. 6.0 12 — - 30 35
Economic Impact Aid .. 6.0 1,820 - : — 3.0 5,461
Adult Education 6.0 1,627 6.0 9,761 3.0 4881
Adults in Correctional Facilities 6.0 13 — — 30 38
Foster Youth Services .....ccovuvvcures 6.0 8 — — 3.0 23
School Improvement Program .. 6.0 1,725 — — 30 5,174
Miller-Unruh Reading Program 6.0 172 — — 3.0 515

Board of Governors, California : ’

Community Colleges ) . )

" Apportionments...............smnenee — 14,1191 5.7 77828 J 9,961’
Handicapped Student Services .. 30 219 - — 30 656
EOPS 3.0 249 — — 30 747

Student Aid Commission—

AWATAS %..ooeccerenrncessnrnnne 30 746 - — 101 7,750
CSU-EOPS — 69 - — 30 207
ALL OTHERS i :

State Contribution to STRS ........ — 2,097 55 11523 © 55 11,523
Employee Compensation’ ........ 50™ 40,758 — — 107 434,172

Civil Service and Related.......  —  (20330)  — — (108) (220331)

University of California ......... - (10455) @ — —~  (109)  (113670)

California State University ..... - 989%)  — — (101)  (99961)

Hastings College of Law ......... — (78) — —  (104) (810)

Price Adjustment (state support) ~ N/A NA - - = 75,583 "
TOTALS ....ccoovvvvnaene — $242.619 — $883,630 —  $1,020,025

# Fxgures have been rounded.
b Rates will be based on actuarial studies.
¢ Composite increase consisting of 29 percent for skilled nursing facilities and 1.1 percent for all other.
4 Rates will be set on basis of rate studies.’
M Apprommate COLA cannot be determined simply on a 1 percent basis.

f Annualized increase over the year.

g We estimate that the proposed two percent COLA is underfunded by $332,000 from the General Fund.

b Current law requires anmual adjustment by same percentage given other local assistance programs
receiving a discretionary COLA.

¥ One percent of revised 1983-84 base budget, per Ch 1xx/84 (AB 1xx).
i Due to enactment of Ch 1xx/84 (AB 1xx), proposed budget is no longer applicable.

k Reflects total increase in awards for all programs.

Percentage increases reflect the level of salary and salary-driven benefits (such as.social secunty) which
could be provided by the budgeted amounts. Collective bargaining negotiations will determine final
amounts.

™ Total compensation package, including salary and benefits.
" Department of Finance planning estirnates.
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Purpose of COLAs

Most discussions of COLAs typically focus only on those programs listed
in Table 61. Generally, these COLAs are used in one of four primary ways:
(1) to increase salaries and operating expenses for employees of counties,
schools and community college districts; (2) to increase the maximum
grants paid to welfare recipients; (3) to provide rate increases for service
providers (mostly in the health and welfare areas); and (4) to provide
salary increases for state employees. In addition, COLAs are used to main-
tain the real value of (1) the state’s contribution to the State Teachers’
Retirement System (STRS), and (2) student grant levels provided under
the California State University Educational Opportunity Program.

“COLAs" for State Operations

Any COLA discussion also should take account of COLA-type adjust-
ments that are provided for the state operations portion of the budget.

Budget items which are classified as state operations can receive an
adjustment to compensate for inflation using one of two methods. The first
involves applying an across-the-board percentage increase to funding for
operating expenses. This year a 6 percent increase in operating expenses
was allowed by the Department of Finance. The second method involves
providing specific percentage increases identified in the Department of
General Services’ Price Book for particular items of expense, and a fixed
percentage increase for all other items that are not specifically identified
(4 percent in 1984-85).

Need for a Consistent Policy in Awardmg COLAs

The practice of awarding COLAs to different programs has developed
in a piecemeal, haphazard manner. The result is that there is no-consistent
policy—either in the executive branch or in the legislative branch—for
deciding which programs get how much or for what purposes. Below we
summarize some of the major inconsistencies in the ways in which COLAs
currently are determined.

There Is No Rationale for the Wide Variations in Statutory COLAs.
Statutory COLAs in 1984-85 range from a low of 2 percent to a high of 10
percent. This is due to differences in the base years and indices used in
calculating the adjustment. For example, some statutory COLAs are tied
to a particular inflation index, such as the U.S. or California Consumer
Price Index. Most welfare programs use a specially constructed California
Necessities Index (CNI). Other programs are provided statutorily speci-
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fied increases, which may be based on such measures as the manufactur-
ers’ direct list prices (Medi-Cal drug ingredients) or administratively
determined “reasonable cost” guidelines (work activity services adminis-
tered by the Department of Rehabilitation).

In past issues of the Analysis, we have noted that, although some varia-
tion in COLAs was warranted, we could find no analytic justification for
the wide variations in statutory adjustments that currently exist. As a
result, we have recommended that the Legislature use the Gross National
Product (GNP) personal consumption expenditures deflator and the GNP
deflator for state and local government purchases as the bases for judging
how inflation affects the purchasing power of private citizens and state
and local governments, respectively. In addition, we concluded that the
CNI may prove to be a good measure of inflation’s effect on welfare
recipients if refinements in certain spending subcategories can be made.

There Is No Rationale for the Variation in Discretionary Local Assist-
ance COLAs. The Governor’s Budget includes discretionary COLAs
of 2 percent for 11 health; welfare, and correctional programs and 3 per-
cent adjustments for 24 education programs. If these adjustments have a
common objective, as stated earlier, of compensating for the effects of
inflation on the purchasing power of the previous year’s funding level, we
know of no analytical reason to provide different COLAs to these local
assistance programs.

Variations in COLAs Often Reflect Budget Accounting Concepts,
Rather than Policy Considerations. The Governor’s Budget for 1984-
85 proposes that many of the programs categorized in the budget as local
assistance receive either a 2 percent or 3 percent COLA, while programs
categorized as state operations are recommended for a 6 percent (or
larger) increase. Yet, there seems to be no analytic justification for award-
ing different increases to these two groups of state-funded programs. In
most cases, the funding adjustment is proposed for the same purpose—
that is, to maintain purchasing power at current-year levels. In addition,
many spending items classified as local assistance are similar to state ad-
ministrative activities, and some spending-items classified as state opera-
tions actually are used to fund local programs. The result is that budgeting
procedures, rather than policy considerations, determine which programs
receive larger COLAs. Some examples of the haphazard treatment given
by the budget to similar programs follow:

« The proposed budget for the Department of Social Services provides
a 6 percent discretionary COLA for support of state-operated adop-
tions and community care licensing programs which are budgeted as
state operations. Yet, the budget provides only a 2 percent COLA to
the same programs operated by the counties on behalf of the state,
which are budgeted as local assistance.
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« The budget proposes a 2 percent COLA for regional centers for the
developmentally disabled, which is categorized as a local assistance
item. Regional center staff are used, in part, to review regional center

" client utilization of services. Staff in the Department of Health Serv-
ices perform a similar utilization review function for Medi-Cal clients,
yet the budget proposes that department staff receive a 10.7 percent
COLA for employee compensation, and a price letter adjustment
(maximum of 6 percent) for operating expenses, because these costs
are classified as state operations. ,

o The Department of Health Services’ budget proposes that county
health services funded under the provisions of AB 8 and categorized
as local assistance receive a 2 percent COLA. Yet, the funding ~
proposed for health services which the state provides directly, under
contract with small counties, includes a 10.7 percent increase for em-
ployee compensation and a price letter adjustment (maximum of 6
percent) for operating expenses, because it is categorized as state
operations.

. County Administration COLA Proposal Raises Equity Questions. As
discussed earlier, the Governor proposes to fund COLAs provided by
counties to their welfare department employees in excess of the percent-
age increases specified by the Legislature in the Budget Acts for 198182,
1982-83, and 1983-84. Qur review of this proposal (please see Analysis,
Item 4260-101-001 (Medi-Cal) and Item 5180-141-001 (AFDC) for a de-
tailed discussion) indicates that it would reward counties that chose not
to support the Legislature’s efforts to limit costs and penalize counties that
attempted in good faith, to keep their salary and benefit increases within
the limit set by the Legislature. Specifically, the Governor’s proposal
would (1) provide no additional funds for a county that limited salary
increases for its employees to the legislatively established percentage
(generally, the percentage increase granted to state employees), and (2)
fund a portion of the increase granted by another county that was as much
as 23 percentage points larger than the legislatively established limit.

There is another drawback to the Governor’s proposal beyond the dif-
ferential treatment of counties. Approval of the proposal would place the
state in the position of paying for salary increases to county employees that

exceed—often greatly exceed—the increases provided to its own state

employees.

Conclusionb \

In order to ensure that the amounts of COLAs provided to individual
programs are determined in a rational, equitable, and consistent manner
that reflects the Legislature’s priorities, we recommend that the Legisla-
ture establish at the outset of budget hearings a formal policy governing
cost-of-living and inflation adjustments. This policy should call for the size
of any COLAs awarded to be based on the extent to which a COLA is

677959
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needed to protect and maintain the:purchasing power of a program or
- activity, after giving due recognition to the options available to the recipi-
ent for improving productivity or reducing costs. The Legislature will
want -to adjust this basic policy from time to time to reflect changing
legislative priorities and program needs. Any variations in the level of
COLAs awarded to different programs, however, should reflect specific
legislative objectives, rather than historical spending differences or how
the program is categorized in the budget.

STATE WORKFORCE REDUCTION PROPOSAL

What Effect Will the Governor’s Proposed Staffing Reductions Have on
State Programs and Activities? How Much Money Will it Save?

As discussed in detail in Part Two, the Governor’s Budget proposes a
state government workforce of 229,540 personnel-years in 1984-85. This is
a reduction of 4,880 personnel-years from what the budget estimates the
current-year level to be, and a reduction of 3,520 personnel-years from the
staffing level reflected in the 1983 Budget Act. The budget indicates that
following a strictly enforced hiring freeze, a management review has
found that these personnel-years can be eliminated due to “increased
efficiencies.” This section analyzes the Governor’s staffing reduction pro-
posal in an effort to evaluate its effect on state operations and expendi-
tures.

Background

Since the passage of Proposition 13in 1978, the state has operated under
some type of hiring freeze almost continually, as shown in Table 62. De-
spite these restrictions, the state’s workforce grew by 9,959 personnel-
years between 1978-79 and 1982-83, the last year for which data on actual
staffing levels are available. If the budget’s estimate of the current-year
staffing level is used, the increase in the state’s workforce since 1978-79
is even larger—15,890. In other words, the budget indicates that there has
been an increase of 5,931 personnel-years in the state’s workforce since
1982-83 (which ended last June 30).

Table 62 shows that a hiring freeze in and of itself does not necessarily
cause personnel-years to go down. For example, although hiring freezes
were in effect during all of 1979-80 and 1980-81, the state’s workforce
actually grew by 1,663 personnel-years the first year and by 5,374 person-
nel-years the second year. Even in the current year, despite the freezes
instituted by the administration, the workforce is estimated to be 2,026
personnel-years larger than what the administration proposed in the
budget for 1983-84, and 5,931 personnel-years larger than what the work-
force actually was in 1982-83. The increase in personnel-years shown for
1983-84 in the Governor’s Budget represents the largest year-to-year in-
crease, both in absolute and percentage terms; since Proposition 13.
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Table 62

State Personnel-Years
1977-78 through 1984-85

. Number of

Proposed in Changein  Hiring

Governor’s Difference  Actual From - Freeze

) Budget Actual  Proposed/Actual Prior Year ~ Months
1977-78 215,796 221,251 5,455 — —
1978-79... 994,337 218530 —5,807 —2721 12
1979-80... 218,619 220,193 1,574 1,663 12
1980-81... 221,118 225,567 4,449 5,374 - 12
1981-82... 226,743 228,813 2,070 3,246 4
1982-83... 231,375 228,489 —2,886 —-324 -6

1983-84... 232,394 234,420° 2,026 5,31° 12°

1984-85 299,540 ¢ .- — 4,880°¢ —_

° Estimated. :

b Beginning August 1, hiring limited to state layoff lists. Beginning January 31, departments can obtain
freeze exemptions upon Department of Finance approval of a personnel management plan,
¢ Proposed. )

There are a number of reasons why staffing levels can rise in the face
of hiring freezes. For example, public safety, 24-hour care, and revenue
raising activities usually are exempt from hiring freezes. In addition, ex-
emptions from the freeze have often been allowed at the discretion of an
agency secretary or the Department of Finance. This is not to suggest that
such exemptions are inappropriate. In fact, quite the opposite is often
true—staffing increases are needed to protect the public interest. What
the trends shown in Table 62 do suggest is that the official policy toward
staffing levels—for example, a hiring freeze—may not provide an accurate
indication of what is happening “to the numbers”—that is, to the size of
the workforce,

The reverse can also be true. A change “in the numbers” may not give
an accurate indication of which direction state policy is actually heading,
or what the implications are for state programs and expenditures. Such
seems to be the case with respect to the staffing numbers contained in the
Governor’s Budget, and what has been said about the meaning of these
numbers. '

In the balance of this section, we consider the claims made in the
Governor’s Budget from five different perspectives:

1. What did the hiring freeze in 1982-83 accomplish?

2. How valid is the base against which the number of personnel-years
proposed for 1984-85 is compared?

3. What changes in positions are proposed by the administration?
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4. To what extent are personnel-year reduetions the result of “increased
efficiencies™?

5. How much has been saved as a result of the proposed reductions?

What Did the Freeze in 1982-83 Accomplish?

In the introductory (“A”) pages to the 1984-85 Governor’s Budget, the
administration indicates that due to a strictly enforced freeze on new
hiring, “approximately 6,700 personnel-years were vacant as of July 1983.”

Our review indicates that no single state agency has comprehensive
data on personnel-year savings attributable to the hiring freeze. This is
because personnel data generally are kept for other purposes. Thus, al-
though the State Controller’s payroll-related data are extensive for most
(but not all) state agencies and can identify the number of positions that
did not receive a paycheck in June 1983, the data cannot identify why the
positions were vacant. Similarly, although the State Personnel Board gath-
ers statistics on state employees, not all employees are covered by these
statistics nor are the data compiled on the basis of authorized positions.

Freeze Savings Unclear. While the administration’s premise is
sound that the state should employ no more staff than it really needs, our
analysis indicates that the amount of staff savings attributable to the freeze
at the end of 1982-83 is very unclear.

Because data cannot be obtained from any single state agency indicating
the savings from or vacancies that can be attributed to the hiring freeze,
the Department of Finance had to make an estimate of these variables.
It did so relying primarily on data from the State Controller’s office, and
adjusting the data for various factors.

We have been unable to replicate the department’s methodology be-
cause the 1982-83 payroll data on which it was based were purged in the
fall of 1983. Through discussions with the department, however, we have
identified a key assumption made by the administration that we believe
casts considerable doubt on the reliability of the department’s estimate of
freeze-related vacancies and savings. Specifically, the department as-
sumed that the number of state employees working in June 1983 repre-
sented the staffing level for the state as a whole throughout 1982-83.

We question the validity of assuming that the number of positions va-
cant in June is representative of vacancies throughout the year. This is
because departments may be forced to hold more positions open in the last
month of the fiscal year than at other times, particularly in a tight budget
year, in order to live within their budgeted levels.

Moreover, the department failed to compare its estimate of vacancies
in June 1983 with the normal vacancy rate at the end of a fiscal year. Only
this incremental amount—vacancies in excess of the normal vacancy fac-




155

tor—can properly be attributed to the administration’s hiring freeze.

For these reasons, we question whether the state’s hiring freeze actually
resulted in 6,700 personnel-year vacancies at the end of 1982-83.

How Valid Is the Base Against Which the Number of Personnel-Years
Proposed for 1984-85 Is Compared?

The budget states that due to “increased efficiencies” the administra-
tion determined that 5,900 personnel-years could be abolished. The ad-
ministration proposes to transfer 1,000 of these personnel-years to high
priority programs (including prisons, highway patrol, and Caltrans), for a
net savings of 4,880 personnel-years in 1984-85, compared to current-year
staffing estimates. It is the basis for this comparison—the current-year
staffing estimate—to which we now turn.

As noted earlier (and as Table 62 shows) when the current-year staffing
level shown in the Governor’s Budget is compared to the actual staffing
level in 1982-83, we find the largest year-to-year increase since the voters
approved Proposition 13—5,931 personnel-years. Our analysis indicates
that an understanding of the 1983-84 staffing level estimated in the budget
is crucial to understanding and evaluating the Governor’s staffmg proposal
for the budget year.

Table 63 summarizes how the staffing levels for 1983—84 have changed
since the Governor’s Budget for that year was submitted to the Legisla-
ture in January 1983. It shows that the administration has administratively
established 2,213.2 new positions in the current year. This is almost twice

1the number of positions eliminated from the 1983 Budget Act by guberna-

torial vetoes. Because of increased salary savings, however, the net change
between the budget as enacted and the revised midyear estimate is an
increase of only 1,360.2 personnel-years.

Table 63

Changes in Personnel-Years for 1983-84, Between
January 10, 1983 and January 10, 1984

Governor’s Budget (January 10, 1983)... 232,393.7
Staffing added by Finance Letters +95L.1
Governor’s Budget (revised) 233,348
Legislative changes +847.6
Staffing included in Budget Bill, as passed by the Legislature ......ccoocoooecc. 234,192.4
Staffing vetoed by the Governor...... —~1,132.6
Staffing included in 1983 Budget Act; as chaptered 233,059.8
Positions added by the administration affer the budget was chaptered ... 22132
Increase in estimated salary savings —853.0
Net personnel-years added by the administration after the budget was
chaptered (1,360.2)
Revised estimate of personnel-years (January 10, 1984) .....cc..couvrernscrieenncces 234,420.0

Thus, by significantly increasing the number of positions in the current
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year (approximately 2,200 more than indicated in the 1983 Budget Act)
the administration is able to take credit for “saving” positions that were
never formally authorized by the Legislature. (We have not been able to
resolve the apparent discrepancy between the administration’s need to
add significant numbers of staff in the current year after the budget was
enacted and its proposal to reduce total staffing by 4, 880 personnel-years
in the budget year.)

What Changes in Positions Are Proposed for the Budget Year?

After examining how the base personnel level is adjusted, the next
factor to consider is the changes in staffing levels that are proposed for
1984-85. To analyze these changes, two approaches can be followed. One
looks at positions—what is happening to the number of “slots” (filled or
unfilled) in state government? The other approach looks at personnel-
years—how many years of staffing (filled positions) does the administra-
tion propose to “buy”?

While most of the data on the state’s workforce is kept in terms of
personnel-years, it is possible to estimate the change in positions proposed
by the administration. To do this, we totaled the negative and positive
position adjustments shown for each budget item in the Governor’s
Budget for 1984-85, after the adjustments which were made to the base
and before salary savings were subtracted. Table 64 shows the results of
these proposed changes. It indicates that rather than eliminating positions
in the budget year, the budget actually proposes a net increase of 588
positions. (An unknown portion of the total positions added includes re-
establishment of limited-term positions and continuation of administra-
tively established positions.)

Table 64

Proposed Position Changes
Negative and Positive  Adjustments, Excluding
Base Adjustments and Salary Savings

1984-85
Positive Negative

Adjustments - -Adjustments Difference
Legislative, Judicial, and Executive ..........memmeessmmiionns 381.0 —749 306.3
State and Consumer Services 286.0 -303.0 -170
Business, Transportation, and Housing.....................cum 997.8 -1,367.1 - —369.3
Resources 4115 -52712 - -115.7
Health and Welfare 87 —2,105.6 —1,3269
Youth and Adult Correctional AGENCY.....ccwvwssmessssssecess 2,880.9 —7532 2,136.7
Education 7263 —1,172.2 —4459
Other 5389 -1193 419.6

Totals 7010.1 - —6,4223 587.8
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To What Extent Are the Proposed ‘Personnel-Year Reductions the Result of
“Increased Efficiencies”? :

Our analysis has found that while “increased. efficiencies” will indeed
enable the state to reduce staffing levels in 1984-85, the overwhelming
majority of the reduction in personnel-years proposed by the administra-
tion for 1984-85 reflects other factors. Some of the more important of these
factors are discussed below.

Positions Administratively Established Inflate Savings. State regula-
tions require that administratively established positions cannot be con-
tinued beyond the year in which they are established unless authorization
to do so is given by the Legislature. Thus, to the extent any of the 2,213
positions that were established administratively in 1983-84 (see Table 63)
are among the 4,880 proposed for elimination, the proposal is redundant.
That is to say, these positions would have been eliminated anyway. For
example, the Department of Transportation (Caltrans) administratively
established 244 personnel-years in 1983-84 to supplement its highway de-
sign and engineering staff over the level authorized by the Legislature in
the 1983 Budget Act. The Governor then reduced the department’s 1984—
85 baseline level of operations by 250 personnel-years, as part of his pro-
gram to reduce the number of state employees. Our review indicates that
the department’s “savings” of 494 personnel-years in the budget yearis in
fact only a reduction of 250 personnel-years compared to legislatively
authorized levels, the difference being, the positions added by the admin-
istration in the current year.

- Terminationof Limited-Term Positions Not Due to Efficiencies.
Similarly, when building the budget for 1984-85, the administration has to
make adjustments for decreases in so-called “limited-term” positions that
have been authorized by the Legislature for a specified length of time and
are scheduled to expire at the end of the current year. Our analysis indi-
cates that the number of authorized positioris was reduced by approxi-
mately 600 between the current and budget years as a result of the expira-
tion of limited-term positions in 1983-84. These positions, however, are
counted by the administration as among the “savings™ resulting from
increased efficiencies. For example, the Department of Justice eliminated
81.5 limited-term positions because the project to automate the depart-
ment’s name index files will be finished at the end of the current year.
Similarly, the Departments of Health Services, Mental Health, and Social
Services combined eliminated 144.9 limited-term positions whose author-
ity expires at the end of the current year.

Salary Savings Inflated. As noted earlier, personnel-years are differ-
ent from positions authorized by the Legislature in that the former reflect
the time that positions are expected to be vacant, due to such factors as
staff turnover and delays in hiring. The difference between positions and
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ersonnel-years is known as “salary savings:”
p b4

The administration estimates that 8,908.7 personnel-years will be saved
as a result of position vacancies in the budget year. This is an increase of
1,177 personnel-years, or 15 percent, over estimated salary savings in 1983
84. This difference reflects an increase in the percentage of total positions
that, on average, will be vacant during the year. Specifically, the adminis-
tration expects this percentage to rise from 3.2 in 1983-84 to 3.7 in 1984-85.

Assuming that the state is no longer operating under a hiring freeze, it
is unclear to us why the anticipated vacancy rate should be higher in the
budget year. If the same salary savings rate used in 1983-84 were assumed
for 1984-85, an estimated 7,613.4 personnel-years would be saved. Thus,
1,295.3 personnel-years of the 4,880 personnel-years to be eliminated are
due to the assumed increase in salary savings in the budget year.

Personnel Reductions in Individual Program Areas Are Explained by
Other Factors. Our review of the position reductions claimed in spe-
cific program areas indicates that, in many cases, the reductions are due

to factors other than “increased effi01enc1es For example, of the
proposed reductions in personnel-years,

¢ 919.6 are in the Employment Development Department (EDD) The
majority of these reductions (863.7), however, are due to anticipated
decreases in workload for unemployment insurance claims processing
caused by the expected decline in the rate of unemployment. The
other 55.9 personnel-years are eliminated due to the termination of
the federal Comprehensive Employment and Training Act (CETA)
program.

o 4427 are in the Department of Motor Vehicles. These reductions are
due to increased automation, and were first identified in 1980 when
the department’s automation project began.

o 147.3 are in the Department of Education. In part, these reductions
reflect the implementation of an unallocated reduction made in the
1983 Budget Act.

+ 327.2 are in the Prison Industries Authority. This reduction is attribut-
able to legislative action in Ch 956/83 (AB 436) which exempted this
ongoing program from annual Budget Act appropriations. The posi-
tions are still there; they are just not counted in the totals for 1984-85.

e 1,116 are in the University of California. The largest component of the
decrease, 957 personnel-years, was made in the teaching hospitals. A
large portion of these reductions, however, were anticipated two
years.ago when the Legislature enacted Medi-Cal reform legislation.
Position Control Lacking. We note that 23 percent of the admin-
istration’s total proposed savings in personnel-years occurs in the Uni-
versity of California. The state, however, does not have position con-
trol over the University. This means that the University is able to
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- make position adjustments on its own during the course of the year
without the approval of the applicable control agencies, principally
the Department of Finance. Thus, if the teaching hospitals decide
that some or all of the 957 personnel-years to be eliminated are need-
ed, and sufficient funds are available to support them, the hospitals
would be able to reestablish these positions administratively. This is
true not only of the teaching hospitals, but for the University as a
whole. As a result, the savings reported for the University may be
more of a hope than a certainty.

In summary, our analysis of the Governor’s personnel-year reduction
proposal indicates that the administration has taken credit for “increased
efficiencies” that simply do not exist. Statewide totals mask many of the
changes that would have occurred regardless of administrative actions, as
well as the effect that the Governor’s addition of positions in the current
year has on “savings” in the budget year.

Our review indicates that from the time the budget is enacted to the
time that final staffing level data are available, such wide variations occur
as to make statewide personnel totals, particularly midyear estimates,
almost meaningless. From the Legislature’s perspective, this necessitates
a function-by-function review to ascertain whether an adequate staffing
complement is available to carry out the program priorities of the legisla-
tive branch. - ' ‘

How Much Has Been Saved as a Result of the Proposed Reductions?

The Governor’s Budget indicates (Schedule 4) that net salary and wages
(that is, adjusted for salary savings) for state employees will increase from
$5.7 billion in:1983-84 to $6.2 billion in the budget year, an increase of $534
million, despite the projected decrease of 4,880 personnel-years. The net
average annual salary for a personnel-year in 198384 is $24,203. Assuming

“that the 4,880 personnel-years earned the average amount, the administra-
tion’s staffing changes should have resulted in a net salaries and wages
savings of approximately $118 million. Did they?

In order to evaluate the fiscal effect of the Governor’s proposal, we
derived a base level of salary expenditures by adjusting the net total
salaries and wages figures reflected in the budget for both the current and
budget years. Specifically, we subtracted from both figures the following
factors: (1) unallocated employee compensation amounts, (2) the 6 per-
cent salary increase provided -effective January 1, 1984, and (3) special
salary adjustments. Table 65 shows that when adjusted for these factors,
“base” salary and wages are only $17 million Jower in the budget year than
the current-year level, or approximately $101 million less than the poten-
tial savings we derived assuming an average salary level.

In summary, despite projected staffing reductions in the budget year,
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we have been unable to identify dollar savings that in any way are com-
mensurate with the personnel changes indicated in the budget.

Table 65

Adjusted Net Salaries and Wages
1983-84 and 1984-85
(in thousands)

198384 1984-85

Salaries and wages $5,842,680 $6,403,080
Salary savings —168,945 —195,800

Net totals $5,673,735 $6,207,280
Adjustments: .

Unallocated employee compensation ... —96,849 —444885°

Six percent salary increase —176,671 —354,327

Special salary adjustments —12,856 —3791
Base salaries and wages: $5,387,359 $5,370,001

Difference: ' —$17,268

Does not include higher education because amount has not been included in total salaries and wages.

Some Proposed Staffing Reductions are not Warranted on a Workload Basis

Our program review of personnel-year reductions reflected-in the
budget suggests that many of the staffing changes were made without a
thorough review of what “inputs” are required in order to produce the
“outputs” envisioned by the Legislature when the program was estab-
lished. For example, in the budget year the administration is proposing to
reduce positions in the Department of Industrial Relations’ Division of
Occupational Safety and Health at a time when programs within the
division are experiencing serious backlog problems. Specifically,

o Approximately 13,600, or 40 percent, of the elevators in the state
currently are overdue for the annual inspection required by law.

o At the present time, 2,255, or 7.5 percent, of the liquified petroleum
gas (LPG) tanks in the state and 1,052, or 44 percent, of the boilers
which are used to generate steam pressure are past due for inspection.

In view of these serious backlogs, it is unclear to us why staffing reductions
have been made in this division. Moreover, as discussed in more detail in
the Analysis (see Item 8350), these inspection programs are supported
entirely by fee collections—thus, any “savings” to- the state only result
from fewer fees being collected. .

Governor's Alternative to Using State Employees May be More Costly

It appears that there are a number of instances, such as the Department
of Industrial Relations, where personnel-years have been reduced primar-
ily for the sake of getting the staffing total down, rather than to reduce
costs, because dollar savings commensurate with the reductions cannot be
identified. In fact, in some instances, the budget proposes to spend more
on contractual services to perform a function previously carried out by
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department staff than it would have cost to continue the existinig program
structure. :

Some Proposed Contracts More Expensive Than the Staff They Would
Replace. There are several instances in which the administration is -
proposing to replace departmental staff with outside staff at an increased
cost to the taxpayers. For example, Caltrans proposes to rehabilitate 16
commuter rail stations between San Francisco and San Jose during the
budget year. The department proposes to contract with the Office of State
Architect in'the Department of General Services for project design and
construction engineering, at a cost of $1,625,000. Our analysis indicates
that if departmental staff performed the same work, it could be completed
for $1,121,000, for a savings of $504,000 or 31 percent.

Similarly, Caltrans is proposing to increase significantly the amount of
highway maintenance work performed on a contract basis rather than by
state staff. The budget for 1984-85 includes $2.9 million in additional con-
tract funds for this purpose. The department advises that the amount
requested for contracted work is calculated first by estimating the person-
nel-year equivalent and cost of the work if it were performed by depart-
ment staff, then multiplying by 1.25. This increases the cost of contracting
for the proposed maintenance work by $1.1 million in 1984-85.

We acknowledge that in many cases it is possible to reduce the cost of
state programs by contracting with the private sector, and we have long
recommended that greater use be made of private sector resources where
doing so will result in savings to the state. However, contracting makes
sense only if it is the more economical and cost-effective alternative, or if
there are special circumstances such as a lack of expertise in a department
to handle the particular task. The administration does not appear to have
kept such factors in mind in some of its contract proposals. (For further
discussion of these issues, please see the Analysis—Item 2660 [Caltrans],
Item 3540 [Department of Forestry] and Item 1710 [State Fire Marshal].)

Conclusion

Our review of the administration’s workforce reduction proposal found
that:

o The administration’s assertion that 6,700 personnel-years were vacant
as a result of a strictly enforced freeze in 1982-83 cannot be substan-
tiated;

¢ The administration’s 1984-85 personnel-year savings are overstated as
a result of significant personnel additions which have occurred since
the enactment of the 1983 Budget as well as an increase in the salary
savings rate assumed for 1984-85;

o The administration’s personnel reductions attributable to “increased

_efficiencies” is overstated because many of the reductions would have
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occurred in the absence of administrative actions or have been an-
ticipated for several years;
" o Dollar savings commensurate W1th the proposed staffing reduction
cannot be identified; and
s In some instances, the administration is proposing to contract for

ongoing state activities at a greater expense than continued use of
state employees.

THE RESERVE FOR ECONOMIC UNCERTAINTIES

How Large Should the Reserve for Economic Uncertainties Be?

Beginning with the 1980 Budget Act, the Legislature established a Re-
serve for Economic Uncertainties within the General Fund. The purpose
of this reserve is to provide a source of funds to meet state General Fund
spending obligations in the event of an unexpected decline in revenues
or an unanticipated increase in expenditures.

The establishment of this reserve by the Legislature was a wise move.
Just as a household needs to keep some funds in its bank account at all
tirnes so that it can cope with an unforeseen financial emergency, the state
needs to keep funds in 7£s bank account.

In maintaining the Reserve for Economic Uncertainties, the most dif-
ficult question that the Legislature must answer is: How large should the
state’s reserve be? If the reserve is “too small,” it may not be sufficient to
protect the state’s ability to provide needed governmental services to the
people of California during periods of unanticipated revenue declines or
program cost increases. On the other hand, if the reserve is “too large,”
expenditures for needed public services may be unnecessarily restricted
or, alternatively, taxpayers may come to believe that they are giving up
more of their income to pay taxes than is necessary.

- Factors Affecting the Optimal Size of the Reserve

There is no simple formula for determining the “right” size of the
reserve for uncertainties. There are, however, two general factors which
the Legislature should consider in deciding how much of the state’s reve-
nues to earmark for the reserve.

» First, it should consider the potential effect of a downturn in the
economy on revenues. As Table 31 in Part Two shows, General Fund
revenues experienced shortfalls of well over 5 percent in both 1981-82
and -1982-83, due to weaker-than-expected economic performance.

¢ Second, it should consider the extent to which other means are avail-
able to help bridge an unanticipated gap between revenues and ex-
penditures, such as increasing the amount of tax revenues collected
or transferring monies from special funds to the General Fund.
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These two considerations will indicate the magnitude of the “fiscal
cushion” that might be needed in the event that the fiscal assumptions on
which the state’s expenditures and revenue estimates are based fail to
come true.

‘ How Fiscal Crises Have Been Dealt With in Recent Years

During the past three years, the state has managed to survive its fiscal
problems in spite of nothaving a healthy reserve for uncertainties. In large
part, it was able to do so by enacting legislation to enhance revenue
collections.

Two primary methods have been used to enhance revenues when defi-
cits in the state General Fund materialize:

1. The transfer of monies from special funds (primarily tldelands oil
revenues and vehicle license fee collections) to the General Fund;
and

2. Revising the due dates and delinquent penalties for tax payments so
as to accelerate revenue collections.

Table 66 shows that these steps, which are discussed in detail in the
revenue section of Part Two, raised revenues by a total of over $950 million
in 1981-82, nearly $1.4 billion in 1982-83, and about $760 million in 1983-84,
or nearly $3.1 billion during the three years combined. While the absence
of an adequate reserve to “lean on” during this three-year period made
it necessary for the Legislature to reduce expenditures for many state
programs when a deficit threatened the General Fund, the required cut-
backs might have been much larger had these revenue enhancements not
been avallable :

Clearly, the' greater the potential availability of revenue enhancing
mechanisms, the smaller the reserve that is necessary to deal with any
particular fiscal emergency. The converse, however, is also true—namely,
the more limited the set of revenue-enhancing opportunities available,
the larger the reserve that is necessary to adequately protect the state
from unanticipated fiscal problems.

Table 66

Primary Revenue Enhancement Methods
1981-82 through 1983-84

{in millions)
'1981-82 1952-83 1983-54 Totals
1. Revenue accelerations $405 $620 $140 $1,165
2.- Transfers from special funds to General Fund 550 750 .- 619 1,919

Totals . $955 $1,370. $759 $3,084
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The Reserve in 1984-85 and Thereafter

Unfortunately, the converse would seem to prevail as the state Legisla-
ture begins work on the Governor’s Budget. Because of the heavy reliance
placed on tax accelerations in combatting recession-induced revenue
shortfalls in recent years, there is little more to be “milked” from these
“revenue enhancements.” Moreover, unless the Legislature decides to
continue to use, for General Fund purposes, monies which traditionally
have supported activities financed from special funds, “transfers” may not
prove to be a reliable part of the state’s “fiscal cushion” in the future.
These considerations, coupled with the increasing volatility of the nation’s
economy, convince us that a substantial balance should be kept in the
economic uncertainties reserve for the foreseeable future.

Size of the Reserve. As for the size of this “substantial balance,” we
repeat that there is no analytical basis for specifying a precise amount. In
our judgment, however, we believe that a cushion equal to about 5 per-
cent of planned expenditures makes sense. For 198485, a cushion of this
magnitude would amount to about $1.25 billion, or $300 million more than
the $950 million reserve (3.8 percent of planned expenditures) provided
for in the Governor’s Budget. Based on recent history, a 5 percent reserve.
will give the state an “insurance policy” against a mild economic down-
turn, such as occurred in 1981-82 when revenues were about 6 percent
below the original budget estimate. It will provide only partial protection
against a more severe downturn such as that which caused 1982-83 reve-
nues to come in 11 percent below budget estimates. Even under these
circumstances, a 5 percent reserve can fulfill its “insurance policy” func-
tion by “buying time” for the Governor and the Legislature to seek and
adopt other alternatives for keeping the budget in balance.

Providing for such a reserve in 1984-85 seems especially prudent in light
of two factors: '

o First, there is great uncertainty regarding how strong the economy
will be by late 1984 and 1985. Should the economy weaken during
1984-85 due to the negative effects of such factors as large federal
budget deficits and high interest rates, a 5 percent “fiscal cushion”
could prove to be extremely valuable. As Table 41 in Part Two shows,
General Fund revenues for 1983-84 and 1984-85 combined would fall
short of the budget estimates by $2.2 billion if the Department of
Finance’s “low” economic and revenue scenarios occur, leaving the
General Fund with a large deficit at the end of 1984-85.

¢ Second, if economic expansion continues through 1984-85, the reve-
nues that the state’s economy will yield would make it easier to estab-
lish an adequate cushion on which the state could fall back in subse-
quent years, when the business cycle turns down. In other words,
while we believe that there is reason enough in the budget year to
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want an adequate reserve, the Legislature should also look beyvondthe
budget year. Recognizing that over the longer-term there will be
“good times” alternating with “bad times”, the Legislature should
take the opportunity presented by periods of economic prosperity to
make provisions for the economic downturns to come, even though
these downturns may be several years away.

In summary, our review indicates that a substantial balance should be
established and maintained in ‘the Reserve for Economic Uncertainties.
For the budget year, we believe that this balance should be at least as
much as that proposed by the Governor ($951 million, or 3.8 percent of
proposed expenditures) and preferably $300 million larger

PROPOSED STATE PROGRAM REAI.IGNMENTS

Should the Legislature Alter Program Administration Responsibilities for
Four Health and Welfare Programs in Order to Give Local Government
More Flexibility?

In the budget for 1983-84, the Governor proposed three state block
grants—the Alcohol and Drug Block Grant, the Public Health Block Grant
and the State Education Block Grant. The Legislature did not approve the
administration’s proposals and restored most state positions that had been
designated for elimination in anticipation of these block grants.

In 1984-85,.the administration is proposing to reduce state administra-
tive staff and. transfer various state responsibilities to the local level
through four state/county program realignments. These realignments are
proposed for:the following areas: mental health, family planning, public
health, and aleohol/drug programs.. (For a detailed discussion of each of
- these proposals, see the following item discussions in the Analysis: Item
4440—Department of Mental Health, Item 4260—Department of Health
Services, and Item 4200—Department of Alcohol and Drug Programs.)
The administration’s proposals will be embodied in five separate bills.
‘Three of the five bills.-were in print when this was written; the remaining
two—one each for alcohol and drug programs—will be introduced in the
spring of 1984. The three pending bills are as follows:

1. AB 2381 (Mo;onmer) which would 1mplement the mental health
1n1t1at1ve,

2. SB 1450 (Seymour) which would implement the new family plannmg
grant program; and

3. AB 2450 (Stirling) which would implement the proposed Pubhc
Health Enhancement Program (PHEP)
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Programmatic and Fiscal Overview of Proposals

The Governor’s proposals and the programs they include are shown in
Table 67. In total, 13 existing programs are included in the four program
realignments.

Table 67
Program Realignments
1984-85
Administering Consolidated/ Transferred
Proposal - -Department Programs
Mental Health Department of o Local Mental
Initiative Mental Health Health Programs
Family Planning Department of ¢ Family Planning
Grant Program Health Services
Public Health Department of « Preventive Health
Enhancement Program Health Services Care for the Aging
«+ Dental Health
« Immunization
Assistance
o Infant Dispatch
« Perinatal Access
« High-Risk Infant
Follow-up
« Perinatal Health
Services
« Maternal and Child
Health Grants
« Child Health
) Disability Prevention
Alcohol and Drug Department of Alcohol o Alcohol Programs
Program Realignment and Drug Programs « Drug Programs

Table 68 summarizes the proposed savings and transfers which are es-
timated to result from adoption of the four proposals in 1984-85 and 1985
86. Full-year effects would not be experienced until 1985-86, due to the
phase-in of the proposals during the first six months of 1984-85. Thus, in
the budget year, state savings in state operations would total approximate-
ly $9 million. Of this amount, $6.7 million is proposed for transfer to local
assistance. Similarly, in 1985-86, the administration projects state opera-
tions savings of $20.6 million; of which $14.1 million would be transferred
to local government.

The bulk of the savings in state operations is due to the elimination of
604 positions. Of the total proposed reduction, 415.9 positions, or 69 per-
cent, are from the Department of Mental Health. Of this amount, 299 are
proposed for transfer to 18 specified counties. Similar positionshave been
transferred in the past to the state’s 40 other counties.

Table 69 puts the proposed savings into perspective. It 1dent1f1es the
state operations and local assistance budgets for the programs affected by
the realignments. It shows that in 1984-85 state operations expenditures
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for these programs are proposed to decrease by $8.8 million and local
assistance expenditures are proposed to increase by $51 million, compared
to the current year. The differences in proposed savings and expenditures
shown in the two tables are partially attributable to portions of the existing
program which are not directly affected by the realignment proposal.

Table 68

Proposed Program Realignment Savings and Transfers (All Funds)
1984-85 and 1985-86 ‘
{in thousands)

1984-85 1985-86
(Six Months) (Full Year)
State Operations—Savings
Mental Health —$6,200 —$14,300
Family Planning. —445 —890
PHEP —1,354 —3,381
Alcohol/Drug —993 ~1,986
Totals ! —$8,992 - $20,557
Transfers to Local Assistance
. Mental Health $5,100 $10,200
Family Planning 890
PHEP ' 822 2,318
Alcohol/Drug i 324 648
Totals © $6,691 $14,056 .
Net Effect on All Funds —$2,301 —$6,501
Positions*
Mental Health — —4159
Family Planning . — —245
PHEP : — o —832
Alcohol/Drug —_ —80.0
Subtotals = —603.6

® Positions are phased out in 1984-85 resulting in full position savings in 1985-86.

Table 69

PropoSed Funding Levels in Realigned Programs (All Funds) -
1983-84 and 1984-85
{(in thousands)

198384 - 199485 Change
Estimated Proposed Amount Percent

State Operations ) : .
Mental Health $25,301 $19,498 —$5,803 —229%
Family Planming..........ceeicsrrisssssseerserseees 1,002 603 —399 ~39.8
PHEP ... \ 6,012 4571 S =141 —24.0
Alcohol/Drug 9,442 8,259 —1,183 =125

Subtotals $41,757 $32,931 —$8,826 —21.1%

Local Assistance ; -
Mental Health $317,152 $364,568 $47,416 15.0%
Family Planning 28,138 29,155 * 1,017 36
PHEP 26,772 28,473 ° 1,701 6.4
Al¢ohol/Drug: 93,864 94,682 818 09

Subtotals $465.926 $516,878 $50,952 10.9%

Totals . $507,683 $549,809 $42,126 8.3%

® Represents half-year funding.
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" “Incentive Funding. The Governor’s Budget indicates (p. 31) that
funding augmentations will be included in four of the five implementing
bills “to provide local government with the ability to expand in areas of
high need.” Specifically, separate augmentations, totaling $11 million, are
proposed as follows: (1) PHEP—$1.25 million, (2) Family Planning—$4.75
million, and (3) Alcohol and Drug Programs-—$5 million (divided equally
between the two programs). These incentive funds are not reflected in
the funding totals included in the Governor’s Budget, but instead will be
incorporated in separate legislation. To the extent that incentive funding
is provided, the administration’s realignment proposal will result in a net
cost, instead of a net savings, to the state.

Analysis of the Realignment Proposals

Our analysis indicates that the concept of program realignment for
these particular programs has merit. Such proposals allow local govern-
ments increased flexibility in designing and funding local programs to
meet local needs. Moreover, program realignment allows counties to inte-
grate these programs more effectively with other local programs serving
similar populations and/or clients. The realignment proposals generally
have the advantage of increasing accountability by giving the level of
government which spends the taxpayers” funds, in this instance, the coun-
ties, the greatest responsibility for program administration.

Despite these advantages, our analysis has identified various problems
with each of the proposals. These crosscutting problems are summarized
below and discussed in more detail in the individual item write-ups in the
Analysis.

Potential Service Reductions. Our review has identified several in-
stances where the proposals may result in service reductions to program
clients. For example, the mental health initiative would eliminate existing
county matching requirements (currently $30.8 million) for locally pro-
vided mental health services. Our réview indicates that without effective
maintenance of effort requirements, counties could replace county funds
with state funds or reduce mental health services. In the case of both the
family planning and PHEP proposals, it is unclear to us whether counties
would experience increased costs to administer the grant program (nego-
tiate contracts, establish claims payment systems, etc.), leaving less money
available for services. .

Audit Inconsistencies. One problem that we have identified in each
of the admiinistration’s proposals has to do with the way that audits of state
funds would be conducted. The administration has offered several alterna-
tives ranging from no audit of state funds (alcohol and drug programs) to
an independent audit arranged for by the county and subsequently for-
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warded to the state (mental health). Our review indicates that audits of
state funds should continue on some sort of uniform basis.

Impact of Differential Standards. State-administered programs of=
ten offer the advantage of a consistent minimum service standard and
consistent eligibility requirements. Qur review indicates that the realign-
ment proposals, because of increased flexibility at the local level, may have
the unintended consequence of different minimum service and eligibility
standards between counties. For example, because family planning serv-
ices may be unpopular in some counties, more restrictive eligibility re-
quirements may be imposed in these counties compared to the current
state standard. Similarly, in alcohol programs, delegation of program re-
view, approval and reapproval for the drinking driver program to the
counties may result in inconsistent application of state standards for the
program. In addition, it is unclear whether the delegation of responsibility
to the counties for assuring the quality of alcohol and drug treatment and
recovery programs may make it more difficult for these programs to
receive reimbursement from insurance carriers and other so-called “third-
party” payers, because of differential service quality standards from one
county to another. :

Funding Proposal Diminishes Local Control. Of the four proposals,
two appear to contain aspects that diminish, rather than enhance, local
control and thus run counter to the thrust of the proposals themselves.
Specifically, the alcohol and drug program realignment requires counties
to spend at least;:35 percent of their combined alcohol and drug funds on
alcohol programs and 35 percent on drug programs. The remaining 30
percent of the funds would be distributed on a discretionary basis between
alcohol and drug programs. Our analysis indicates that five counties would
experience funding shifts in their current programs if the 35/35/30 alloca-
tion process were adopted. Three counties would have to shift funds from
drug programs to alcohol programs and two counties would have to shift
funds from alcohol to drug programs.

In the case of the mental health initiative, the administration is propos-
ing to transfer state staff who arrange essential community services for
mentally disordered individuals released from state and local psychiatric
hospitals to 18 counties who have been unwilling or unable to accept
responsibility for these staff in the past.

Conclusion

At the time this review was prepared, specific legislation implementing
the administration’s proposals was being developed. In addition, in many
instances, sufficient information was not available outlining the mechanics
of the programs’ operations. This information is needed before the Legis-
lature can assess the specific merits of these realignment proposals.
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FUNDING OF BENEFITS FOR STATE RETIREMENT SYSTEMS

How Should the Legislature Address Funding Shortfalls in State Retire-
ment Systems?

Background

Currently, retirement benefits of state and many local government
employees are provided through one of the following state pension pro-
grams: the Public Employees’ Retirement System (PERS), the State
Teachers” Retirement System (STRS), the Judges’ Retirement System
(JRS), the Legislators’ Retirement System (LRS), and the University of
California Retirement System (UCRS). The state actually manages all but
one (the UCRS) of these systems, and it provides—directly or indirectly—
a major portion of the funding for a/l of them.

Table 70 shows that in 1984-85, the state is expected to pay almost $1.5
~ billion specifically to finance retirement benefits provided by these sys-
tems. Of that amount, the state pays $560 million in “normal cost” contri-
butions and $907 million toward financing unfunded liabilities (the terms
“normal costs” and “unfunded liabilities” are discussed below). Table 70
also shows that in 198485 school districts and superintendents of schools
are expected to pay $305 million in employers’ PERS contributions for
their nonteaching employees and $616 million in STRS contributions for
their certificated (teaching) employees. A major portion of these contri-
butions will be paid by the state indirectly, through apportionment aid to
local school districts.

Table 70

State Retirement Systems
Selected Information
1984-85 (dollars in millions)

Proposed 1954-85

State Contributions®
Toward the Size of the
Current - Toward the Unfunded Total  the Unfunded

Retirement Systems Membership Normal Costs Liability  Contributions Liability®
Legislators’........ccmscrmmssmsmsnennes 400 $0.3 $0.4 $0.7 $25
Judges’ 1,700 70 104 174 450

Public Employees’

State Members .......vvvrrrsiverrereres 264,000 485.0 331.3° 816.3 6,000
School members ... . 236000 (208.0)¢ @1.0)° (305.0)¢ 1,500
State Teachers’ ............. 400,000 (616.0)d 555.4 555.4 ¢ 13,200
University of California ........... 85,000 734F 95° 82.9f 395
TOtals.....cvrcrrrenneniernrrssssnessanns 987,100 $565.7 $907.0 $1,472.7 $21,570

2 Based on current contribution rates and projected 1984-85 payrolls.

b As determined by the latest available actuarial valuation for each system.

¢ This amount includes $8.3 million in local mandate reimbursements. .

9 Amounts of total contributions paid by local school employers. A major portion of each of these amounts
is indirectly financed by the state, in the form of apportioment aid to school districts and superintend-
ents of schools. .

¢ Includes: (1) $211 million in state contributions approved by the Legislature but vetoed by the Governor
from the 1983 Budget Act, and (2) $43.4 million in local mandate reimbursements.

fRepresents only the state’s share of contributions (about 42 percent of total contributions) for UC
employees whose salaries and benefits are paid from state funds. The balance of contributions comes
from federal and private sources.
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The Components of Retirement Costs

The state’s contributions to retirement systems are used to pay one of
two cost components associated with retirement benefits: (1) normal costs
and (2) unfunded liabilities.

Normal Costs are the costs of financing the retirement benefits which
are being earned in a given year. These costs are expressed in terms of a
fixed percentage of an employee’s salary that has to be paid annually over
the employee’s career, in order to fund his or her retirement benefits. For
example, the normal cost of the Judges’ Retirement System is 34 percent
of payroll (please see Table 3, page 24, of the 1984-85 Analysis) . This means
that, as of the 1980 valuation date, annual payments equal to 34 percent
of judicial payroll (or about $30 million in 1984-85) would be required to
fully fund the retirement benefits being earned by active judges in a given
12-month period. (As noted below, current contributions total 30.3 per-
cent, which is insufficient to fund the annual normal costs of the system.)

Normal costs are estimated in each actuarial valuation, based on the
actuarial experience of the membership and specific assumptions about
long-term salary increases and investment yields. These valuations usually
are conducted at 2-4 year intervals for state systems.

Unfunded Liability Costs, on the other hand, are those obligations to
pay retirement benefits earned in prior years which are not funded by
current assets. These costs are also based on actuarial estimates, made at
a given point in time. Unfunded liabilities exist because, in past years,
normal costs were not covered by employee and employer contributions.
Again, using the Judges’ Retirement System as an example, it would take
annual contributions equal to 42 percent of judicial payroll (or about $37
million in 1984-85) to amortize the $450 million accumulated unfunded
liability of the system over a 30-year funding period (please see the Analy-
sis, Itern 0390, Table 3).

The Legislature Should Fully Fund Normal Costs

In past years, most of the discussion concerning the funding problems
of individual state retirement systems has centered on unfunded liabili-
ties. These liabilities, indeed, constitute a fiscal problem, particularly if (1)
they are very large when compared to a retirement system’s assets, and/or
(2) they are growing rapidly.

In our judgment, however, the Legislature should look upon a shortfall
in funding normal costs of state retirement systems as a more immediate
and serious concern. It is this type of shortfall, after all, which brings about
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an unfunded liability and causes its continued growth.

Table 71 shows: (1) the current normal costs of the five state retirement
- systems, (2) the amounts of total contributions (from all sources) toward
normal costs, and (3) the existing shortfall (if any) in funding these costs,
expressed both in absolute terms for 1984-85 and as a percent of payroll.

As the table shows, there are normal cost shortfalls in three of the
retirement systems—namely, the LRS, the JRS, and the STRS. A funding
augmentation of $249.3 mllhon would be required to eliminate these short-
falls.

Tabie 71

. State Retirement Systems
Fundmg Requirements for Normal Costs °

1984-85
Funding Shortfall
Nom)a] Current Contributions 1984-85 Costs®

HRetirement Systems Costs®  Toward Normal Costs® Percent® (millions)
Legislators’ 21.3% 18.8% 25% $0.1
Judges’ 340 30.3 37 32
Public Employees’ .

State Members .........coo.uermmessersrereossnnses 16.0 16.0 - —

School Members... .. 155°¢ 155°¢ _ —
State Teachers’ .............. e 192 16.0 32 246.0
University of California © ... 14.1 41 —_ —

* As determined by the latest available actuarial valuatlon -

b Expressed as a percent of payroll of the respective systems, as indicated in the latest available actuarial
valuation.

¢ A major portion of these costs are indirectly financed by the state through apportlonment aid to school
districts and superintendents of schools.

9 This system is administered by the Regents, rather than by the state. It is shown here because about 42
percent of the system’s total employer contributions is provided by the state.

Our review indicates that funding of normal costs should be the first
step in addressing the funding problem of state retirement systems.
Therefore, in our detailed analysis of the legislators’, judges’ and teachers’
retirement systems (please see the Analysis, Items 0110-0150, 0390, and .
6300 respectively) we are recommending that the Legislature place its

tems.

Total Compensation: A Guide to Selecting Funding Options

If the Legislature decides to eliminate the existing shortfalls in funding
for normal costs of state retirement systems, it will need a basis for choos-
ing among the various options for achieving this objective. These options
involve: the employers’ contribution toward benefits, the employees’ con-
tribution, the level of benefits themselves, and, where the state is not the
employer (STRS), the state’s contribution toward benefits.

When deciding what actions the state should take in eliminating any
shortfall, we recommend that the Legislature base its decision on an analy-
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sis of the total compensation provided to employees. That is, the state’s
contributions toward funding employees’ retirement benefits should be
viewed as just one aspect of the employees’ overall compensation—along
with salary, other fringe benefits, and the general working environment.
In the case of state contributions toward the JRS, for instance, we recom-
mend that the Legislature consider this annual payment as part of the total
compensation provided each year to judges.

If, in considering the various options for fully funding normal costs, the
Legislature concludes that the level of total compensation for a particular
employee (such as a judge or a state worker) is not adequate, the state
would want to pick up part or all of the normal cost shortfall in that
particular retirement system. If, on the other hand, the Legislature deter-
mines that the current level of total compensation is adequate, it would
want to have the shortfall financed through increased employees’ contri-
bution rates, or through a reduction—on a prospective basis—of retire-
ment benefits. '

. The Unfunded Liability Issue

Table 70 shows that state-administered systems have collective unfund-
ed liabilities in excess of $21 billion, based on the latest available actuarial
estimates. The magnitude of these liabilities is a problem which should not
be ignored. The existence of this debt can harm the state’s credit rating,

and it certainly causes anxiety among existing employees as to the security

of their future retirement benefits.

. We find it difficult at this time, however, to make a recommendation
- as to how the Legislature should deal with the unfunded liability problem,
.. for several reasons. :

o Funding Responsibility. While the state has already assumed a
role in funding unfunded liabilities, the Legislature may wish to reas-
sess how that responsibility might be shared among employers, em-
ployees and the state, based on total compensation for current em-
ployees (or, in the case of the STRS, based on the adequacy of state
contributions towards the cost of education at the local level).

o Intergenerational Equity. We can find no analytical basis for re-
quiring one generation of taxpayers (such as the current one) to bear
a greater burden in paying off an unfunded liability not of its. own
making, rather than requiring some other generation of taxpayers
(that is, future ones) to do so. Therefore, it is impossible for us to
recommend a level of contributions that the state should pay in any
one year to help amortize this unfunded liability. '

e Other Legislative Decisions Could Affect Contribution Level,
Any decision the Legislature makes on other related compensation
issues might affect how it would want to address the issue of unfunded
liabilities. For instance, if the Legislature decides to provide for the
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fullfundmg of 'tilfe STRS’s normal cost, it would not be necessary to
continue state contributions toward the unfunded liability of that
system at the level proposed in the Governor’s Budget.

" Conclusion

In summary, we recommend that the Legislature (1) act first to fund
the shortfalls in normal costs of state retirement systems; (2) use the
- concept of total employee compensation in determining what the state’s
role in eliminating such shortfalls should be; and (3) address the issue of
unfunded liabilities by considering a collective funding approach, and by

- taking into account its decisions on related compensation issues, such as

. financing for normal costs.

HAZARDOUS SUBSTANCES CONTROL PROGRAMS

How Can the Legislature Improve the Effectiveness and Coordination of
the State’s Hazardous Substances Control Programs?

The budget proposes $105.7 million and 776 personnel-years in 12 state
agencies for a wide range of regulatory functions related to hazardous
substances. This is an increase of $6.3 million, or 6.3 percent, above es-
timated current-year expenditures, and an increase of 123 personnel-
years, or 19 percent, above current-year staffing levels. The Department
of Health Services accounts for 61 percent of the total funds budgeted for
hazardous substance control, and the Department of Food and Agricul-
ture’s pesticide program represents an additional 19 percent of the total.

Table 72 provides an overview of hazardous substances control activities
in state government. It briefly describes each program and shows estimat-
ed current-year and proposed budget-year expenditures, fund sources,
and personnel-years.

Table 72
Hazardous Substances Control Expenditures,
Fund Sources, and Staffing
1983-84 and 1984-85

Amount
(in thousands) Personnel-
" Estimated  Proposed Years
Ttem Program Fund 198384  1954-85 1983-84 1954-85
0650 Office of Planning and : :
Research .
1:- Hazardous Waste Reimbursements $225 - — 5.0 —_
.- Management Council .
siting plan
0690 Office of Emergency
Services .
" 1. Hazardous material General, Reim- $113 $118 30 30
incident contingency - bursements :
) plan
0860 ‘Board of Equa.hzatlon

1. Collection of HWCA  Reimbursements $331 $346 8.1 8.1
fees and HSA taxes :




2660 Department of Transpor-
tation : -
1. Highway cleanup in-
cluding toxic and non-
toxic spills
2720 California Highway Pa-
trol
1. Inspection related to
transportation of haz-
ardous materials
2. Hazardous materials
response training and -
equipment

3400 Air Resources Board
1. Research and support

2. Stationary source -

Subtotals ....ccuernines
Department of Fish and
Game
1. Wildlife protection
~and management, and
environmental serv-
ices
State . Water Resources
Control Board
1. Water quality regula-
tory activities, studies,
*and regional board as-
sistance
2. Hazardous waste per-
~mitting, enforcement,
.and site closure
3: 'Underground tanks

3940

4. Underground injec-
tion control

Subtotals .........cereersreees

Department of Health
Services

1. Hazardous waste man-

agement
2. Superfund

3. Epidemiology, tox-
icology, and labora-
tory services

Subtotals ......cceceereneens

Department of Industrial

Relations

1. Cal-OSHA inspections
and other support
functions (includes
both toxics- and non-
toxics-related activi-
ties) -

SHA 65T 6% 132 132
MVA, STF $2,820 $2,874 60.1 60.1
Reimbursements 313 — 26 —
$3,133 $2,874 62.7 60.1
MVA, General, $1,501 $2.480 175 25
APCF
MVA, General, 616 1,001 129 139
APCF .
$2,117 $3,481 30.4 36.4
Various $626° $664°  NJA N/A
General, CWBF $3,724 $3,730 459 485
HWCA, RCRA, 1,233 1,208 2.8 20.8
Reimbursements
General, UTS, —_ 2,539 —_ 522
UCIA
Federal 258 114 43 -
'$5.215 $7,591 7.0 1215
HWCA, RCRA, $8,436 $11,584 136.8 193.6
ERF :
HSA, HSCA, 49,600 48,100 55 62.5
CERCLA, RP. . .
General, HWCA, 5,034 - 5,118 67.2 69.4
RCRA, Reim- : .
bursements .
$63,070 $64,802 2495 3255
General, Federal $8,000* N/A N/A

$7,586°

175 .




Table 72—Continued
Hazardous Substances Control Expenditures,
Fund Sources, and Staffing
1983-84 and 1984-85

Amount
(in thousands) Personnel-
. Estimated = Proposed __ Years
Ttem Program Fund 1983-84 198485 198384 1954-85
8570 Department of Food and
Agriculture -
1. Pesticide registration - General, Ag $2414 $2,563 72.4 72.4
2. Pesticide use enforce- General, Ag, Fed- 14,062 14378 93.5 89.5
ment and worker eral
health and safety
3. Environmental moni- General, Ag, 2,623 3,264 428 49
toring Reimbursements
Subtotals .....cverererrereess $19,099 $20205 . 2087 206.8
8700 Board of Control
1. Victims® compensation Reimbursements $355 $355 10 1.0
program : »
Totals .....covverrvvivnnrmrnnenrrees $102,941 $108,718 652.6 T15.6
Less reimbursements .. __349%0  29%
Net totals.........ccommeeese $99451  $105,722
State funds: -
Agriculture Fund (Ag) ....oeovovrrrrre 29279 #9622
Air Pollution Control Fund (APCF) 106 174
-Clean Water Bond Fund (CWBF)........ 1335 1,129
Energy and Resources Fund (ERF) 439 —
General Fund. 18327 20221
Hazardous Substances Account (state
" Superfund—HSA) .......oerssereeinnassssssenas 11,145 9645
Hazardous Substances Compensation Ac-
count (HSCA) 355 355
Hazardous Waste Control Account
(HWCA) 7175 10508
Motor Vehicle Account (MVA) ..vcorvvsseersens 4407 5485
State Highway Account (SHA) .......ccrvovronnee.. 657 6%
Underground Tank Storage, Underground
Container Inventory Accounts (UTS,
UCIA) - 1428
Other 267 28
Subtotals . 353492 $59546
Federal funds:
Comprehensive Environmental Response
Compensation, and Liability Act (fed-
eral Superfuid—CERCLA) ................... 16900°¢ 16,900 ¢
Resource Conservation and Recovery Act
(RCRA) 3135 3703
Other 474 4373
Subtotals $24,759 $24976
External sources:
Responsible parties (RP) 4 ... $21,200°  $21,200°

8 Includes some proportion of nonhazardous substances activities.

- b Estimate based on actual 1982-83 costs.

¢ These amounts probably exceed the amount that will actually be received.

4 Responsible parties.are private companies or individuals that reimburse the state for the cost of cleaning
up hazardous waste sites.
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Summary of Budgei Changes

Below we summarize the amounts budgeted for those six departments "
accounting for 99 percent of hazardous substance control expenditures, as
well as the major changes proposed for 1984-85.

1. Department of Health Services. The budget proposes $64.8 mil-
lion for hazardous substances control functions performed by the depart-
ment. The department’s functions include (a) regulating hazardous waste
management, cleaning up contaminated sites, and supporting the devel-
opment of alternative technologies and (b) studying health effects, setting
scientific standards, and consulting with other departments and local
agencies. The budget proposes a net increase of $1 million and 73.8 person-
nel-years for hazardous substances control in 1984-85. This primarily re-
flects an increase of $2.6 million and 62 positions for permitting and in-
specting hazardous waste facilities and a decrease of $1.5 million
appropriated on a one-time basis for a site cleanup in the current year.

2. Department of Food and Agriculture. The budget includes $20.2
million and 207 personnel-years for the department’s pesticide regulatory
program, which includes pesticide registration, research on pesticide use,
and monitoring exposure of persons handling pesticides. This is an in-
crease of $1.1 million and a net decrease of 2 personnel-years from the
current-year levels. The most significant change in the budget for this
program in 1984-85 is the request for $334,000 and five positions to deter-
mine the dispersal of pesticides and their impact on the environment and
agncultural productivity.

3:. State Water Resources Control Board The budget proposes $7.6
million and 121.5 personnel-years for hazardous substance control-related
activities of the board in 1984-85. These funds will be used to (a) monitor
ground water quality, (b) permit, inspect, and enforce waste discharge
requirements, and (c) regulate underground tanks. The requested
amount is $2.4 million (40 percent) above current-year levels, and will
provide for 50.5 new positions (71 percent). Most of the increase is to
‘implement new programs to identify, permit, and monitor underground
tanks and to begin cleaning up leaks from these tanks.
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4. Department of Industrial Relations. The budget includes $7.6
million for hazardous substance control-related workplace health and
safety activities to be conducted by the department in 1984-85. This is a
5.1 percent reduction from estimated current-year expenditures. Most of
the $7.6 million is for activities related to hazardous substances. These
activities include workplace inspections, various research projects, en-
forcement of worker right-to-know laws, and the Hazard Evaluation Sys-
tem and Information Service (HESIS).

5. Air Resources Board. The budget proposes $3.5 million and 36.4
personnel-years for related activities to be conducted by the board in
1984-85. These funds will be used primarily to develop controls or stand-
ards for toxic air contaminants emitted by stationary (nonvehicular)
sources. The requested amount is $1.4 million above the current-year
level, and will fund six additional personnel-years, as well as increased
extramural research and expanded sampling of ambient air and emissions.

6. California Highway Patrol. The budget proposes $2.9 million and
60.1 personnel-years for the patrol to use in inspecting and enforcing
federal and state regulations for containers and vehicles carrying hazard-
ous materials or wastes during the budget year. This is not a significant
change from current-year expenditure and staffing levels.

Review of Hazardous Substances Control Programs

In the Analysis, we discuss numerous issues concerning individual haz-
ardous substances programs in connection with our review of the depart-
ments’ operating hazardous substances control programs. In this section,
we review the current status of the state’s program for controlling hazard-
ous substances as.a whole.

Our -analysis indicates that the current mechanisms for planning and
coordinating activities of the 12 departments operating hazardous sub-
stance control programs are not adequate. In the detailed analysis that
follows, we (1) recommmend immediate legislative action to strengthen the
planning and coordinating functions of the existing system and (2) de-
scribe options for making further changes in the program. -

Problems of Overlapping Authority and Coordination. Recognizing
the need for greater control of hazardous substances, the Legislature has
enacted numerous statutes to establish new hazardous substances control
programs or expand existing authority. As a consequence, the number of
statutes and hazardous substances control programs has increased tremen-
dously since passage of the Hazardous Waste Control Act in 1972. In 1983,
the Legislature established new programs to (1) identify and inspect
underground tanks storing hazardous substances and (2) increase the
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monitoring of drinking water to detect contamination.

Some of the new laws enacted during the last 12 years have resulted in
overlapping responsibilities among agencies. This has led to conflicts
between agencies in regulatory development, standard-setting, and en-
forcement. For example, both the Department of Health Services (DHS)
and the State Water Resources Control Board (SWRCB) regulate and
issue permits to hazardous waste facilities. The board regulates hazardous
waste disposal facilities that discharge waste to surface or ground water.
The department regulates all hazardous waste disposal facilities, including
facilities that generate, store, or treat hazardous wastes. Draft regulations
developed separately by the two agencies in 1983 contained conflicting
standards. Also in 1983, the department filed legal charges against wood
treatment facilities that were negotiating with regional water boards to
clean up contamination on a voluntary basis. v

In addition, the proliferation of hazardous substances control programs
in different departments has made it more difficult for the administration
to coordinate plans and budgets for these programs. As a result, we have
observed inconsistencies between budget requests for different agencies.
For example, the budget proposes an increase of $889,000 and 5.7 person-
nel-years in the Air Resources Board (ARB) for improved regulation of
toxic air contaminants. The statute authorizing these activities requires
the DHS to analyze standards proposed by the ARB for their impact on
public health. Although the ARB budget proposes a significant increase in
staffing and workload that would presumably result in a larger number of
proposed standards, the budget did not contain additional funds for the
department to handle this additional workload.

Previous Efforts to Improve Coordination Between Agencies. - The
problems we identify have been recognized for several years, and efforts
‘have been made on several occasions to improve interagency coordina-
tion. Our review indicates that at least three organizations have been
established for this purpose over the years. They are as follows:

1. Toxic Substances Coordinating Council. In 1980, the Governor
established, by executive order, the Toxic Substances Coordinating Coun-
cil (TSCC), consisting of representatives from seven state agencies and
departments that regulated hazardous substances. The Governor charged
the council with developing policy recommendations, promoting consist-
ency in regulations, encouraging cooperation between agencies, and coor-
dinating research. The council’s activities resulted in the development of
numerous legislative initiatives and budgetary proposals. Our review indi-
cates, however, that the council did not successfully address the problems
of coordinating regulatory activities, planning, and budgeting in the state
agencies involved with hazardous substances control.
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2. Hazardous Waste Mahagement Council. In 1982, the Legislature
established the Hazardous Waste Management Council (HWMC) on a

limited-term basis (until July 1984) to develop a plan for facility siting and
permitting, and to make recommendations for legislative and administra-
tive changes needed to improve hazardous waste management. The 16-
member council is composed of key department heads, legislators, and
representatives of local government, industry, and environmental organi-
zations.

The draft Hazardous Waste Management Plan, issued by the council in
January 1984, makes 79 specific recommendations for new legislation as
well as changes in state and local government operating procedures, in-
cluding some recommendations aimed at improving coordination
between state agencies and between state and local agencies. The primary
focus of the report, however, is on the facility siting process. The report
recommends establishing a state appeals board to review certain local
government decisions on facility siting requests. The council’s report is
the most comprehensive report produced to date that reviews state haz-
ardous substances programs. We will be able to comment further on the
report and the recommendations it contains at budget hearings.

3. Hazardous Substances Task Force. In April 1983, the Governor
abolished the Toxic Substances Coordinating Council and created the
Hazardous Substances Task Force (HSTF). The executive order creating
the new task force charges it to “identify and address issues relating to
radioactive, toxic, and other hazardous substances and have overall re-
sponsibility to formulate and oversee the implementation of a comprehen-
sive program” through existing statutory authority. The Governor desig-
nated the Secretary of Environmental Affairs as task force chairperson:
The membership of the task force is drawn from 16 state departments and
agencies.

The task force is conducting a three-phase review to (a) identify issues,
(b) adopt goals ‘and priorities, and (c) -develop specific implementation
proposals. Staffing for the task force is provided through the Office of the
Secretary of Environmental Affairs and through the loan of personnel
from other departments. The task force hopes to complete its review by
the end of 1984. ‘

In October 1983, the task force issued a draft report, An Identification
of Issues, that provides an overview of existing programs and examples of
current coordination problems. The report does not identify priorities
among the issues cited nor does it make recommendations to correct the
problems. The task force indicates that priorities and recommendations
will be covered in later reports. Although our review indicates that the
task force is performing needed coordination, we identified a number of
shortcomings, which are discussed below.
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A Permanent Effort with Expanded Authority is Needed

We recommend that the Legislature enact legislation to establish the
task force on a permanent basis and expand its responsibilities to include
(1) the development of recommendations for legislation and organization-
al changes, (2) oversight of budgetary decisions involving hazardous sub-
stances control, and (3) reporting to the Legislature on a regular basis.

The Governor has established the Hazardous Substances Task Force
(HSTF) to coordinate regulatory activities related to hazardous sub-
stances within the framework provided by existing law. The initial efforts
of the task force have been aimed at identifying issues. In the future, the
task force intends to establish priorities and plans for i 1mpr0v1ng the state’s
hazardous substance control activities.

We see several shortcomings in the task force approach. Specifically, the
task force (1) has no statutory authority and is therefore not accountable
to the Legislature, (2) is not charged with reviewing existing statutes and
organizational structures, (3) does not review budget proposals to insure
that they are internally consistent, (4) has no line authority to resolve -
conflicts or direct departments to take specific actions, and (5) is not
required to report to the Legislature or the public.

We believe that the enactment of legislation to establish the task force
on a permanent basis would strengthen the efforts initiated by the Gover-
nor and, at the same time, improve legislative involvement in priority-
setting for the hazardous substances control programs. The primary prob-
lems facing the state in coordinating its activities in this area are not likely
to go away any time soon. In fact, we believe that a coordinating body of
some sort will be needed as long as responsibilities in this area are shared
by different ageneies. From an organizational perspective, ad-hoc bodies
established by executive order do not lend themselves to the same legisla-
tive review as similar organizations that have been established in statute.
For this reason, we recommend that the Legislature enact legislation
formally establishing and charging the task force (or some comparable
body) with ongoing responsibilities in the hazardous substance control
area. Specifically, this legislation should: ‘

1.. Expand the task force’s scope to include the review of existing statu-
tory provisions and organizational structures. The limitation on the task
force’s efforts imposed by the executive order’s—acceptance.of the exist-
ing statutes as immutable—is inappropriate because the state’s efforts to
control hazardous substances are still developing.- Members of the task
force are familiar with the existing statutes and should ‘be encouraged to
recommend changes where such changes will strengthen program: per-
formance.

‘9. Expand the ro]e of the task force chairperson to include reviewing
budget proposals in the hazardous substance control area. The current
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budget development process does not ensure consistent decisions on relat-
ed activities undertaken by different agencies. An effective way to ensure
consistency would be to refer all budget requests to the task force and
require the chairperson to submit written comments to the Department
of Finance before these proposals are included in the budget. A unified
presentation of the hazardous substance control program should be in-
cluded annually in the introduction to the Governor’s Budget.

3. Require the task force to develop a comprehensive state plan for the
control of hazardous substances and to report annually to the Legislature
on the administration’s progress in fulfilling the plan’s objectives. A com-
prehensive plan would represent a commitment by the administration to
the Legislature to achieve concrete objectives and allow the Legislature
tomake changes in the priorities as necessary. The annual progress reports
would form the basis for ongoing legislative oversight as well as for efforts
by the public to hold the administration responsible for meeting the plan’s
commitments. The task force should solicit public input on the plan
through hearings, workshops, or advisory committees.

Our analysis of the state’s current efforts in the hazardous substance

control area has identified two other program components that need
- immediate attention. These components involve data systems and scien-
tific standard-setting. In the following sections, we discuss the problems
in these areas that our analysis has uncovered and recommend supple-
mental report language requiring the administration to establish technical
working groups to coordinate efforts in these areas.

Improved Data Systems Needed

We recommend that the Legislature adopt supplemental report lan-
. guage requiring the Hazardous Substances Task Force to establish a tech-
nical working group to review and coordinate data collection efforts and
to recommend changes in current data collection efforts as appropriate.

Over the years, the departments regulating hazardous substances in-
dependently of one another, have developed mechanisms to collect data
from the regulated industries and to use that data to monitor compliance
with the law. Different data systems on hazardous waste generation cur-
rently are operated by the Department of Health Services (DHS), the
Board of Equalization (BOE), and the State Water Resources Control
Board (SWRCB). In addition, the Department of Food and Agriculture
collects data on pesticide usage.. These systems produce contradictory
conclusions as to the amounts and types of hazardous wastes generated
because of differences in definitions and methodology.

The draft report of the Hazardous Substances Task Force (HSTF) and
the draft plan of the Hazardous Waste Management Council (HWMC)
identify the lack of a statewide coordinated data base as a significant
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problem. The lack of data (1) impedes monitoring of compliance with
permit requirements, (2) reduces the state’s ability to encourage recy-
cling and other alternatives to land disposal, (3) hinders program planning
and facility siting decisions, and (4) makes evaluation of program effec-
tiveness more difficult. The Hazardous Waste Management Council
(HWMC) recommends that DHS (1) take the lead in coordinating and
consolidating data and (2) provide data to counties to assist them in plan-
ning for facilities. .

Our analysis confirms that the existing data systems are inadequate and
uncoordinated, and that immediate steps are needed to improve: these
systems. We do not agree with the council’s recommendation, however,
that the Department of Health Services is the entity best able to design
and operate a comprehensive data system. As we discuss in our analysis
of the DHS budget (Item 4260 of the Analysis), implementation of the
department’s Hazardous Waste Information System is significantly behind
schedule. In fact, the department currently is reviewing the system to
identify changes in-its design and operation that will allow full implemen-
tation. Given the problems that the department is having already, we do
not believe it would be prudent to assign to it additional data management
responsibilities. '

We recommend instead that the HSTF establish a technical working
group of staff currently responsible for collecting and managing hazardous
substances data to (1) analyze existing data bases, (2) identify duplication
or gaps in the information collected, (3) recommend system changes, and
(4) estimate the cost of making these changes. Because of the importance
of a functional data system to statewide hazardous waste management, we
recommend that the Legislature adopt the following supplemental report
language: .

“The Hazardous Substances Task Force (HSTF) shall establish a techni-

cal working group to review the existing hazardous substances data

systems and to recommend improvements. The group shall include
representatives from the departments operating the existing systems
and technical consultants experienced in electronic data processing.

The working group should perform an inventory of existing data bases,

identify duplication or gaps in the information collected, and make

recommiendations for system changes. The system changes may consist
of alterations to existing systems or consolidating the systems into one.

It shall also develop a feasibility study, an implementation schedule, and

cost estimates for implementing the system changes. The HSTF shall

submit a preliminary report of the working group’s findings and recom-
mendations to the chairpersons of the fiscal committees and the Joint

Legislative Budget Committee by December 31, 1984, and a final report

by March 31, 1985.”

7—77959
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Standard-Setting and Risk Assessment

We recommend that the Legislature adopt supplemental report lan-
guage requiring the Hazardous Substances Task Force to establish a work-
ing group of departmental scientists to (1) coordinate current activities,
(2) analyze ongoing risk assessment needs, (3) establish priorities among
specific substances to be reviewed, and (4) recommend changes in fund-
ing, organizational structures, or statutory authority as appropriate.

The development of health effect standards is a major component of
state hazardous substances regulatory activities. Current law authorizes at
least five departments to develop and enforce exposure standards. The
Department of Health Services (DHS) (1) sets and enforces standards for
food and drinking water, (2) sets and enforces standards for hazardous
waste disposal, (3) conducts studies of specific populations to determine
health effects of hazardous substances, and (4) advises other departments
on the medical and toxicological aspects of proposed standards. The Air
Resources Board (ARB), State Water Resources Control Board (SWRCB),
Department of Food and Agriculture (DFA), and Department of Indus-
trial Relations (DIR) set and enforce standards for specific substances
closely related to their program responsibilities.

The process of scientific standard-setting can be separated into two
components: risk assessment and risk management. Risk assessment uses
factual data to determine the effects of exposure to specific hazardous
substances on the health of populations and individuals. Risk management
develops.regulatory standards using the information from the health risk
assessment and other technical engineering and economic concerns.

Risk assessment has two phases (1) reviewing available scientific litera-
ture and conducting new studies to determine if a material poses a health
risk and, if so, the total amount of exposure that is harmful and (2) apply-
ing that knowledge to the specific environmental medium or population
covered by the particular department’s jurisdiction. For example, accept-
able exposure levels for ethylene dibromide (EDB) are different for
drinking water, food products, and worksite exposure because the amount
of the substance absorbed through each medium is different.

Differences in standards caused by the nature of the environmental
medium are appropriate. Other differences in the risk assessment stage
occur when the agencies use different approaches in determining
whether a substance poses a risk and the total amount of exposure that is
harmful. At worst, these inconsistencies in risk assessment can lead to
conflicting state standards for the same chemical being set by the different
departments. At best, where similar approaches are used by the different
departments, the first phase of risk assessment, involving the basic:scien-
tific review, is duplicated in up to five departments. With the current
backlog of substances suspected of being a threat to public health for
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which enforceable exposure standards have not been developed, the state
cannot afford to waste scientific effort in duplicative activities.

Our analysis indicates that the state’s current method of scientific stand-
ard-setting needs immediate improvement. We have identified two alter-
natives to addressing the problem: (1) consolidating all risk assessment
functions in the Department of Health Services and (2) improving coor-
dination between the departments.

- Consolidation in the Department. In the past, before the other reg-
ulatory agencies were created, the department was responsible for all
public health issues regardless of the type of exposure or environmental
medium involved. Consolidation of scientific risk assessment into one or-
ganizational unit would tend to insulate the technical, scientific assess-
ment of human health risk from the decisions of the regulatory agency
managers, which must take into account political; economic, and technical
considerations in addition to the potential effect on public health. The
National Academy of Sciences recently recommended that the two func-
tions of risk assessment and risk management be clearly separated.

Improve Coordination. At this time, we recommend that the Legis-
lature opt for the improvement of coordination between' the existing
departments, rather than consolidation. Before a reorganization is con-
templated, we believe that a technical working group of scientists from
various departments should be established by the task force to coordinate
activities, analyze ongoing risk assessment needs, and identify problems in
existing organizational structures and funding. We further recommend
that'the working group specifically evaluate the advantages and disadvan-
tages of consolidating risk assessment into one department.

Accordingly, we recommend that the Legislature adopt the following
supplemental report language:

“The Hazardous Substances Task Force (HSTF) shall establish a techni-
cal working group of scientists representing the appropriate regulatory
agencies to (1) coordinate current hazardous substances activities, (2)
analyze ongoing risk assessment needs, (3) establish priorities among
specific substances to be reviewed, and (4) identify problems in fund-
ing, organizational structures, or statutory authority as appropriate. The
working group shall evaluate the advantages and disadvantages of con-
solidating all risk assessment activities into one department. Scientists
employed outside of the state regulatory agencies should be consulted
as needed. The HSTF shall submit a preliminary report and plan by
December 31, 1984, and a final report by March 31, 1985.”

Possible Organizational Changes

Our review indicates that the Legislature and the administration may
wish to consider moving the hazardous waste regulatory activities current-
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ly located in the Department of Health Services (DHS) to the Environ-
mental Affairs Agency. Under this option, other DHS functions related to
hazardous substances—health effects studies, toxicology, and laboratory
services—would remain in the department’s Health Protection Division.

The majority of the state’s hazardous waste management activities cur-
rently are performed by the Toxic Substances Control Division (TSCD)
in the DHS. A portion of the activities of SWRCB-and the ARB are also
related to hazardous waste. Many of the coordination problems regarding
data collection, regulations, permitting, and enforcement are between the
department and SWRCB.

Our review indicates that the TSCD has more in common with the
- SWRCB than with other units in the department or in the Health and
Welfare Agency. The division’s personnel are primarily engineers or
waste management specialists, classifications that are found in large num-
bers at the board but not frequently in the rest of the department:

Past evaluations conducted by the Auditor General, the Environmental
Protection Agency, and the Legislative Analyst have criticized the depart-
ment’s management of the hazardous waste programs. One of the reasons
for the department’s poor performance in the past is the relative small size
of the division compared to the department as a whole. In the budget year,
the division’s proposed expenditures of $58.1 million are 1 percent of the
department’s total expenditures of $5.6 billion. The division’s 245.5 posi-
tions represent -6 percent of the 4,135 positions proposed for the depart-
ment. Within such a large department, it takes more time to make deci-
sions and to process. administrative paperwork. In our analysis of the
division’s Superfund program, for example, we criticize the long time
needed to develop and process contracts for remedial action. Each con-
tract currently must pass through 45 steps of devélopment or approval

handled by 16 different units, of which 13 are in the department.

The advantages of establishing a separate Department of Hazardous
Waste Management in the same agency as the SWRCB and the ARB are
(1) the three major government units regulating hazardous waste would
report to one agency secretary, thereby increasing cooperation and im-
proving communications, (2) the number of layers of bureaucracy would
be reduced, thereby speeding decision-making, (3) administrative staff
would no longer be shared with other programs, and (4) administrative
procedures would be tailored to the hazardous substances program’s
needs rather than those of other programs such as Medi-Cal or local assist-
ance grants.

The disadvantages of such a proposal are that (1) the program may be
less sensitive to public health concerns, (2) administrative disruptions and
delays often occur during major reorganizations, and (3) a new depart-
ment would increase, rather than decrease, the number of agencies in-
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volved in hazardous substances control because the DHS would continue
to perform laboratory analyses and health effect studies. The Legislature
needs more information before determining that reorganization is the
best method of improving the performance of the state’s hazardous sub-
stance control programs,
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Local Government Finance Issues
THE GOVERNOR’S PROPOSAL FOR FINANCING LOCAL GOVERNMENTS

What Effect Will the Governor’s Proposal for Financing Local Govern-
ments Have on the Ability of Local Agencies to Respond to the Needs of
Those They Serve?

The voters’ approval of Proposition 13 in 1978 brought about a distinct
change in the way local government agencies operate. Prior to 1978, local
governments had the ability to raise funds to maintain or expand local
services, to add to their stock of capital facilities, and to provide in other
ways for the needs of those residing within their boundaries. They were
able to do this by increasing their property tax rates. Proposition 13,
however, took away this ability, leaving most local agencies more depend-
ent upon state aid to finance their programs. Furthermore, due to revenue
shortages at all levels of government, local agencies have had to fund the
growth in some programs by cutting back funding for other traditional
services. Local governments contend that during the last five and one half
years, they have lost a large part of their fiscal independence and fiscal
stability.

The Governor’s Proposal

The Governor’s Budget proposes to restore, through the enactment of
various statutory and constitutional changes, some of the fiscal stability
which local governments enjoyed prior to Proposition 13. Specifically, the
Governor proposes to:

Repeal the AB 8 deflator; ; ;

Repeal all statutory provisions for determining fiscal relief;

¢ Constitutionally guarantee vehicle hcense fee and cigarette tax sub-

ventions;

Allocate the state’s share of vehicle license fee revenues (18.75 per-

cent of total collections, or $210 million) to counties ($208 million)

and to the 31 “no property tax” cities ($2 million);

Apportion the supplemental property tax proceeds (estimated at $422

million) among all local agencies, instead of only to K~12 schools,

beginning in 1984-85 rather than in 1985-86 as provided by current

law;

» Repeal the subvention for personal property tax rehef (busmess in-
ventories);

« Require counties to pay 20 percent of the estimated $5 million in costs

arising under the Indigent Defense and Homicide Trials programs.

(This proposal is discussed in greater detail in Items 8160 and 8180 of

the Analysis);
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» Restore local governments’ access to the general obligation bond mar-
ket by relaxing (through a constitutional amendment) the one per-
cent limitation on the property tax rate;

o Provide additional unspecified revenues for counties;

« Make specified changes relating to state-mandated local programs.
(This proposal is discussed in greater detail later in this part and in
Item 9680 of the Analysis.)

Revenue Shifts

"The Governor proposes to eliminate the personal property tax relief
subvention for local agencies other than school districts. This would
reduce state subventions to cities, counties and special districts by a total
of $320 million in 1984-85. Schools would not be affected because business
inventory subventions were folded into the regular school apportion-
ments system beginning in 1983-84. In order to offset a portion of the
revenue loss that local agencies would experience as a result of eliminating
the subvention, the Governor also proposes to advance by one year, from
1985-86 to 198485, the date on which these agencies will begin to share
in the proceeds of the supplemental property tax. Under existing law, all
of the proceeds from this tax are allocated to K-12 school districts in
1983-84 and 1984-85. If the Governor’s proposal is approved, cities, coun-
ties, and special districts would gain about $262 million from supplemental
property taxes in 1984-85. K-12 schools would not be affected by the
property tax shift because General Fund apportionments would increase
automatically to offset any property tax revenue losses that they experi-
ence.

The Governor also proposes to allocate an additional portion of vehicle
license fee (VLF) collections to counties. Under current law, 18.75 per-
cent of these collections (an estimated $210 million in the budget year)
are deposited in the state General Fund; the remaining 81.25 percent is
apportioned among cities and counties on the basis of population. Under
the Governor’s proposal, most of the 18.75 percent designated for the state
would be redirected to counties; a small portion ($2.1 million) would be

“allocated to the so-called “no property tax” cities—cities that existed but
did not levy a property tax prior to the passage of Proposition 13. The $2.1
million is intended to restore the revenue loss incurred by these cities
when three small subventions were repealed in 1981-82.

Fiscal Effect in 1984-85. Table 73 illustrates the effect of the indi-
vidual components of the Governor’s financing plan (other than the re-
peal of the deflator) in 1984-85. This table indicates that, overall, counties
would fare the best under the Governor’s proposal, as they would receive
an estimated net increase in revenues of $191 million in 1984-85, Most of
this increase is attributable to the additional vehicle license fee collections
that would be redirected from the state to the counties.
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Special districts would also fare well initially under the Governor’s pro- -
posal, as they would receive an estimated $12 million increase in revenue
in 1984-85. Cities, however, would experience a net loss of approximately
$9 million, because they would lose more in revenue from the repeal of
the business inventory subvention than they would gain in the form of
supplemental property tax roll revenues. Redevelopment agencies would
lose an estimated $43 million in revenue during 1984-85. This loss is at-
tributable entirely to the repeal of the business inventory subvention.

Local school districts would experience no net change in revenue as a
result of the Governor’s proposal. This is because the state generally “guar-
antees” a specific level of funding (the “revenue limit™) for all K-12 school
districts. Consequently, the $284 million reduction in revenue to K-12
schools resulting from the revenue shifts would be offset by an increase
in state General Fund apportionments. Similarly, the budget proposes to
offset the $22 million revenue gain to community colleges by an equiva-
lent reduction in General Fund apportionments.

Table 73

Fiscal Effect of Governor's Proposal °
by Revenue Source

1984-85
(in millions)

. _ : Special
Revenue Source State  Counties Cities Districts RDAs®
Vehicle License Fees.. —$210 $208 $2 - -
Property Taxes—Supplemental Roll........ccoevssrere - 165 61 $36 —
Offset to School Apportionments ... —262 - - — -
Business Inventory SUbventions ... +320 —181 -72 —24 —$43
Other ° ..... : +1 -1 — — -

Totals i : —$151 $191 —$9 $12 —$43

2 Does not reflect proposal to repeal deflator.
b Redevelopment agencies. '
¢ Reflects counties’ assumption of 20% of specified judicial programs.

As Table 73 indicates, the state would sustain a net loss of $151 million
in the budget year as a result of the Governor’s proposal.

The budget assumes that revenues from the supplemental property tax
will total $422 million in 1984-85. As shown in Table 73, we estimate that
if this assumption proves to be accurate, $262 million in additional proper-
ty tax revenues would be allocated among cities, counties, and special
districts. There is considerable doubt, however, as to whether the estimate
of these property taxes contained in the budget is accurate. If it is not
accurate, the net fiscal effect of the Governor’s proposals on local govern-
ments will differ from what is shown in the table.

_ In this regard, we note that data compiled by the Board of Equalization
from information submitted by the counties indicates that the level of
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~ supplemental property tax revenue in 1983-84 will be significantly less

than what is anticipated by the Department of Finance. If the county
“estimates prove to be more accurate, the property tax estimates for 1984
85 probably are overstated as well. If that occurs, counties and special
districts will not realize the full amount of the gains shown in Table 73, and
cities will experience even greater net losses than those shown.

Fiscal Effect on Individual Local Agencies in 1984-85. The data in
Table 73 display the fiscal effect of the Governor’s proposal on the four
categories of local agencies. The data, however, are not necessarily repre-
sentative of how individual agencies within each category would fare. For
example, Table 73 indicates that, overall, cities will sustain a loss of $9
million in the budget year. This $9 million loss, however, will not be spread
evenly among cities. Some will come out ahead; others will lose a dispro-
portionate amount. '

Cities. The fiscal effect of the Governor’s proposal on individual cit-
ies will depend on the relationship between each city’s business inventory
subventions (BIE) and what the city can expect to receive from the
supplemental property tax. The amount of BIE received by any particular
city depends on the value of business inventories located within that city’s
boundaries in 1979-80, and the city’s share of the 1 percent Proposition 13
property tax rate. The amount of supplemental roll revenue that would
be allocated to a given city would depend on assessed value within the city
and, again, its share of the 1 percent Proposition 13 property tax rate.

The amount of business inventory value as a percent of total assessed
value varies widely among cities, so that some cities would receive more
in BIE than they would receive in proceeds from the supplemental prop-
erty tax. Conversely, cities with a relatively small amount of BIE would
probably realize a net gain in revenues.

Special Districts. Table 73 also indicates that, overall, special dis-
tricts would realize increased revenues of $12 million. Again, this does not
necessarily mean that each special district would come out ahead as a
result of the Governor’s proposal; some would and others would not.

Counties. No county would lose revenues as a result of the Gover-

nor’s proposal, due to the way in which the increase in vehicle license fee

- subventions would be allocated. First, funds would be allocated to each

county in an amount sufficient to replace the loss of business inventory

funding. The remaining vehicle license fee funds (about $27 million)
would be allocated to each county in proportion to its population.

Redevelopment Agencies. All redevelopment agencies would sus-
tain a loss of revenue under the proposal. We estimate that these agencies
would lose approximately $43 million, although the actual losses could be
higher. Our estimate reflects the amount of the BIE subvention allocated
to these agencies by county auditors. Current law, however, requires that
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an adjustment to the assessed value of redevelopment agencies be made
to increase their property tax revenue, in lieu of allocating to them any
of the proceeds from the BIE subvention. The Governor proposes to
repeal this adjustment, and no information is available on what the fiscal
effect of doing so would be.

Fiscal Effect After 1984-85, A significant feature of the Governor’s
proposal for 1984-85 is the transfer of supplemental property tax revenues
from K-12 schools to other local agencies. Under current law, this transfer
would occur in 1985-86. Consequently, the additional revenue that local
agencies would receive from the supplemental property tax in 1984-85 as
a result of the Governor’s proposal represents a one-time only revenue
gain. Table 74 displays the estimated effect of the Governor’s proposal in
1985-86.

Table 74 )
Fiscal Effect of Governor’'s Proposal
by Revenue Source
1985-86
{in millions)

c o Special

Revenue Source State  Counties Cities  Districts RDAs*
Vehicle License Fees® —$230 $228 $2 - -
Property Taxes—Supplemental Roll.................... — - - - —
Business Inventory Subventions .......c...comreens 320 —181 -T2 —$24 —$43
Other* 1 -1 - - —

Totals $91 46 - g0 34 —$43

* RedeVelopméht Agencies
b Assunjes 10 percent growth in revenue.
¢ Reﬂects counhes assumption of 20% of specified judicial programs.

Table 74 indicates that under the Governor’s proposal, the state and
counties would realize net revenue increases in 1985-86 of $91 million and
$46 million, respectively. Cities, special districts and redevelopment agen-
cies, on the other hand, would sustain net revenue losses of $70 million,
$24 million and $43 million, respectively.

Governor Proposes to Repeal the Deflator

At the same time that the Legislature comrmtted itself to a permanent
program of fiscal relief for local agencies, it also established a mechanism,
commonly known as the “AB 8 deflator”, that reduces the amount of this
‘relief automatically in times when state revenues are not adequate to
maintain the ongoing “baseline” level of state expenditures. (A more
detailed  discussion of fiscal relief appears in Part Two—Expenditures:

Local Assistance). ,

The deflator becomes activated when projected state revenues fall be-
low an inflation-adjusted base level of state expenditures. When the defla-
tor is activated, the State Controller is required to reduce motor vehicle
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in-lieu subventions, cigarette tax subventions, and business inventory
reimbursement subventions by an amount sufficient to make up one-half
of the difference described above. Until recently, the other one-half would
have come from apportionments to K~12 schools and community colleges.
Ch 498/83, however, repealed the deflator for local education agencies.

~ Deflator in Effect for 1984-85. 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 1984-85 fiscal year, and will
require reductions of $364 million in aid to cities, counties and special
districts. These reductions would be made in proportion to each local
agency’s share of the three subventions specified above.

The governor proposes that the deflator mechanism, which was sus-
pended in 1981-82, 1982-83, and 1983-84, be repealed for 1984-85 and
thereafter. Table 75 shows the effect that activation of the deflator would
have in 1984-85, by type of agency;

Table 75

Effect of the AB 8 Deflator -
Under Current Law

1984-85
{in millions)
Special
- Counties - Cities Districts RDAs® Totals
Vehicle License Fee Subvention —$128 —$128 — - —$256
Cigarette Tax:Subvention ..... —4 -17 - —_ =21
Business Inventory Subvention .........ermene. —49 -2  —§6 —$12 -87

Totals —$181 —$165 —$6 ~$12 ~$364

# Redevelopment agencies

Proposed Program Realignments Would Affect Local Agencies

In addition to the Governor’s proposal for financing local government,
the budget includes several other proposals which would significantly
alter the existing relationship between the state and county governments.
As discussed earlier in “Expenditure Issues”, the five proposed program
realignments generally would shift existing health-related responsibilities
in community-based mental health services; public health, family plan-
ning, and alcohol and drug programs from the state to the counties. Local
. governments would be provided $53 million in additional revenues when

these program responsibilities are transferred in 1984-85. This $53 million
includes approximately (1) $7 million in existing state funds that would be
“saved” as-a result of transferring administrative responsibilities to the
counties, (2) $11 million in new funds to be appropriated in the legislation
introduced to accomplish the program transfers (these funds are not
included in the budget), and (3) $35 million in new mental health services
-funds contained in the Governor’s Budget.
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Would the Governor's Proposal Increase the Fiscal Stability
of Local Agencies?

The primary objective of the Governor’s local government financing
proposal is to restore fiscal stability at the local level. According to the
budget, local governments do not enjoy fiscal stability at the present time
because a large part of their basic revenue structure is vulnerable to
change at the state level shortly before—or even during—the fiscal year
to which the change applies. Thus, by eliminating the automatic annual
adjustments required by the AB 8 deflator, by providing a constitutional
guarantee for most shared revenues, and by redistributing certain other
revenue sources between the state and local agencies, the Governor main-
tains that fiscal stability can be restored.

This section examines the major components of the Governor’s local
government financing proposal to determine whether, and to what ex-
tent, each would contribute to achievement of the Governor’s stated ob-
jective.

Repeal of the AB 8 Deflator. The Governor’s proposal to repeal the
AB 8 deflator would, indeed, remove a major “threat” that each year
confronts local governments as they prepare their budgets. If, for exam-
ple, the Legislature allowed the deflator to take hold in 1984-85; as would
occur automatically in the absence of legislative action, the deflator would
reduce state aid to local governments by $364 million. This “threat,”
however, is more of a tactical, than a strategic, problem to local govern-
ments. The deflator has existed since 1979, but it has never been allowed
to go into effect. Even last year, when the state faced fiscal problems of
an unprecedented magnitude, other mechanisms were used to reduce
fiscal relief in order to help balance the state’s General Fund budget. The
elimination of the deflator, therefore, would contribute to local govern-
ments’ fiscal stability only by putting them in a better bargaining position
in the event a deficit in the General Fund looms once again.

Constitutional Guarantee for VLF and Cigarette Tax Subventions.

If a proposal to guarantee these subventions is approved by the voters in
November 1984, cities and counties would have assurance, beginning in
1985-86, that these subventions could not be reduced by the state in the
event of a prospective General Fund deficit. There can be no question that
these subventions are particularly vulnerable to reduction. During the last
three years, the state has reduced VLF subventions by significant amounts
(39 percent in the current year) in order to help balance the state budget.
Thus, this part of the Governor’s program would:indeed stabilize these
particular revenue sources, by making the yield from them more predicta-
ble.

Here again, however, the advantage that would be gained by local
governments is more tactical than strategic. Enactment of the Governor’s
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proposal would in no way preclude the state from making changes in other
local government revenue sources to achieve the same end as a reduction
in the VLF would achieve. For example, the state is empowered to alter
the distribution of property tax revenues between local agencies, and this
could be used as a means of shifting resources from local agencies to the
state.

Restoration of Local Governments’ Access to the General Obligation
Bond Market. Restoring the ability of local governments to issue gen-
eral obligation bonds, which we have recommended since 1979, would
provide important fiscal benefits to these governments. This change,

however, would enhance local fiscal independence, rather than increase
fiscal stability. ‘

Revenue Shifts.  As discussed earlier, counties would be net gainers
from the revenue shifts proposed by the Governor. In the first year (1984-
85), these gains could be as much as $191 million; by the second year, the
increase would be reduced to $46 million. This feature of the Governor’s
proposal would add stability to county finances by removing the funding
for BIE subventions from state control. It would also contribute to county
fiscal independence in 1984-85 by increasing the level of resources avail-
able to counties. After the first year, however, the net revenue gain would
be so small—less than 1 percent of county general purpose revenue—that
the impact would not be very significant.

Both cities and special districts, after the first year, would be net losers
under this part of the proposal. Relative to their general purpose revenue,
however, the magnitude of the net losses in each case would be minor.

Conclusion. The Governor’s proposal would improve the fiscal
stability of local governments, but not in any fundamental or dramatic
fashion. From a local perspective, the main attributes of the proposal are:
(1) the increase in county revenues that would occur on a one-time basis
in 1984-85, (2) the enhanced fiscal independence that would come from
restored access to the general obligation bond market, and (3) the partial
protection of the local revenue base if the voters approve the VLF and
cigarette tax subvention guarantees. However, the proposal would not
preclude the state from making adjustments in other local sources of
funds, so local agencies would still be vulnerable to state-initiated, poten-
tially abrupt changes in their revenues.

Issues Not Resolved by the Governor's Program

The Governor’s program alludes to, but does not directly address, the
other main concern of local governments (beside fiscal stability)—the
ability to adjust local revenues to meet local needs. To us, this is the heart
of the fiscal independence issue.

The budget mentions that the administration will work with the Legisla-
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ture and local governments to review revenue alternatives for county
governments. No details are given as to the types of alternatives which
might be acceptable, nor is there any mention of a similar need for greater
fiscal independence on the part of other types of local agencies. This
section provides background on existing local revenue sources, and sug-
gests ways in which the adequacy of local resources can be improved.

Review. of Local Resources

Table 76 presents information on the total revenues received by local
agencies in 1981-82, the last year for which actual data are available. These
data indicate that 31 percent of total city revenues are derived from tax
proceeds, while counties take in only 23 percent of their total revenues
from this source. Special district tax proceeds amount to 32 percent of
their total revenue. The table also indicates that state aid is relatively less
important to cities and special districts than it is to counties, in terms of
its contribution to fotal revenues. This reflects the large amounts of state
aid provided for county-operated health and welfare programs.

Table 76
Local Government Revenues, By Source
1981-82°
{in millions)
Non-Enterprise
Special
Cities Counties Districts
‘ Amount  Percent Amount Percent Amount - Percent

General taKES cu.iviericsssssmssncsnren $3,200 31% $2,994 23% $619 32%

Charges for SEIVICeS .....rmmeummmmrrsne 3,951 38 2,584 20 150 8

Aid from other: government agen-

cies: :

- State TR 600 6 3,584 27 85 4
Federal 901 9 2,746 2l 207 1
Other %9 1 59 b 117 6

Other SOUTCES .....vueirvenseersessmmnnsnerrnns 1522 15 1,107 _ 8 744 3

“Totals........ .. $10,297 100%  $13,073 100%  $1,920 100%

@ Source: State Controller. City and county data include enterprise activities. San Francisco is reflected
as a county. County charges for services include state Medi-Cal funds. Details may not add to totals
due to rounding.

b1 ess than 1 percent.

The data shown in Table 76 relate to total revenues, however, and these
data do not provide a very definitive picture of the local resources that are
available for local general purposes. This is because total revenues include
revenues from sources, such as the gasoline tax and user charges, that must
be used for specific purposes.

Table 77 presents information on the level of revenues available to local
agencies for general purposes between 1981-82 and 1984-85. The data for
1984-85 reflect the effects of the Governor’s proposal. These revenues
exclude receipts over which local agencies have no control, and conse-
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quently these revenues provide a better (but by no means a precise)
indicator of the relative extent to which local agencies can address local
needs for services. The data in this table show that:

o Over the last three years, taxes have accounted for almost 74 percent .
of city general purpose revenue, and 63 percent of county general
purpose revenue. Thus, the growth in total general purpose revenue
for both types of agencies primarily depends on growth in tax reve-
nues.

o Federal aid and other sources of both city:and county revenue have
been virtually static over the entire period.

» Cities experienced a modest increase (4.2 percent) in total revenues
during 1982-83, reflecting the reduction in state vehicle license fee
subventions. In the current year, the growth rate (8.9 percent) is
more robust because higher tax receipts were not offset by significant
increases in the amount of subventions withheld by the state. In the
budget year, the restoration of “normal” VLF funding would raise
state aid by 83 percent, which in turn would lead to a 14 percent
increase in general purpose income.

« Counties also experienced modest revenue increases during 1982-83
(6.1 percent) and 1983-84 (6.1 percent). The Governor’s proposal to
shift additional VLF revenues to counties in the budget year would
increase state aid by 23 percent, and contribute to a general purpose
revenue increase of over 12 percent.

Table 77

General Purpose Revenues of Cities and Counties °
1981-82 through 1984-85

{in millions)
Percentage
Change
1983-84 to
Cities 1981-82 1952-83 1983-84 - 1984-85" 1954-85
Taxes $3,229 $3,484 $3,899 $4,359 11.8%
State aid 389 318 319 583 82.8
Federal aid 258 254 254 254 —_
Other SOUTCES ..vunrrererererrrrrasussssicens 640 648 651 657 01
Total $4,516 $4,704 $5,123 $5,853 14.2%
Counties
Taxes .. ; $2,737 $3,020 $3,256 $3,710 13.9%
State aid 621 - 642 673 827 29
Federal aid 268 257 257 257 —
Other SOUICES ...cccomerremnnrusionrerernsiees 895 880 903 930 30
Totals_ $4,521 - $4,799 $5,089 $5,724 12.5%

2 Source: 1981-82 data for cities and counties, and 1982-83 data for counties, is from State Controller’s
Annual Report on Financial Transactions. All other(data represent Legislative Analyst’s Office esti-
mates.

b Reflects Governor's local government finance proposal.
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Adequacy of Local Revenue Base.

Even though it has been five and one-half years since Proposition 13 was
approved by the voters, no consensus has formed regarding what consti-
tutes an adequate local revenue base. Obviously, average trends in reve-
nue. growth do not reflect the experience of every city and county. Some
communities have greater needs; others have more resources to draw on.
As a result, estimates of general purpose revenues for cities and counties
as a group illustrate broad trends in the fiscal health of local agencies, but
they are not nearly precise enough to highlight the fiscal health of individ-
ual local entities.

If the Legislature wishes to increase the fiscal independence of local
governments, it can do so in three ways: '

o Authorize local agencies to impose additional local taxes. Cities
presently have fairly broad authority to raise or levy virtually any type
of tax not precluded by state law or city charter. County governments
and special districts, however, do not have the same flexibility. There
would appear to be little reason why the state would want to deny the
voters of any local jurisdiction the right to tax themselves in order to
maintain services in accordance with local priorities.

o Extend to local agencies a greater degree of flexibility in administer-
ing state-controlled programs. This can be done by eliminating
unnecessary program requirements that are not closely related to
program outputs. To the extent the state limits the options available
to local agencies in carrying out their program responsibilities, it may
prevent them from taking advantage of changes in technology which
could result in the more efficient provision of public services.

o Provide additional funding to local governments whenever new pro-
gram requirements are imposed by the state. Whenever the state
mandates new or increased duties on local agencies and does not
provide the necessary funding for these duties, it in effect requires
local governments to redirect funds from existing local programs to
the new state program. If local officials are to be held accountable by
those they serve for how local resources are used, the state should
fund the new requirements it imposes on local governments.

TRIAL COURT COSTS

How Can the Legislature Help the Counties Control Trial Court Costs?

The responsibility for the administration and financing of California’s
trial court system currently is shared between the state and local govern-
ments. State laws, and the rules of court adopted by the state Judicial
Council, establish programs, procedures, and guidelines for the operation -
of these courts. Responsibility for the day-to-day administration of the trial

877959
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courts, however, lies with the counties and the courts themselves.

California has three types of trial courts—superior, municipal, and jus-
tice courts. Superior courts are supported primarily by the counties, al-
though the state (1) pays about 90 percent of each judge’s salary, (2)
provides an annual $60,000 block grant to offset a portion of county costs
for certain judgeships, and (3) provides health and retirement benefits for
judges. Municipal and justice courts are also financed primarily by the
counties, except that the state provides retirement benefits for municipal
court judges. In addition, the state reimburses counties for the costs of
certain trial court activities, such as defending indigents in capital cases.

Trial Court Expenditures Increasing

Table 78 details the increase in state and county trial court expenditures
from 1978-79 through 1982-83. It shows that during this period, state
expenditures have been increasing at a rate of over 15 percent a year,
while county expenditures rose at an annual rate of about 14 percent.
During this five-year period, state trial court costs rose about 76 percent,
and county costs rose about 68 percent. The actual increases in expendi-
tures during this period were $32 million for the state and $218 million for
the counties.

Table 78

Estimated State and County Trial Court Expenditures
1978-79 through 1982-83

{in millions)
Total Trial
State County Court Costs
Year Amount Percent Amount Percent Amount Percent
1978-79 $42.3 — $322.1 - $364.4 —_
1979-80. 51.1 20.8% 370.5 150%  421.6 15.7%
1980-81 63.0 233 4181 12.8 481.1 14.1
1981-82. 627 —-05 4723 13.0 535.0 11.2
1982-83 745 188 5404 144 614.9 149
Total Increase from 1978-79 to 1982-83  $32.2 76.1% $218.3 678%  $250.5 68.7%
Average Annual Increase ......ccoovovvionnnenss — 15.2% — 13.8% — 14.0%

Sources: Governor’s Budgets and the State Controller’s office.

County expenditures for the trial courts rose at a rate significantly faster
than overall county costs during the 1978-79 through 1982-83 period. As
shown in Table 79, total county expenditures increased by an average of
8 percent annually between 1978-79 and 1982-83. Because trial court ex-
penditures increased at an average annual rate of nearly 14 percent, these
expenditures rose from 4.2 percent of county budgets in 1978-79 to 5.2
percent in 1982-83—a 24 percent increase. The data in Table 79 also
demonstrate that state costs for the trial courts are rising faster than total
state General Fund expenditures, although they still represent a very
small percentage of the state’s General Fund budget.
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Table 79

Growth in County and State Expenditures
1978-79 through 1982-83

(in millions)

Counties State General Fund
Year’ Amount Percent Amount Percent
1978-79 : $7,618.7 - $16,250.8 —
1979-80 8,1484 7.0% 18534.1 14.0%
1980-81 ; 9,385.4 15.2 21,1049 139
1981-82 9,783.7 42 21,602.8 28 .
1982-83 10,305.3 53 21,7514 03
Total Increase, 1978-79 through 1982-83.......ccoceene $2,686.6 35.3% $5,500.6 33.8%
Average Annual Increase : — 1.8% — 7.6%

Sources: Governor’s Budgets and the State Controller’s office.

County representatives have expressed concern over the rapid rate of
growth in trial court costs. Due to the restrictions imposed by Proposition
13 in 1978, counties generally are not able to increase taxes in order to
cover the rising costs of providing government services. Because trial
court costs are rising faster than the costs of other county services, counties
are having to finance rising court costs by reducing expendatures for other
programs which they believe to be of higher priority.

Legislature's Role in Controlling Court Costs .

The largest component of state trial court expenses is the cost of salaries
and retirement benefits for judges. Legislative attempts in recent years to
control these costs have been frustrated by a series of court decisions
which have ruled that limitations on salary increases or pensions may not
be 1mplemented during a judge’s term in office. As a result, the Legisla-
ture’s ability to.control the state’s share of trial court costs is limited, for

"the most part, to restricting the number of new judgeships authorized for
the courts.

There are, however, a number of ways the Legislature can assist coun-
ties in controlling their costs. This is.because, in many instances, state Jaw
currently limits county flexibility to operate the trial courts in such a way
as to control or reduce trial court costs. Below, we identify several ways
the Legislature can give counties more flexibility to administer the trial
courts in a more cost-effective manner, or to impose more of the costs of
providing court services on the users of those services. Each of these
alternatives would require a change in state law.

Process Serving

In order to increase county control over the costs of serving civil process,
we recommend that legislation be enacted to permit counties to (1) assess
fees to cover their actual costs of serving process and (2) contract with
private firms to serve process.
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One way the Legislature can assist counties is to modify laws that limit
local flexibility in utilizing court-related personnel. For example, counties
use sheriff’s and marshal’s officers to serve civil process (such as a notifica-
tion of a pending court action against a person). Private firms may also
serve process except in specified instances (they may not serve certain
writs). State law limits the ability of counties to control costs for process
serving by setting a maximum fee counties may charge for this service,
and by restricting counties from contracting with private firms, in lieu of
using more expensive county personnel, to serve process.

Specifically, under Section 26721 of the Government Code, when a
person decides to use a sheriff or marshal to serve process, the county may
not charge the individual more than $14 for the service. The counties’
actual costs for performing these duties often are significantly higher than
the maximum allowable fee. This limit on fees makes it necessary for local
taxpayers to subsidize users of public process servers. Los Angeles County
estimates that its costs for process serving exceed fee revenues by about
$9 million annually.

In addition, when individuals request counties to serve process for
them, or when specified types of process must be served, the Government
Code (Sections 26608, 71264, 71265) requires sheriff’s or marshal’s officers
themselves to serve the process. As-a result, a county generally may not
contract with a private firm to serve process on the county’s behalf, even
where it would be cost-effective to do so. Because sheriff’s and marshal’s
officers are trained and compensated as peace officers, a county’s cost to
serve process may be significantly higher than that of a private firm which
does not use peace officer personnel for the task. San Diego County esti-
mates that it could save $1 million annually by contracting with private
firms for process serving.

By allowing counties to recovér their actual costs in serving process, the
Legislature would enable counties to shift the costs of providing these
services from the general taxpayers to the users of the services. In addi-
tion, by allowing counties to contract with private firms to serve process,
the Legislature would enable counties to reduce their costs. ’

Electronic Recording of Court Proceedings

In order to increase county control over the costs of court proceedings,
we recommend that the Legislature enact legislation to permit counties to
use electronic recording as an alternative to shorthand reporting when
they determine it would be appropriate and cost-effective.

Various studies in recent years have found that major savings could be
achieved by modernizing the method by which court and administrative
proceedings are recorded and transcribed. In June 1982, the United States
General Accounting Office (GAO) recommended increasing the use of
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electronic recording in the federal courts, as an alternative to shorthand
court reporters. The GAO estimated that the annual savings from doing
so would be about $10 million. In February 1982, the state Auditor Gene-
ral’s office found that the Workers’ Compensation Appeals Board, which
conducts administrative hearings, could save about $1 million annually by
using electronic recording. The studies also concluded that transcripts
produced from electronic recordings could be as accurate, or more accu-
rate, than shorthand reporters’ transcripts.

Currently, many state agencies which conduct administrative hearings,
such as the Public Employees’ Relations Board and the Department of
Motor Vehicles, rely on electronic recording devices in lieu of shorthand
reporters. Moreover, the Office of Administrative Hearings indicates that
the electronically recorded transcripts consistently have been accepted by
the courts when decisions made by these agencies are appealed.

Despite strong indications that electronic recording devices can be as
accurate as—and often significantly less expensive than——shorthand re-
porters, state law generally prohibits trial courts from using these devices
or even experimenting with them to determine their usefulness. The
Code of Civil Procedure (Sections 269 and 274c) requires superior, munic-
ipal, and justice courts to use shorthand reporters for court proceedings.
The only exception to this requirement is that municipal and justice courts
may use electronic recording devices for certain proceedings, in accord-
ance with Judicial Council rules, if no reporter is available. Municipal
courts in several counties currently employ these devices successfully
when no reporter is available.

The Los Angeles County Superior Court Executive Officer estimates
that the use of electronic recording in the 5-10 percent of the proceedings
where it would be most cost-effective (for example, in certain family law
hearings), would save the county over $400,000 annually. If the Legislature
modified current law to give the counties more flexibility to use electronic
recording devices in the trial courts, counties could reduce trial court costs
by utilizing electronic reporting in those proceedings where it would be
appropriate and cost-effective. '

Fees for Civil Trials

In order to tie litigants’ costs more closely to the costs they impose on
the trial courts, we recommend the enactment of legislation to authorize
all counties to assess litigants for the costs of court reporters in civil trials.

Courts traditionally have assessed fees to cover a portion of their operat-

- ing costs. In recent years, the Legislature has authorized counties to offset

rising costs by increasing fees charged to litigants in civil cases. As a result,
court fee revenues were about $63 million, or- 139 percent, higher in
198283 than in 1978-79. This represents an average annual increase of




204

about 24 percent during the five-year period. As Table 80 demonstrates, -
because court fees rose faster than court costs during the period, the
portion of costs covered by fees also increased. Nevertheless, fees still
cover only about 20 percent of total county court costs.

It is important to note that this total includes costs for criminal, as well
as civil actions. While no statewide data are available which separate the
costs of these activities, two counties have performed studies indicating
that costs for civil matters comprise about 50 percent of their total superior
court costs. Based on these estimates, fee revenues may offset about 40
percent of county costs for civil matters handled by trial courts.

Table 80

County Trial Court Fee Revenues
1978-79 through 1982-83 ‘
{in millions)

Fees As A
Fee Revenues Costs Percentage
Year Amount  Percent Amount  Percent of Costs
1978-79 $45.4 — $322.1 - 141%
1979-80 . 46.3 2.0% 370.5 15.0% 125
1980-81 65.9 423 418.1 12.8 158
1981-82 87.2 323 4723 13.0 185
1982-83 108.3 242 5404 144 20.0
Total Increase, 1978-79 through 1982-83 ...  $62.9 - 138.6% $218.3 67.8% —
Average Annual Increase ... — 243% - 138% . —

Source: State Controller’s office.

~ Although much of the recent growth in court fee revenue has resulted
from increases in filing fees, initial processing of filings is a relatively small
proportion of total court costs. The costs of conducting trials accounts for
a far greater portion of county court expenditures. Yet, in most counties,
litigants must pay only a small share of county trial costs.

Counties currently have limited statutory authority to charge litigants
for the costs of trials, which primarily result from the salaries and benefits
of the court reporters, bailiffs, and clerks that attend trials. According to
the Judicial Council, litigants in municipal and justice courts generally pay
the full costs of court reporters. However, Government Code Section 269
prohibits superior courts from assessing litigants for a county’s costs to
retain a court reporter during a trial. The Legislature made exceptions to
this provision in nine counties where the courts may charge litigants
requesting trials for the costs of court reporters.

Our review suggests that the policy of allowing counties to charge liti-
gants requesting trials for the costs of court reporters should be extended
to the superior courts in all 58 counties. By enacting legislation to give
counties the flexibility to charge civil litigants for an increased share of the
costs of trials, the Legislature would tie the costs borne by litigants more
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-closely to the costs they impose on county governments. While this ap-
proach cleariy would shift more of the costs of the court system to litigants,
it would not necessarily increase the financial burden on low or moderate
income persons. This is because the California Rules of Court generally
require courts to waive fees for persons who are not able to afford them.

Summary

The statutes discussed above are only several examples of the laws that
the Legislature could modify in order to give counties more flexibility to
cope with rising trial court costs. Elimination of such restrictions would
enhance the ability of the counties to respond to the other demands for
public services placed upon them by their residents. Accordingly, we
recommend enactment of legislation to permit counties to: (1) assess fees
to cover their actual costs of serving process, (2) contract with private
firms to serve process, (3) use electronic recording as an alternative to
shorthand reporting when the counties determine it would be appropriate
and cost-effective, and (4) assess litigants for the costs of court reporters
in civil trials.

FUNDING FOR STATE-MANDATED LOCAL PROGRAMS

Does the Legislature Need to Consider Changes in the Reimbursement
" Process? '

Current statutory law (Chapter 3, Pt. 4, Div. 1, Revenue and Taxation
Code), familiarly known as “SB 90”, requires the state, under certain
circumstances, to reimburse local governments for the costs of state-man-
dated programs. Article XIII B of the State Constitution (Proposition 4 on
the November 1979 ballot) also requires the state to reimburse local gov-
ernments for the costs of state-mandated programs. State reimbursement
of these costs represents a significant annual expenditure. This section
examines issues relating to the state’s procedures for funding state-man-
dated local programs.

State Procedures for Reimbursing Mandated Costs

 Under the existing reimbursement process, a local government may
submit a claim to the State Board of Control in an attempt to obtain
reimbursement for the state-mandated local costs associated with unfund-
ed legislation. This first claim, known as a “test claim,” forms the basis for
the board’s review. After a series of hearings and a review of documents
submitted by local and state agencies, the board determines (1) if a man-
date exists, (2) if the mandate is eligible for reimbursement, and' (3) the
amount of funding required to reimburse all local agencies for the costs
incurred as a result of the mandate.

The amount of funding so determined reflects the costs incurred by all
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local agencies from the operative date of the mandate through the current
year, which is usually a period of several years. The cost determination is
based on “parameters and guidelines” developed by the board which
delineate the types of costs which are eligible for reimbursement. Once
adopted by the board, a report summarizing the board’s findings is pre-
sented to the Legislature and a bill, known as a “claims bill,” is introduced
which appropriates funds sufficient to pay all claims approved by the
board.

After the Legislature completes its deliberations on the claims bill and
the bill is chaptered, local agencies then file “reimbursement claims” with
the State Controller. The Controller disburses the funds appropriated by
the Legislature to each claimant, after its claim is reviewed for consistency
with the parameters and guidelines adopted by the Board of Control. In
succeeding years, an appropriation for the ongoing costs associated with
mandates initially funded in this manner is included in the Governor’s
Budget.

Legislative Action on Claims Bills

During the 1983 session, the Legislature considered two bills seeking
appropriations to reimburse local governments for costs associated with
what the Board. of Control has deemed to be a reimbursible mandate.
These bills, together with amendments requested by the board but not
agreed to by the Legislature, would have provided a total of $219.7 million
in funding for costs incurred by local agencies under 34 separate statutes.

As of this writing, one of these bills—SB 1274—has been chaptered. This
act appropriated $157,800 for payment of claims relating to two statutes.
The other claims bill, AB 504 (Vasconcellos), is still pending before the
Legislature. In its current form (as amended February 13, 1984), the bill
would appropriate a total of $52 million from the General Fund for pay-
ment of claims relating to 18 separate statutes.

Growth of State Mandates

Since 1975, when the state began keeping records on state-mandated
local costs, approximately 2,800 bills have been enacted which contain a
mandated local program. According to the Department of Finance, 108 of
these bills contained an appropriation in the enabling legislation to pay for
the mandated costs. In addition to the 108 bills which contained appropria-
tions, the Board of Control has to date determined that another 52 statutes
require reimbursement by the state. To date, 15 of these statutes have
been funded by the Legislature. '

Annual state General Fund expenditures for state-mandated costs have
grown from $3.5 million in 1973-74 to an estimated $225 million in 1983-84.
Table 81 details the total cost of state-mandated local programs from the
inception of the program.
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Table 81

State-Mandated Local Programs
Total General Fund Costs °
1973-74 through 1984-85
{in thousands)

Appropriations . Expenditures

Contained in From
Mandate Budget Act
Legislation Appropriations Claims Bills Total

1973-74 $3,538 —_ —_ $3,538
1974-75 2,655 $14,943 — 17,598
1975-76 ; 1,376 ) 17,963 —_ 19,339
1976-77 . 20,226 18,356 $523 39,105
1977-78 4,007 52,623 - '56,630
1978-79 21,443 54,434 1,203 77,080
1979-80 12,013 75,565 12,202 99,780
1980-81 9,947 105,377 7,572 122,896
1981-82 — 101,942 33,980 135,922
1982-83 . 610 92,886 . 24,183 117,679
1983-84 10,000 73,362 141,424 b 294,786
1984-85° — 82,042 29,550¢ 111,592

Totals $85,815 $689,493 $250,637 $1,025,945

® Includes funding from the Restitution/Indemnity Fund in 1982-83 through 1984-85 for Ch 1123/77.

b $157,800 of this amount has been approved by the Legislature, the remainder is pending. Does not reflect
pending approval of $30 million for Ch 360/77 (liability limits).

¢ Department of Finance estimates.

9 Pending approval by the Legislature.

Governor's Funding Proposals

Current Year. The Governor’s Budget estimates that General Fund
expenditures to reimburse local governments for mandated costs will be
approximately $225 million in the current year, which includes: (1) $10
million to pay the costs of the first claims bill introduced in 1984, (2) $31
million in deficiencies from prior-year budget appropriations for mandat-
ed costs, (3) $84 million for reimbursement of the ongoing costs associated
with existing mandates, and (4) $100 million for reimbursement of specific
outstanding claims. This latter amount includes: (1) $21 million for AB 504,
and (2) $79 million to fund two of the 13 claims which originally were
recommended for payment by the Board of Control but were deleted
from the bill in the Assembly. The Governor’s Budget is silent regarding
the $30 million appropriation in AB 504 for Ch 360/77. Assuming, however,
that the administration would consent to the appropriation of these funds,
approximately $130 million, or 60 percent of the $220 million originally
requested by the Board of Control in 1983-84 may ultimately be provided.

Budget Year. The Governor proposes General Fund expenditures of
approximately $112 million for reimbursement of mandate-related costs in
the budget year. This includes: (1) $82 million for reimbursement of the
continuing costs associated with existing mandates, and (2) $30 million to
provide reimbursement for the ongoing costs- of statutes funded for the
first time in AB 504.




208

Expenditures for the budget year, however, could be significantly high-
er than the $112 million identified in the Governor’s Budget, for two
reasons. First, an unknown but probably major amount of funding will be
required to reimburse local governments with respect to claims presently
pending before the Board of Control. The board will introduce two claims
bills during the 1984-85 fiscal year, one in July of 1984, and the other in
January of 1985. No estimate of the amount of funds to be requested by
the board in these claims bills is currently available. Second, the state
could also incur additional funding liability for “prior year deficiencies.”
These deficiencies arise when the funding level provided for a mandate
is insufficient, and an additional appropriation is needed to reimburse all
local agencies with valid claims.

Governor’s Proposal to Reform the Reimbursement Process

The Governor’s Budget proposes two changes to the existing system for
reimbursing approved state-mandated local costs. Specifically, the Gover-
nor proposes that legislation be enacted to (1) provide that mandates
which are not accompanied by an appropriation shall be implemented
only at the discretion of local agencies, and (2) allow the Controller to
allocate funds to local agencies on a formula or “uniform allocation” basis,
rather than on the basis of individual claims submitted by local agencies.
The language to accomplish these changes is to be included in the budget
companion bill, but as of this writing it was not available. Each of these
proposals is discussed in more detail below.

Discretionary Mandates. The Governor’s Budget proposes that
- legislation be .enacted which provides that compliance with legislation
‘which imposes new duties on local agencies without making an appropria-
tion to fund the cost of carrying out those duties shall be voluntary. In
contrast, the administration’s local government finance package (SB 1300,
Marks) provides that if the legislation imposes a mandate but does not
appropriate an amount at least equal to the Department of Finance’s
statewide cost estimate, then the mandate shall not be operative.

Regardless of how the inconsistency between the two proposals is re-
solved, our analysis indicates that neither would accomplish its stated
objective. '

Specifically, according to Legislative Counsel, mandates cannot be
made inoperative or discretionary in the manner suggested in either one
of the administration’s proposals. This is because the actions of one Legisla-
ture do not bind the actions of succeeding Legislatures. Any statute enact-
ed after a statute making compliance with an unfunded mandate volun-
tary would not be bound by the earlier statute. Thus, if a subsequent bill
placed a new requirement on local governmeént but did not contain an
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appropriation to reimburse local government for these costs, local govern-
ments would be legally obligated to comply with the new statute, notwith-
standing the previous statute making compliance voluntary.

Block Grant Funding. The Governor’s Budget proposes that fund-
ing for most ongoing mandate programs be provided on a block grant
basis. This would only apply to mandates which have been funded through
the Budget Act for a period of several consecutive years. Presumably, this
would result in funds for individual mandate programs being provided on
an allocation formula or uniform allowance basis. The Department of
Finance indicates, however, that this proposal is still being developed, and
that the program ultimately proposed could be substantially different
from that which is indicated by the language in the 1984 Budget Bill.

Our analysis indicates that the existing process for reimbursement of
these mandates is, indeed, in need of revision. As the Governor points out,
the process of developing complex procedures for computing the amount
of allowable reimbursement, determining the actual amounts of costs
eligible for reimbursement, and then verifying that the claimed amounts
are appropriate, requires more effort than it is worth. The resources de-
voted to these unproductive activities could be better utilized in the
delivery of services to the public at both the state and local levels. Accord-
ingly, we endorse the thrust of the Governor’s proposal and suggest that
the Legislature and the administration work together to produce a new
system for reimbursing local governments for such costs.

Payment options available to the Legislature range from the uniform
allowance or allocation formula approach now in use for four mandates,
to a broader “block grant” approach. Under the latter type of approach,
all reimbursement funds for a particular type of agency might be “folded
together,” and allocated on the basis of population or some other variable.
For example, each school district’s revenue limit could be increased by the
amount of its reimbursement under each of the 20 mandate programs
currently funded for school districts.

In the Analysis (Item 9680, State-Mandated Local Programs), we recom-
mend that the Department of Finance submit a detailed proposal for’
changing the funding of mandated local programs prior to the time of
budget hearings, and address certain key administrative and policy issues
associated with this suggested block grant approach.

Court Challenges to the Reimbursement Process

Within the past few years, several suits have been filed by local agencies
against the state challenging various aspects of the existing mandated cost
reimbursement process. These cases generally fall into one of two catego-
ries: (1) those challenging the authority of the Board of Control, and (2)
those challenging the adequacy of the funding level provided. Several of
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these cases provide the courts the opportunity to significantly restructure
the reimbursement process, and restrict the Legislature’s ability to impose
enforceable mandates. Following is a discussion of several of the cases
which currently are pending and their potential impact on the reimburse-
ment process. :

Board of Control Authority. The County Supervisors Association
and 38 counties have sued the state, alleging that the state has enacted 15
unfunded mandates in violation of Section 6, Article XIII B of the Califor-
nia Constitution. One of the more important issues in this case is whether
the existing Board of Control reimbursement process provides an ade-
quate administrative remedy for legislative mandates which are imposed
without explicit provision for reimbursement. The counties contend that
under Article XIII B, they may go directly to the courts to seek a remedy
when mandates are imposed but reimbursement is not provided. The
counties argue that the Board of Control does not have the authority to
grant any relief from alleged violations of Article XIII B, and therefore it
is not an administrative remedy that must be exhausted, per statutory law,
prior to seeking judicial relief. A finding in favor of the counties would,
in effect, shift from the Board of Control to the judicial system the respon-
sibility for arbitrating disputes over funding for mandates. The case is
currently pending in the Sacramento County Superior Court.

There have been at least four additional cases relating to 11 different
statutes filed since March, 1983 which challenge the procedures used by
the Board of Control when reviewing initial claims to determine if a
mandate exists. Existing case law, commonly referred to as the “Topanga
test,” requires that findings of adjudicating boards must bridge an analyti-
cal gap between the evidence presented at an administrative hearing and
the resulting decision or order of the board. In other words, the decision
rendered by a board must bear a reasonable relationship to the facts and
issues which were presented during the hearing: Compliance with the
“Topanga test” serves several functions. Specifically, it- (1) enables a re-
viewing court to trace and examine the decision-making board’s analysis,
(2) enables parties to the administrative decision to determine whether
and on what basis to seek judicial review, and (3) demonstrates that the
administrative decision is careful, reasoned and equitable.

In each of the 11 statutes cited in the four cases, the board found that
no mandate existed. The local agencies subsequently filed suit alleging
that the board’s decision-making process did not meet the “Topanga test.”
The court found in favor of the local agencies and remanded each of the
statutes to the Board of Control to be reheard.

As a result of the court’s finding, the board implemented more formal-
ized procedures, beginning at its December 1983 meeting. Specifically,
the board revised its internal procedures to include sworn testimony,
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detailed written findings and a formal recording of all proceedings as
documented by a court reporter. These changes were implemented too
recently to know if they will meet the criteria of the “Topanga test.”
Further, it is unknown what effect, if any, these changes will have on the
overall claim process. For example, the amount of time required to arrive
at a determination could be increased, or these more formal proceedings
could actually promote, rather than dispel, future litigation.

The significance of the court’s decision, however, is not that it caused
the board to change its procedures for hearing initial claims. Rather, the
decision demonstrates that the court considers the board to be an ad-
judicating, rather than advisory body, thereby clarifying that the board’s
decisions are subject to judicial review.

Adequacy of Funding Level. On November 14, 1983, the City of
Los Angeles filed an omnibus suit which, among other things, seeks to
compel the state to pay the full costs, as determined and approved by the
Board of Control, associated with reimbursable mandates. In this case,
- which relates to vocational rehabilitation (Ch 1435/74), the board found
that a mandate existed, and fixed the level of reimbursement. The Legisla-
ture, however, did not provide the requested level of reimbursement. The
city’s suit seeks to compel the state to provide full reimbursement as
determined by the board. The case raises the question as to how significant
Board of Control findings are, and whether these findings can be used in
court to force specific legislative action. Specifically, this case could allow
the court to determine whether, through Article XIII B of the Constitu-
tion, the state .can be compelled to provide funding for mandated local
costs and whether the Legislature has any discretion over the level pro-
vided. This case is presently pending in the Sacramento County Superior
Court. ‘

In another case, the Sacramento County Superintendent of Schools, 84
other superintendents and the California School Boards’ Association have
filed a suit alleging that the Legislature has not provided a level of reim-
bursement sufficient to cover the full costs incurred by schools in comply-
ing with mandates relating to special education and bilingual /bicultural
education. The significance of this case, again, is in the remedy being
sought. The superintendents are not seeking full funding reimbursement.
Instead, they are seeking a judicial declaration that absent (full) funding,
a local agency need not comply with a mandate.

A finding in favor of the superintendents could reduce legislative con-
trol over the reimbursement process in two ways. First, it could establish
the court’s authority to determine exactly what constitutes “full” funding.
Second, it could allow the court to determine what obligation, if any, there
is for local agencies to comply with mandates for which full funding is not
provided. The case is pending trial in Superior Court.
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Recommended Changes to the Reimbursement Process

We recommend that the Legislature consider establishing a new ad-
Judicative body to replace the State Board of Control for all matters
relating to state-mandated local programs.

Qur review of the existing system for reimbursing state-mandated local
costs, along with our review of the number and breadth of reimburse-
ment-related cases currently pending in court, indicates that the existing
system needs to be altered. The Board of Control has functioned, since the
time it was assigned its responsibility for SB 90 matters in 1979, as an
advisory body. Its role has been to report to the Legislature its determina-
tions as to which mandates qualify for reimbursement, and the amount of
funding necessary to reimburse local agencies for carrying out these re-
quirements. The board’s approach to decision-making has not been con-
strained by the strict interpretation of legal issues which now appears to
be necessary.

Our analysis indicates that the advisory role is no longer appropriate.
Recent judicial decisions indicate that the courts will hold the board ac-
countable to a judicial standard. Further, we believe that an adjudicative
body’s decisions would provide a better basis for legislative determina-
tions as to its ultimate liability for reimbursement of mandates not current-
ly funded and those not yet enacted. Such a body would, in the course of
its operations, clarify many of the ambiguities which now exist as to what
constitutes a mandate, and the circumstances under which reimburse-
ment may be disclaimed. Finally, the creation of such a body might pre-
vent the judicial system from subsuming the resolution of state-mandated
local program issues within its ever-spreading jurisdiction. Accordingly,
we recommend that the Legislature consider establishing an adjudicative
body, along the lines of the Workers’ Compensation Appeals Board, to
replace the State Board of Control in all matters relating to state-mandat-
ed local programs.

FINANCING COMMUNITY REDEVELOPMENT PROJECTS

How Can the Legislature Assure that the Expenditure of State Funds for
Redevelopment is Consistent with State Objectives?

Community redevelopment agencies are special districts established by
local agencies, usually cities, to redevelop a community’s blighted areas.
Blighted areas are defined as property which suffers from economic dislo-
cation or disuse due to faulty planning, inadequate public facilities, a high
incidence of depreciated property values, impaired investments or social
and economic maladjustment. Although local legislative bodies may ap-
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point the members of the redevelopment agency’s governing board, it is
more common for the legislative body itself (usually a city council) to
serve as the agency’s governing board.

By 1981-82, local governments had created 160 redevelopment agen-
cies, which constituted 3.2 percent of the state’s 5,000 special districts. The
relatively small number of redevelopment agencies, however, belies the
size and scope of their financial operations. In 1981-82, redevelopment
agency revenues exceeded $1.1 billion, which was 14 percent of all special
district revenues. In the same year, redevelopment agencies spent over
$885 million, which was slightly less than 14 percent of all special district
expenditures. v

As discussed in more detail below, redevelopment agencies derive most
of their funding from the property taxes attributable to the increase in
assessed valuation within project areas. Consequently, one might con-
clude that these agencies are supported entirely by local revenue sources.
Such, however, is not the case. The state, through its General Fund, pro-
vides considerable financial support for redevelopment activities—albeit
indirectly. The amount of this support, moreover, has increased rapidly in
recent years. Because this support is provided indirectly, the amount of
this support and the way it is used are not determined through the annual
state budget process. Consequently, the Legislature should consider tak-
ing action to ensure that the amount and use of these funds are consistent
with Legislative priorities.

Agency Fundmg Sources

Redevelopment agencies have five primary sources of revenue—tax
increment revenues, bonds, other forms of long-term debt (usually loans),
interest earnings and federal grants. Redevelopment agencies had been
authorized to levy a 1 percent sales tax, but the statute authorizing this tax
recently may have been invalidated by the First District Court of Appeals
(Huntington Park Redevelopment Agency vs. Martin, 149 Cal. App. 3d
82). Table 82 summarizes redevelopment agencies’ proceeds from each of
these revenue sources and the major categories in Wthh the1r expendi-
tures fall, from 1976-77 through 1981-82.

As Table 82 indicates, not only is the scope of redevelopment agencies’
activities broad; the level of these activities has grown rapidly. From
1976-77 to 1981-82, redevelopment agencies’ gross revenues grew at an
average annual rate of 13 percent. Tax increment revenues and interest
earnings—which are redevelopment agencies’ two primary sources- of
operating revenues—grew at annual rates of 21 percent and 35 percent,
respectively. Gross expenditures over the same period grew at an annual
rate of over 16 percent, while expenditures on current operations—
project improvements, real estate purchases, administration and other
operating expenses—grew at an annual rate of nearly 21 percent.
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Table 82
Redevelopment Agencies

Revenue Sources and Objects of Expenditure
1976-77 through 1981-82

{(in millions)
Average
Annual
Change
Actual 1976-77 to
Revenues 1976-77 1979-80 1950-81 1981-82 1981-82
Property Tax Increment ....c..cooneverne $106.6 $149.3 $205.1 $271.3 20.5%
Proceeds of Long-Term Debt 9.0 156.7 1704 251.5 20.5
Sale of Bonds ..........ccccveseernee . 229.2 4455 66.1 2378 07
Interest. 34.0 1196 1192 153.2 35.1
Federal Grants.........coo....ccmmmmmmerssens 732 476 638 60.6 -32
Other 614 114.0 1194 1385 R
Totals $603.4 $1,032.7 $744.0 $1,1129 13.0%
Expenditures
Debt Principal ..........coouievivcommsmmmessens $156.6 $181.2 $124.1 $222.6 7.3%
Project Improvement...........ivuusen 615 315.8 1628 150.3 174
Real Estate Purchases ..........oouser 58.7 799 104.5 199.7 217
Debt INEETest .....vovvvcumvemisssssesssnseenes 50.6 119.9 1169 1332 21.4
AdminiStration ... 311 494 . 524 65.0 159
Other 49.7 59.7 107.0 116.1 185
Totals $4142 $805.9 $667.7 $886.9 164%
Net Income $189.2 $226.8 $76.3 $226.0 3.6%

Source: State Controller’s office

Tax Increment Financing

The most common form of funding for redevelopment agencies is prop-
erty tax increment financing. After an agency is formed, the other taxing
jurisdictions within the redevelopment project area (the county, cities,
school districts, and other special districts) generally receive property tax
revenue only from the amount of assessed valuation that existed within
the project area at the time the agency was established. Property tax
revenue attributable to any increase in assessed valuation subsequent to
the agency’s formation can be allocated to the redevelopment agency.
These so-called property tax increment revenues are allocated to the
redevelopment agency up to its level of certified debt, which can include
bonded indebtedness, contractual agreements, payments to other agen-
cies, or virtually any other form of financial obligation.

Although tax increment revenues constitute only about 25 percent of
redevelopment agencies’ revenues, these funds are far more important to
the agencies. This is because the funds are used to leverage virtually all
of the agencies’ other revenues. Tax increment revenues are pledged to
the retirement of tax allocation bonds, loans, and other debt instruments
issued by the agency. This debt financing is used. to support real estate
acquisition, construction of public facilities, and other activities related to
the redevelopment project. In 1981-82, the value of all outstanding debt
issued. by redevelopment agencies was nearly $2.2 billion, which repre-
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sented over 20 percent of the debt issued by all special districts. Proceeds
from bonds are also invested by redevelopment agencies. The yield from
these investments has become a major source of operating funds for the
agencies—now over $150 million per year.
State Bears Major Burden of Tax Increment

Except for a limited number of grants, the state does not support rede-
velopment agencies directly. The state, however, indirectly finances
reedevelopment activities through the K-14 school district revenue limit
apportionment mechanism. Under this mechanism, the state makes up
the difference between what districts are authorized to spend by the
revenue limit and what they receive in property tax revenues. Because
the school districts’ share of whatever growth in property taxes occurs
within an agency’s boundaries is allocated to the redevelopment agency,
rather than to the districts, the state must allocate additional apportion-
ment funds to the school districts to replace these foregone revenues. We
estimate that in 1982-83, the state spent $87.8 million to replace the school
districts’ share of tax increment revenues.

Redevelopment agencies have argued that the state would have had to
pay this amount anyway, because the assessed valuation growth that oc-
curs in redeveloment project areas results primarily from the agencies’
activities. This is partially true, because redevelopment agencies are in-
deed directly responsible for considerable growth in assessed valuation
within project areas. Some of this growth, however, is due to inflationary
adjustments and reassessments triggered by changes in ownership, which
would have occurred even in the absence of a redevelopment project.
Hence, the indirect cost to the state of supporting redevelopment agen-
cies is equal to the school districts’ share of tax increment revenues as-
sociated with assessed valuation growth that would have occurred without
redevelopment activities. While we do not know what this amount is, it
clearly is a substantial sum.

Table 83 shows that tax increment revenues received by redevelopment
agencies more than doubled in the three years between 1979-80 and
1982-83, as did the school districts’ share of the tax increment. This rapid
rate of growth (over 30 percent annually) is not unexpected, because
redevelopment agencies receive all of the property tax growth that occurs
within existing project areas, and because they have usually been able to
expand project areas by amending their redevelopment plans.

Table 83

Growth in Tax Increment Revenues
1979-80 through 1982-83

(in_millions)
1979-80 1980-81 1981-82 1982-83°
Total revenues . $149.3 $205.1 $271.3 $329.0
K-14 districts’ share .......ecommivnnrrcnnnnns 39.7 546 72.2 878

Source: State Controller’s office, Board of Equalization.

2 The figures for 1979-80 through 1981-82 are actual revenues. The figure for 198283 is tax increment
levies only. Levies exclude interest, penalties, delinquencies, and allocations from prior year levies.
The 1982-83 figure probably understates by a considerable margin actual tax increment revenues.
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Tax Increment Burden On Local Agencies

The balance of the tax increment financing, in effect, comes from cities,
counties, and special districts. Cities, however, are the major direct benefi-
ciary of redevelopment activity. These benefits come in the form of in-

" creased employment and retail trade within the project area, as well as the
effect that the improved overall attractiveness and utility of the project
area has on business and commerce in other areas of the city.

Redevelopment law has established two mechanisms to alleviate the
financial burden caused by tax increment financing on local agencies:

1. Proposed redevelopment plans must be submitted to a fiscal review
committee for review and comment. The committee consists of represent-
atives from each of the local taxing jurisdictions affected by the proposal
to establish tax increment financing.

2. Redevelopment agencies are authorized to make payments to local
agencies to alleviate the effect of serious “financial detriment,” as deter-
mined by the fiscal review committee, due to tax increment financing.
The term “financial detriment” is not defined in current law.

It is not clear, however, how effective these mechanisms are in alleviat-
ing the burden that tax increment financing places on all affected entities.
On the one hand, the structure of the fiscal committees does not appear
to provide counties and special districts with much leverage on the devel-
opment of redevelopment project plans. Committee members only have
the power to advise the redevelopment agency of the detrimental effects
that a proposed project would have, and they generally do not have suffi-
cient information to adequately assess these effects. Counties and special
districts have no authority to seek changes in a plan to ameliorate detri-
mental effects or to address other unmet needs. Fiscal review committees
also have no authority to review proposed amendments to existing rede-
velopment plans, even though the amendments often are as significant as
the proposals to adopt new plans.

On the other hand, while the financial detriment payments may allevi-
ate the burden for some affected entities, they may increase the burden
on others. To the extent, for example, that a payment is made to the
county (perhaps as part of a negotiated settlement calling for the county
to discontinue its efforts to block the establishment of a new agency or the
expansion of an existing one), it increases the redevelopment agency’s
level of certified debt and consequently allows it to increase the amount
of the tax increment it may claim. This will work to the further financial
detriment of school districts—and therefore, to the state.
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Use of Tax Increment Revenues for Purposes Other Than Redevelopment

The rehabilitation of blighted urban areas is an objective that serves
both state and local interests. In recent years, however, some redevelop-
ment agencies have served essentially as agencies of city governments,
providing services that traditionally have been considered city respon-
sibilities and providing capital that traditionally has been raised through
the issuance of general obligation bonds.

For example, some redevelopment agencies have used tax increment
revenues to secure indebtedness issued for the purpose of developing
vacant and agricultural land, instead of rehabilitating blighted developed
property. In certain extreme examples, redevelopment project areas con-
sist almost exclusively of vacant property. In other cases, redevelopment
agencies are using tax increment revenues to build freeway interchanges
and support the ongoing maintenance and operation of existing public
facilities, including buildings and even roads.

Cities concede that certain redevelopment activities do not serve the
original objective which the agencies were created to achieve. They
argue, however, that their existing general purpose revenues are inade-
quate to support the operation and maintenance of existing municipal
facilities, necessitating the use of tax increment revenues for such pur-
poses. They also argue that redevelopment projects are the only practical
means available to cities to finance needed public facilities, infrastructure
and maintenance, given the restrictions imposed by Proposition 13.

Legislature Needs to Reform Redevelopment System

We recommend that the Legislature enact legislation to reform the
redevelopment plan adoption process, restrict the uses of tax increment
revenues and Iimit the state’s contribution to redevelopment projects.

We acknowledge the difficulties involved in issuing general obligation
bonds, given Proposition 13’s restrictions, and elsewhere in these pages we
recommend that the voters be asked to approve a constitutional amend-
ment relaxing these restrictions. Nevertheless, we see two defects in the
cities’ rationale for extending the use of tax increment financing beyond
the traditional—and legitimate—use of rehabilitating blighted areas. First,
it ignores the fact that both charter and general law cities are authorized
by state law and the constitution to impose general purpose taxes with a
simple majority vote of their legislative bodies. Given this flexibility, it
seems inappropriate for cities to use tax increment revenues for operation
and maintenance of existing facilities, especially when the activities are
not directly related to the redevelopment of blighted areas. ,

Second, and more importantly, the current structure and operation of
redevelopment agencies, in effect, requires the state to contribute major
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sums of state funds to achieve local objectives other than those which they
originally were set up to achieve. In addition, redevelopment agencies,
through tax increment financing, can dictate the amount of support pro-
vided by the state.

In order to assure that the state’s interest is protected, we recommend
enactment of legislation that would reform the redevelopment plan adop-
tion process, restrict the uses of tax increment revenues, and limit the
state’s contribution. Specifically, this legislation should:

¢ Strengthen and clarify the responsibilities of the fiscal review commit-
tees;

o Prohibit the use of tax increment revenues to support traditional city
services not directly related to the rehabilitation of blighted neighbor-
hoods;

¢ Place limitations on the duration of redevelopment projects;

o Restrict the inclusion of vacant land in redevelopment project areas;
and

o Limit the amount of tax increment available to redevelopment agen-
cies to the growth in property tax revenues directly attributable to
redevelopment project activities. At a minimum, legislation should
require school districts, rather than redevelopment agencies, to re-

- ceive their share of the assessed valuation growth resulting from the
2 percent inflationary adjustment allowed under Proposition 13.

THE SUPPLEMENTAL PROPERTY TAX

Should the Legislature Take Steps to Improve the Administration of the
Supplemental Property Tax?

The cost of the various education reform programs enacted in SB 813
(Ch 498/83) was supported in part by the establishment of a supplemental
property tax administered by county governments. The purpose of the
supplemental tax program is to accelerate the collection of property tax
increases caused by changes in ownership that occur, or new construction
that is completed, on or after July 1, 1983.

At the time that SB 813 was enacted, it was estimated that this accelera-
tion would yield additional property tax revenues of $272 million in 1983
84 and $444 million in 1984-85. SB 813 allocated all of these revenues, (also
referred to as “floating lien date” funds) to K-12 school districts in 1983-84
and 1984-85, thereby reducing the General Fund cost of state aid provided
to those districts by the amount of the supplemental property tax reve-
nues. Beginning in 1985-86, the act provides that the supplemental reve-
nues will be allocated to all local governments through the regular proper-
ty tax allocation mechanism.

Following the passage of SB 813, the Legislature enacted AB 399 (Ch




219

1102/83), which made a variety of technical changes to SB 813 and estab-
lished a mechanism to fund the counties’ costs of admmlstermg the supple-
mental property tax program.

The supplemental property tax has a prominent role in the Governor’s
proposal for restructuring local government finance. Specifically, the Gov-
ernor has proposed to allocate the supplemental property tax through the
regular property tax mechanism in 1984-85 (one year earlier than re-
quired under current law), and to replace the schools’ revenue losses in
the budget year with increased General Fund aid.

Obviously, the attractiveness of this proposal to local governments and
its fiscal impact on the state depend on how much revenue counties can
be expected to collect in 1984-85. After reviewing the counties” progress
in implementing the supplemental property tax, we have reached the
following conclusions:

» Counties estimate that 1983-84 supplemental property tax levies will
be about $50 million less than the amount assumed in the Governor’s
Budget;

¢ Supplemental property tax collections in 1983-84 probably will be
substantially less than the amount assumed in the budget, resulting in
a major unfunded current-year deficit in state aid to K-12 schools;

o If the counties’ estimate of 1983-84 supplemental revenues is reliable,
then the Governor’s Budget probably overestimates 1984-85 reve-
nues from this source by a significant amount.

o The Legislature needs to clarify whether redevelopment agencxes are
entitled to:a'share of supplemental property tax revenues.

o The amount of potentially reimbursable costs that counties will incur
for administering the supplemental property tax is probably more
than the amount of funds made available in AB 399 to cover those
costs.

Property Tax Provisions of SB 813 and AB 399

Reassessment Prior to SB 813

Under the provisions of Proposition 13 (June 1978), increases in assessed
valuation generally are restricted to increases in the cost of living, not to
exceed 2 percent annually. Property which is newly constructed or
changes ownership, however, is reassessed at its full market value as of the
date the property is completed or transfered. Prior to SB 813, the county
assessor did not conduct the reassessment until the first lien date (March
1) following the transfer or completion of contruction. The new assessed
valuation became effective on the first day of the fiscal year following the
lien date (July 1). Hence, under prior law, properties were subject to
higher assessments no sooner than 4 months and as much as 16 months
after the event which triggered the reassessment occurred.
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How the Supplemental Property Tax Works

SB 813 established a “floating lien date” for reassessing property. Except
for builders” inventories, property is now reassessed on the first day of the
month following the date on which a transfer occurs or new construction
is completed. The supplemental property tax has four major components:
(1) making supplemental assessments, (2) determining supplemental tax
liabilities, (3) billing and collecting taxes, and (4) allocating revenues to
local agencies.

Step 1: Supplemental Assessments. SB 813 requires county asses-
sors to prepare two supplemental assessment rolls in addition to the regu-
lar assessment roll—one for the current fiscal year and one for the upcom-
ing fiscal year. Properties which change ownership or are newly
constructed between March 1 and May 31 are placed on both supplemen-
tal rolls, because these transfers “missed” the lien date for the upcoming
. fiscal year. The first supplemental assessment equals the difference
between the property’s full market value as of the date of transfer or
completion and the assessed value entered on the current roll. The second
supplemental assessment equals the difference between full market value
and the value entered on the roll being prepared. Properties which
change ownership or are newly constructed between June 1 and February
28 are placed on the supplemental roll for the current year only. The
supplemental assessment on these properties equals the difference
between full market value as of the date of transfer or completion and the
value entered on the current roll.

Step 2: Calculating Supplemental Tax Bills. After the deadline for
claiming an exemption has expired (30 days after the assessor notifies the
property owner that a supplemental assessment has been made), the
assessor turns over the supplemental assessment rolls to the county audi-
tor, who prepares the supplemental tax rolls. The tax liability on the
supplemental assessment for the upcoming fiscal year equals the supple-
mental assessment for that year times the tax rate for the upcoming fiscal
year. The tax liability on the supplemental assessment roll for the current
year equals the supplemental assessment for that year, times the current
tax rate, times a proration factor based on the number of months remain-
ing in the fiscal year.

Step 3: Billing and Collecting Taxes. After preparing the supple-
mental tax roll, the auditor gives it to the county tax collector, who pre-
pares and sends supplemental tax bills to the property owner. Supplemen-
tal bills for the current year are sent immediately, while supplemental bills
for the upcoming fiscal year are combined with the property owner’s
regular tax bill.

Step 4: Allocating Revenues. After the tax collector receives pay-
ments on the supplemental tax bills, the county auditor deducts from the
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portion of the revenue attributable to the regular (1 percent) property tax
levy an amount to cover the county’s administrative costs. Under current
law, the balance is allocated in 1983-84 and 1984-85 to each K-12 school
district in the county in proportion to the district’s average daily attend-
ance. After 1984-85, these funds will be allocated through the regular
property tax apportionment process. (That portion of the revenues at-
tributable to the tax rate above 1 percent is allocated to various accounts
used to retire voter-approved debt.)

Reimbursement of County Administrative Costs

SB 813 imposes major costs on county assessors, auditors, tax collectors
and data processing departments to implement and administer the sup-
plemental property tax. SB 813 itself provided no funds for county ad-
ministrative costs. AB 399, however, authorized each county, prior to
allocating revenues to school districts and debt accounts, to deduct from
the supplemental property tax revenues it collects in 198384 and 1984-85
an amount to cover its administrative costs, not to exceed 5 percent of all
the revenues collected, including debt levies. AB 399 also appropriated $10
million from the General Fund to reimburse counties for administrative
costs in 1983-84 that exceed the amount that can be funded from the
counties’ share of the supplemental property tax.

Implementation Progress to Date

County Progress Varies Considerably

Shortly after SB 813 was enacted, forty-two county assessors filed suit
against the state in San Francisco Superior Court (Shafer v. State Board
of Egualizationr). The assessors have asked the court to invalidate the
supplemental property tax primarily on constitutional grounds. First, the
assessors have asserted that the supplemental property tax is a new ad
valorem tax on real property which violates the prohibition on such taxes
added to the constitution by Proposition 13. Second, the assessors have
argued that the provisions of SB 813 exempting builders’ inventories and
trade fixtures from supplemental assessment are unconstitutional because
classes of property may be exempted from property taxation only by
constitutional provisions, not by statute. (A third cause of action—that SB
813 imposed an unfunded mandated program on counties, in violation of
Article XIII B, Section 6—was dropped when AB 399 provided a funding
source to defray the counties’ costs for administering the tax.) As of Febru-
ary 1, 1984, the case had not yet been heard in court.

In spite of the lawsuit, it appears that every county has taken some steps
toward implementing the tax. The progress made by individual counties
to date, however, varies considerably.

By February 1, 1984, approximately one-half of the counties had sent out
notices of supplemental assessment to owners of property that had
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debt accounts. The amount that would be allocated to school districts is
$53.2 million less than the amount indicated in the budget. Any shortfall
in such revenues would be reflected as an unfunded current-year deficit
in state aid for K-12 school districts.

Collections Are Expected to Lag Behind Estimates. All of the fig-
ures displayed in Table 84 are estimates of accrued revenues—that is, taxes
owed because of events that occur in each fiscal year. Because it is difficult
to predict when counties will send out tax bills, there are no reliable
estimates of actual tax collectionsin-1983-84. Collections probably will be
substantially less than accrued revenues, because of the delays that coun-
ties have experienced in making supplemental assessments and collecting
supplemental taxes. We estimate that actual collections could be as much
as $150 to $200 million less than the estimate of accrued revenues con-
tained in the budget. Because state aid to K-12 districts is calculated on
the basis of property taxes actually allocated to school districts, a delay in
collecting supplemental property taxes beyond June 30, 1984 would result
in increased state aid to schools in 1983-84 and decreased state aid in
1984-85.

The budget estimates that these accrued revenues in 1984-85 will total
approximately $500 million. Of this amount, $444 million would be allocat-
ed to various local agencies and the remaining $56 million would be al-
located to debt accounts, as indicated in Table 84. Ccunties have not yet
prepared their own estimate of 1984-85 revenues. If the counties’ estimate
of 1983-84 revenues is reliable, however, then the budget probably over-
estimates 1984-85 revenues.

~ Supplemental property tax collections in 1984-85 will be less than tax
levies, because of delinquencies and delays in making assessments, billing
taxpayers and collecting taxes. The shortfall in collections, however, will
probably be less than the shortfall in the current year. This is because
counties will be processing supplemental assessments and tax bills more
quickly in 1984-85 than in the current year.

County Administrative Costs Could Exceed AB 399 Funding

On January 15, 1984, 47 counties submitted claims to the Board of Equal-
ization for reimbursement of 1983-84 administrative costs which exceed
5 percent of 198384 supplemental tax revenues. These counties estimated
total 1983-84 administrative costs of approximately $17.9 million. Based on
discussions with Los Angeles, Santa Clara and San Francisco Counties,
which did not file claims, we estimate that total county administrative
costs will be about $22 million in the current year. This amounts to 7.1
percent of the 1983-84 supplemental revenues estimated by the Board of
Equalization, and 8.8 percent of the revenues estimated by counties.
About one-half of this amount will be funded from the 5 percent property
tax allocation.
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" Under: the claiming guidelines developed by the Department of Fi-
nance, the 47 counties will be required to support $10.9 million of these
costs from the proceeds of the supplemental property tax. The remaining
$11.1 million would be supported by funds appropriated in AB 399: Since
the act appropriated only $10 million for this purpose, available funds
probably will be prorated among certified claims. AB 399, however, per-
mits counties to charge unpaid 1983-84 claims against 1984-85 supplemen-
tal property tax revenues.

In 198485, administrative costs for most counties will decline relative
to supplemental tax revenues. This is because most counties will no longer
incur one-time implementation costs, especially for modification of their
data processing systems, and because 198485 supplemental tax levies will
be larger than 1983-84 levies. There will be some exceptions, however.
Several counties have deferred major modifications of their data process-
ing systems until 1984-85 and will incur higher costs than they are incur-
ring in 1983-84.

Even though counties’ administrative costs will decline relative to sup-
plemental tax revenues in 1984-85, it appears that the costs incurred by
many smaller counties will exceed the funding currently available under
AB 399. For example, in the current year, 18 counties have reported
administrative costs in excess of 20 percent of tax levies. Although these
counties’ costs probably will decline in 1984-85 relative to tax revenues,
their costs will exceed 5 percent of revenues in most cases. Any costs not
supported by the counties’ share of supplemental property tax revenues
are potentially state-reimbursable.

Under the Governor’s proposal, counties would receive, in addition to
5 percent of supplemental tax revenues, a portion of the remainder based
on the regular property tax apportionment formulas. These funds could
be used to support any county costs that exceed the amhount available from
AB 399. ' '

Redevelopment Role Needs Clarification

We recommend that the Legislature clarify whether redevelopment
agencies are entitled to a share of supplemental property tax revenues.

When a redevelopment agency is formed under current law, the other
taxing jurisdictions within the redevelopment project area receive prop-
erty tax revenue only from the amount of assessed valuation that existed
in the project area prior to the agency’s formation. Subsequent property
tax revenue growth is allocated to the redevelopment agency.

The language of SB 813 is not sufficiently clear on the question of
whether redevelopment agencies are entitled to the supplemental prop-
erty tax levied on property within redevelopment project areas. Although
current law does not distinguish supplemental property taxes from ordi-
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nary tax increment revenues, the Governor’s Budget assumes that rede-
velopment agencies will nofreceive any supplemental revenues. This may
not be a reasonable assumption. County auditors might be compelled to
allocate to redevelopment agencies their share of the supplemental reve-
nues. If all redevelopment agencies received these revenues, the amount
remaining for allocation to all other agencies would be reduced by $19
million in 1983-84 and by $31 million in 1984-85.

Because of the magnitude of this potential revenue shift and because
the ambiguity in SB 813 may result in different policies among the coun-
ties, the law should be clarified. We therefore recommend that the Legis-
lature enact legislation specifying the allocation of supplemental property
taxes levied in redevelopment project areas,
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Legislative Conftrol of the Budget
COLLECTIVE BARGAINING FOR STATE EMPLOYEES

What Role Does the Legislature Wish to Play in the Collective Bargaining
Process?

Background

In 1983-84, the second round of collective bargaining negotiations took
place within the framework established by the State Employer-Employee
Relations Act (SEERA) and the Higher Education Employer Employee
Relations Act (HEERA).

In our Analysis of the 1982-83 Budget Bill (page B-44) and The 1983-84
Budget: Perspectives and Issues (page 185), we provided: (1) a detailed
description of the bargaining process for state employees, (2) an analysis
of what happened during the first year of collective bargaining, and (3)
a number of recommendations intended to help the Legislature play a
more meaningful role in the collective bargaining system. This year, our
discussion of collective bargaining focuses on:

« The current status of collective bargaining within state government
(1983-84), including the status of employees falling under SEERA and
HEERA;

¢ The results of the second round of negotlatlons and

« The Legislature’s role in the collective bargaining process.

Employees Affected by Collective Bargaining

As Table 85 shows, most state civil service and related employees are
now represented in collective bargainirig with regard to the terms and
conditions of their employment. Over 82 percent, or 112,890, of the state’s
136,988 full-time employees have been assigned to bargaining units. The
remaining 24,098 employees are not subject to collective bargaining, due
to: (1) their responsibilities as managerial, supervisory ‘or confidential -
employees, or {2) specific exemptions granted by law to (a) the staff of
those state agencies with a direct role in the collective bargaining process,
such as the Public Employment Relations Board (PERB) and the Depart-
ment of Personnel Administration (DPA), and (b) statutory officers
whose salaries are set directly by the Legislature.

Decisions regarding the terms and conditions of employment for those

employees who are not covered by a collectlve bargaining agreement are
made-as follows: ,

'« The Governor, through the DPA, proposes changes in existing condi-

tions of employment for nonrepresented civil service and related
employees.
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Table 85

State Civil Service and Related Employees
Status Under the State Employer Employee Relatlons Act (SEERA)

- 1983-84
Estimated
Personnel-Years
(As of July 1, 1983)
Category Number Percent
Employees in bargaining units 112,890 82.4%
Employees not subject to bargaining: )

Managerial and supervisory 19,216 140

" Confidential 1,356 1.0

Excluded specifically by SEERA...: : . 1,933 - 14

Statutory officers and exempt employees not in bargammg units ...... 1,593 12
Total (excluding legislative staff) 136,988 100.0%

o The University of California (UC) Regents and California State Uni-
versity (CSU) Trustees propose such changes for UC and CSU non-
represented employees, respectively.

¢ The Legislature then acts on the proposals, either:

—Through the normal budget bill process (for provisions which re-
quire an appropriation), or

—By enacting a separate bill (for provisions which require changes
to existing law).

Neither the provisions of the SEERA, nor the salary-setting procedure
for non-covered employees apply to employees of the Legislature. Com-

pensation increases for these employees are set by the Legislature, outside
of the process established by SEERA.

State Employees Covered Under SEERA. The PERB has designated
20 separate bargaining units for state civil service and related employees.
The exclusive bargaining representatives of these units have negotiated
agreements on behalf of their members for each of the past two years.
Table 86 shows the distribution of state civil service employees among
bargaining units and the status of the memorandum of»understanding
(MOU) covering each unit. The table shows that:

o The vast majority of MOUs (17 out of 20) will expn'e at the end of
1983-84. Of the remaining three MOUs, two (units 8 and 18) will be
operative until the end of 1984-85, and one (unit 13) will be in effect
until the end- of 1985-86.

« Almost one-half of the state civil service and related employees in
bargaining units are part of either the administrative, financial and
staff services group (unit 1) or the office and allied occupational
group (unit 4).

e Ten of the 20 bargaining umts, which cover two-thirds of those em-
ployees subject to bargaining, have the California State Employees’
“Association (CSEA) as their exclusive representative.




: - Table 86
Distribution of State Civil Service and Related Employees
Among Bargaining Units and Current MOU Status

1983-84
Estimated
Personnel-Years ’
As of : Term of
Unit Occupational July 1983 ) Exclusive Current
Number Group Number  Percent Representative Mou
1 Administrative, Finan- :
cial and Staff Serv- B i :
HCES covesevmmeresmsnrrsssanees 292,132 19.6% California State Employees’ As- 7-1-82 to
sociation (CSEA) 6-30-84
2 Attorney & Hearing Of-
5107 1,858 1.6 Association of California State At-  7-1-82 to
torneys, Inc. 6-30-84 .
3 Education and Library .. 2,044 1.8 CSEA 7-1-82 to
v o : 6-30-84
4 Office and Allied ............ 29,770 264 CSEA 7-1:82 to
6-30-84
5 Highway Patrol......cco..eiee 4469 ~ 40 California Association of Highway  7-1-83 to
' ‘ Patrolmen 6-30-84
6 Corrections.........mmmmme 7211 64 California Correctional Officers 7-1-83 to
Association 6-30-84
7 Protective Services and _
Public Safety ............ 4424 39 Coalition of Associations and Un-  7-1-82 to
ions of State Employees 6-30-84
8 Firefighter ... 2,795 25 California Department of Forestry, 7-1-83 to
Employees’ Association 6-30-85
9 Professional Engineer .... 4,630 41 Professional Engineers in Califor-  7-1-83 to
’ nia Government 6-30-84
10 Professional Scientific .... 1,462 13 CSEA 7182 to
11 Engineering and Scien-
tific Technicians ...... 2,731 24 CSEA ’ 7-1-82 to
: ) 6-30-84
12 Craft and Maintenance.. 9,018 80 CSEA 7-1-82 to
6-30-84
13 Stationary Engineer........ 512 0.5 International Union of Operating  7-1-83to
Engineers, Stationary Engineers’ = 6-30-86
Division ] o e
14 Printing Trades...........connt 685 0.6 CSEA 7-1-82 to
6-30-84
15 Custodial and Services .. 5452 - 48 CSEA 7-1-82 to
’ 6-30-84 -
16 Physician, Dentist and .
Podiatrist ... 802 0.7 Union of American Physicians and - 5-1-83 to
" Dentists ) 6-30-84
17 Registered Nurse ............ 1,570 14" CSEA . 7-1-82 to
18 Psychiatric Technicians 7,000 6.2 = Communication Workers of 7-1-82 to
' America, Psych Tech Union 6-30-85

19 - Health and Social -Serv- ‘ .
ices/Professional ...... 3,000 2.7 - American Federation of State ‘7-1-82 to
County and Municipal Employees 6-30-84
20 Medical and Social Serv-
ices/Support............. 1,265 11 CSEA 7-1-82 to
6-30-84

Totals .....ccomuvcemssvisrmssnsreneeens 112,890  100.0%
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California State University. The PERB has designated nine separate
bargaining units for CSU employees. Exclusive representatives have been
selected for each of these units. Table 87 shows the distribution of CSU
employees among bargaining units and the effective period for each unit’s
current MOU. The table indicates that seven agreements cover both the
current and budget years, while the remaining two agreements (for units
1 and 3) ‘will expire at the end of 1985-86.

Table 87

Distribution of CSU Employees Among Bargaining Units
and Current MOU Status

1983-84
. Term of
Unit Occupational Employees Exclusive Current
Number Group Number®  Percent Representative MOU
1 Physicians ........cceuermnere 139 0.4% Union of American Physicians and  7-1-83 to
Dentists 6-30-86
2 Health Care Support ... 399 12 California State Employees Associa-  7-1-83 to
, , ~ tion (CSEA) 6-30-85
3 Faculty ..uemmmenssnsssernes 19690 580 Congress of Faculty Association 816-83 to
‘ 6-30-86°
4 Academic Support.......... 1,357 40 United Professors of California 9-16-83 to
‘ 6-30-85">
5 Operations Support )
SErVICeS .eovurermsesirerse 1,966 58 CSEA 7-183 to
‘ v 6-30-85
6 Skilled Crafts .......ccoooeneee 782 23 State Employees Trades Council 7-183 to
7 Clerical Support............. 7162 211 CSEA 7-1-83 to
; 6-30-85
8 POlCE .reveerrsersirisersrnnersessaens 183 0.5 State University Police Association ~ 9-16-83 to
6-30-85°
9 Technical Support Serv
TS 1" SN 2271 6.7 CSEA 7-1-83 to
6-30-85

TOTALS .......................... 33949  100.0%

* Sourc Source California State University
Salary and benefit provisions effective July 1, 1983

University of California. Table 88 highlights the status of collective
bargaining for UC employees. The table indicates that there are 26 bar-
gaining units for UC employees, structured as follows: 8 are systemwide,
10 are confined to individual campuses, 4 are lab units, 3 are health-care
units, and 1 unit (number 7) consists of printing trade employees working
at three printing plants in the UC system. UC has filed a lawsuit challeng-
ing in the court the 'designation of unit 26, the house staff employees. UC
questions whether the hospital interns and residents that comprise this
unit qualify as employees under HEERA.
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Contrary to the status of collective bargaining in state civil service and
within the CSU system, exclusive representatives for 15 of these units were
just selected during the past year, and most units are either just starting
or still in the midst of negotiations with UC management regarding the
terms of the initial MOUs. Eight of the 26 units have opted for no represen-
tation, and the question of representation for one unit is, as yet, undecided.

The HEERA provides that faculty units can be formed on either a single
statewide basis or divisional units of the academic senate. The faculty
employees at UC Berkeley and UCLA each voted for no representation
in elections conducted by PERB. The only UC faculty that has opted for
representation is one consisting of 267 members at the Santa Cruz campus.
UC faculty employees at other campuses, estimated to number about
3,500, have not petitioned the PERB for an election.

Fiscal Impact of the MOUs In Effect During 1983-84

In order to identify the fiscal impact of the MOUs in effect during the
current year, we asked the DPA and CSU to provide us with (1) a detailed
cost accounting of all provisions of the MOUs to which they are a party
and (2) detailed information on the cost of each new benefit provided to
employees not covered by the collective bargaining process in 1983-84.
We also asked DPA and CSU to designate whether each benefit required
a new appropriation of funds or was considered “absorbable” within exist-
ing appropriations. Finally, we asked UC officials to provide us with infor-
mation on what employee compensation adjustments were provided to
their employees.

Based on our review of the information submitted by the Department
of Finance (DOF), the DPA, CSU, and UC, we believe that 1983-84 em-
ployee compensation provisions can be divided into three fiscal catego-
ries:

« Provisions which received dlrect appropriations within the 1983

Budget Act; _

« Provisions which will require additional (or incremental) funding

from the 1984-85 budget; and

» Provisions considered by the administration to be absorbable within

the current-year appropriations.

Provisions Having a Direct Fiscal Effect. In the 1983 Budget Act,
the Legislature appropriated $338.8 million from all funds ($212.1 million
from the General Fund) to finance employee compensation increases in
1983-84. The major provisions in this category provide for:

e A 6 percent salary increase, effective January 1, 1984.

o Continuation for six months of the $50 (or $100) reduction in the
employee’s contribution to the Public Employees’ Retirement System
(PERS) and the University of California Retirement System (UCRS).




- Unit

. Number

1
2
3

Type
Systemwide ....coveveensseeriesesrens —

Campus

Lab

Campus

Campus

Campus

Printing Plants....
Lab .........

SySteMWIAE ......oormveiiverneerseisssivssenns
Lab
Systemwide .......... SR — s

Table 88

Distribution of UC Employees Among Bargaining Units

'Occupational
Group

Faculty (Santa Cruz)

~ Lawrence Livermore Na-

- tional Laboratory (LLNL)
Skilled Crafts

UC Berkeley/Lawrence
Berkeley Skilled Crafts

UC San Francisco Slulled
Crafts

.- UCLA Skilled Crafts

" Printing Trades ~

LLNL Technical
Technical i
LLNL Service
Service

And MOU Status

1983-84
Employees
As of July 1, 1983 Exclusive
-Number Percent Representative
192 04% Statewide University Police
Associations
267 0.6 - Faculty-Association UC
Santa Cruz
261 0.5 No Representation
222 05 -Alameda County Buﬂdmg
Trades Council :
71 .-0.1  San Francisco Building
Trades Council
-.309 0.6 - International Union of Oper-
I ating Engineers (IUOE),
o Local 501
100 02" ~Printing Trades Alliance”
1;653 35  No Representation
4,083 85  No Representation
494 10.  No Representation
6320 . 132  American Federation of

+ State, County and Munici-

pal Employees
(AFSCME)

MOU Status

"Currently in Negotiations

- Effective July 1, 1983 to

June 30, 1984
Not Applicable

Currently. in Negotiations

Currently in Negi)tiatidns '

'Currently in Negotiations -

"Currently in Negotiathions~

Not Applicable
Not Applicable
Not Applicable

- Currently in Negotiations

(4§34



12 Systemwide Clerical and Allied Services 18,538 387 AFSCME Currently in Negotiations
13 'Health Care .. . Patient Care—Technical 3914 82 AFSCME Currently in Negotiations
14 Health Care Residual Patient Care—Pro- 1,462 3.1  No Representation Not Applicable
fessional .
15 - Health Care ....ccvirenncrcemrmssscsnnns Registered Nurses 4,005 84  California Nurses Association  Currently in Negotiations
16 Lab LLNL Professional Scientists 3,205 6.7  No Representation Not Applicable
and Engineers
17 Systemwide ......cnssemressssssen Professional Librarians 381 08  American Federation of Currently in Negotiations
Teachers (AFT)
18 Systemwide .....ccmmmmseseensisionenenss Nonacademic Senate Instruc- 1877 39 (AFT) Currently in Negotiations
tional :
19 SyStemWide ......cmumessmssseesersessssionnes Research and Allied Profes- Undetermined —  Undecided Not Applicable
sionals o
20 Campus UC Riverside Skilled Crafts 39 01 IUOE, Local 501 Currently in Negotiations
21 . Campus..... UC Irvine Skilled Crafts 81 02 TUOE, Local 501 Currently in Negotiations
22 Campus .. UC Santa Barbara Skilled 49 0.1 IUOE, Local 501 Currently in Negotiations
Crafts
23 Campus UC Davis Skilled Crafts 205 04  No Representation Not Applicable
24 ‘Campus UC San Diego Skilled Crafts 126 03 IUOE, Local 501 Carrently in Negotiations
25 Campus UC Santa Cruz Skilled Crafts 23 —* AFSCME Currently in Negotiations
26 Systemwide ......occricsrinsisnssensssinns House Staff Employees Undetermined —  No Representation Not Applicable
Total 47817°

100.0%

® Less than 0.05 percent.
b Does not include employees of either: Unit 19, whose membership would probably total less than 8,000 employees; or the employees of 8 faculty units (all campuses
except for Santa Cruz), comprised of approximately 7,000 employees, which either have opted for no representation or have not petitioned the PERB for an election.

£es



Provisions

General salary increase (6%) .......-.......
Retirement OffSet .......ccomeurmermmsisesiiviinesnes
Special salary adjustments ...........ccooooc...
Health insurance !

Dental insurance ; :
Shift differential .........ooeocemeermrevsmsasecsariveeees
Work week group modification ...........
Professional proficiency compensation

"' Health and welfare ......... eeseeesseieressessesnen

Life insurance
Unfunded merit salary adjustrents and

faculty Promotions ...
Other benefits

Totals

2 The 1983-84 costs of the (1) “Unfunded MSAs and Faculty Promotions” and (2) “Other Benefits” total $6.2 million. The 1984-85 cost of these two 1983-84 provisions

Table 89

1983-84 Employee Compensation Cost Provisions

1983-84 and 1984-85 Fiscal impacts
. All Funds
{in thousands)

Civil Service and Related

California State University _ University of California

Total, All Employees

1983-84 1954-85 - 1984-85 1983-84 1984-85 1954-85 1953-84 1984-85 1984-85 1983-84 195465 195485

Costs Costs Increment - Costs  Costs Increment Costs  Costs Increment Costs Costs  Increment
$119,807 $239.614 $119.807 $27415 $35815 $28,400 $20449 -$58808 $20449 $176,671 $354,327 $177,656
3683 - - — 3683 752 - 7521 4,678 — . —4678 49,052 — —49,052
7,161 . 28645 21484 1350 2400 1,050 1333 5332 399 984 36377 26,533
44,480 44,480 — 3,386 3,386 — 12140 13870 1,730 60,006 61,736 1,730
7,120 7,120 — 1,690 1,690 — 2,000 2,000 — 10,810 10,810 —_
193 193 — — — —_ — - — 193 193 _
800 1,600 800 - -_— - - — —_ 800 1,600 800

- L2212 L= =2212 0 — — — -~ — —_ 2,212 —  =2212
© 8300 300 —_ - — - — — — 300 300 -
177 707 - 530 — — — — — — 177 707 530
Co — —  4250°  4250°  — - - — 4250 420 —
1,500 — ~1,500 1911*  1349° —562 — —_ — 3411 1,349 —2,062
$220,603 - $322,659 $102,056 $47,523 $68,800 $21,367 $49,600 $80,100 $30,500 $317,726 $471,649 $153,923

“is $5.6 million. Of the $5.6 million, the Governor proposes to fund only $1.1 million, leaving $4.5 million in unfunded costs for 1984-85.

239
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o Special salary reahgmnents and adjustments for specified classes of
employees.

¢ An increase to maintain the state’s percentage contributions toward
the cost of employee health insurance premiums.

¢ An increase in the state’s contributions for the employee dental care
program.

Table 89 summarizes the fiscal impact of the employee compénsation
package in 1983-84, by type of employee. The table shows that the provi-
sions will cost $317.7 million in 1983-84, which is $21.1 million, or 6.2
percent, less than the amount provided in the 1983 Budget Act. DOF
officials maintain that the $317.7 million in identified expenditures repre-
sents the department’s best estimate of the costs of the employee compen-
sation package for civil service, UC, and CSU employees. Further adjust-
ments may be needed, since the cost estimates are being refined.

Additional Costs of 1983-84 Provisions. Our review of the 1983-84
MOUs and cost estimates provided by the DPA, Department of Finance, .
UG, and CSU indicates that the full-year cost of 1983-84 employee com-
pensation increases is far greater than the amount allocated from the 1983
Budget Act appropriations. These costs will be fully reflected in the 1984
85 budget. Costs will increase in the budget year because many salary and
~ benefit increases provided in 1983-84 became effective after the start of
the fiscal year. Thus, the annualized costs of these beénefit increases greatly
exceed current-year funding requlrements

- For example, most state employees received a 6 percent salary increase,
effective January 1, 1984. The total state cost of this provision in 1983-84,
as shown in Table 89, is $176.7 million. The full-year or annualized cost of
this increase, as reflected in the budget for 1984-85, will be $354.3 million
—double the amount provided in 1983-84. This annualized cost is shown
in Table 89 in the column labeled “1984-85 Costs”. The additional 1984-85
cost of providing the 6 percent salary increase is $177.7 mllhon as shown
in Table 89 under “1984—85 Increment”.

Table 89 shows that the cost of all 1983-84 provisions in fiscal year
1984-85 (that is, the “annualized” costs) will total $472 million. This is $154
million more than the amount allocated for employee compensation in
1983-84. Our review of the Governor’s Budget for 1984-85 reveals that
virtually all of the funds needed to cover the annualized costs of the
1983-84 employee compensation provisions have been included in the
1984-85 baseline budgets of departments, As a result, the additional incre-
mental costs of these provisions are somewhat hidden from legislative
review. We discuss the fiscal impact of “annualization™ in greater detail
in our review of the Governor’s employee compensation proposal: (See
Item 9800 of the Analysis). : :
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Provisions Considered Absorbable  Within Existing -Appropriations.
As we pointed out in last year’s Perspectives and Issues (p. 191),, no money
is specifically appropriated by the Legislature or allocated by the adminis-
tration to fund those provisions of the employee compensation packages
that impose costs which are considered to be “absorbable.” The determi-
nation of what is and what is not “absorbable” is made by the administra-
tion through the fund allocation process.

The fact that a cost is deemed to be absorbable, however, does not mean
that it is negligible or minor. It simply means that funding for the cost will
not be provided to the department or agency. The department or agency,
however, will have to find a way to fund the cost. Generally, it does so by
redirecting funds from other activities, perhaps including those specifi-
cally approved by the Legislature, in order to finance the expenditure
required by the MOU. N

Our review of the employee compensation packages indicates that vari-
ous provisions of the 1983 agreements will require the expenditure of $33.9
million in 1983-84 to cover costs for which no funds were specifically
appropriated. This $33.9 million is on top of the $317.7 million in expendi-
tures that were funded in the 1983 Budget Act.

Table 90 summarizes these “absorbable” costs for civil service and relat-

- ed employees, as identified by the DPA and the Department of Finance.
CSU officials maintain that their employee compensation packages con-
tain no provisions which will result in identifiable “absorbable” costs. (UC
has completed only one MOU to date, and this MOU has no provisions
with fiscal impact.) As Table 90 indicates, the employee benefit provision
that results in the greatest “absorbable” costs is the one requiring merit
salary adjustments ($28.8 million).

’ Table 90

Employee Compensation Costs
“Absorbed” by State Agencies in 1983-84
Civil Service and Related Employees
{(in thousands)

Covered  Not Covered

Provisions ) by MOUs by MOUs Totals
Merit salary adjustments $24,014 $4,736 $28,750
Realignments ...... 1,576 - 1,576
Adjustment of vacation accruals ... 947 - 947
Work week changes 556 — 556
Training . 500 — 500
Professional fees 345 137 482
Uniform allowances 275 — 275
Safety equipment 213 - 213
Special pay : ; 158 - 158
Pay differential - 149 — 149
Increase in mileage rate _ (3 — 75
Bereavement leave . 65 — 65
Special programs A 60 — 60
Overtime 40 - 40
Counseling : 29 —_ 29
Miscellaneous 57 — 57

Totals $29,059 $4,873 $33,932
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1983-84 Fiscal Effect Summary. Our analysis indicates that collec-
tive bargaining agreements signed in 1983-84, along with the compensa-
tion package for noncovered employees, resulted in ongoing costs of ap-
proximately $505.5 million (all funds)—$317.7 million in 1983-84 costs
covered by a Budget Act appropriation, $153.9 million in 1984-85 incre-
mental costs due to “annualization,” and $33.9 million in “absorbable”
costs (where the administration provided no allocations to fund the prov1-
sions) .

Role of the Legislature in Collective Bargaining Under SEERA

At the present time, the Legislature has three main functions relevant
to the process for setting the terms and conditions of state employment.
First, the Legislature has an oversight role with regard to SEERA. As it
gains experience with the act, the Legislature may choose to make
changes in the law in order to increase its effectiveness.

Second, the Legislature considers legislation which affects the terms
and conditions of state employment. In some cases, this legislation is need-
ed to implement the provisions of a negotiated agreement (for example,
under SEERA,; the Legislature must implement any negotiated changes
in retirement benefits) . In other cases, the legislation rhay make unilateral
changes in employee benefits, wages, and working conditions, even
though these issues are bargainable and could be left to the parties to
resolve at the bargaining table. ’ :

Finally, and most importantly, under SEERA, the Legislature must ap-
prove those provisions of MOUs that require the expenditure of funds.
"This respons1b111ty was written into SEERA by the Legislature, presuma-
bly to maintain its control over expenditures, even while it delegates to
the Governor the responsibility for reaching agreements with the exclu-
sive representatives of state workers.

Legislative Review of MOU Provisions to Date
During the first two years in which bargaining took place under SEERA
—1982 and 1983—the Legislature was not given an opportunity to conduct
a meaningful review of MOUs prior to approving them. In fact, not one
of the MOUss signed in either year was available to the Legislature or its
staff for review prior to when the Legislature had to grant its-approval in
order for the agreements to take effect as scheduled. In some cases, MOUs
 were approved on the basis of a one-page summary of what the adminis-
tration maintained were the major fiscal provisions.

Under these circumstances, the Legislature’s ability to mamtam control
over state expenditures, as well as over the terms and conditions of state
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émployment is a far cry from what may have been intended by the
Legislature when it enacted SEERA. In short, the approval of MOU provi-
sions, as required by SEERA, has become a pro forma exercise.

To the extent the Legislature is not able to undertake a meaningful
review of the MOU, it will encounter a number of problems in perform-
ing its oversight and control functions. Specifically, without adequate leg-
islative review:

e The Full Costs of the MOUs May Not Be Identified. For exam-
ple, subsequent to legislative approval of the current contract cover-
ing the California Department of Forestry Employees’ Association,
we found that the contract provides for more than 1000 California
Department of Forestry employees to receive a 7.5 percent salary
increase during nonfire mission periods. Despite its $800,000 price tag
in 1983-84, this provision was never brought to the Legislature’s atten-
tion before the MOU was approved. Full implementation of this pro-
vision in 1984-85 will cost $1,600,000.

o “Absorbable” Costs May Be Funded At The Expense of Legislative

- Priorities. As mentioned earlier, state agencies were required to
“absorb” $34 million in costs resulting from MOUs negotiated for the
1983-84 fiscal year. MOUs negotiated for 1982-83 required state agen-
cies to absorb $61 million in costs. Clearly, costs of this magnitude
cannot be “absorbed” without cutting back agency activities in other
areas. Consequently, it is likely that in order to absorb these costs,
some agencies were forced to reduce activities below the levels fund-
ed by the Legislature. In other words, the benefits agreed to by the
administration may come at the expense of legis/ative priorities.

e The Legisiature Will Have No Opportunity to Compare the Provi-
sions of MOUs for Consistency. To the extent the MOUs ap-
proved by the Legislature provide some employees with benefits that
are not provided to employees in other units, state programs may be
disrupted and the Legislature may find itself the target of criticism
from the employees who come up short.

o The Legislature Will Have No Chance to Review Long-term Commit-
ments Which It Will Be Expected to Fund in Future Years. With-
out copies of the MOUs and enough time to complete an adequate
review, the Legislature has been asked to approve (and has ap-
proved) contracts which call for special adjustments to base salaries
paid some employees costing more than $150 million, beginning in the
second year of the contract.

o Finally, and Most Obviously, the Legislature Will Not Be Able to
Confirm That the Costs of MOUs Fall Within the Amount Appro-
priated for Employee Compensation. During the past two years,
the Legislature could assess the consistency of MOUs with the amount
appropriated for employee compensation only after-the-fact.
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What Role Does the Legislature Want to Play in the Bargaining Process?

These problems, and others like them, will continue to arise year-after-
year if the Legislature’s opportunity to review—not just approve—MOUSs
is cut short. These problems can be overcome or minimized if the Legisla-
ture wishes. Before addressing these problems, however, we believe the
Legislature needs to make a basic policy decision as to what role it wants
to play in the collective bargaining process.

The Legislature may wish to limit its role simply to controlling total
expenditures in the budget year. If this is the role it wishes to play, the
employee compensation item in the Budget Bill provides a reasonably
effective means for doing so. This does not mean, however, that the Legis-
lature should not consider making some changes in the existing collective
bargaining process at the margin. If the Legislature chooses to play a more
limited role in the process, it could, for instance, eliminate the require-
ment in SEERA that it approve specific provisions of MOUs.

If, instead, the Legislature wishes either to approve the specific provi-
sions of MOUs—the role apparently envisioned at the time SEERA was
enacted—or to control total expenditures beyond the budget year, far
more dramatic changes in the existing process will have to be made. The
current structure simply does not provide the Legislature with an oppor-
tunity to exercise these powers in a meaningful way.

This is a basic policy decision that the Legislature will have to make and
it depends on:

o The confidence the Legislature has in this and future administrations
to perform the role delegated to the Governor in an acceptable man-
ner;

e The time the Legislature is w1lhng to devote to the negotiating proc-
ess;

» The extent to which the Leglslature wants to be involved with the
specific features of negotiated settlements; and

» The Legislature’s willingness to set deadlines for the completion of
negot1at10ns and make them stick.

Alternaﬂves to the Current Process

If the Legislature wishes to play a more active role in the bargaining
process or address some of the problems identified above, there are a -
number of alternatives to the current system that it can consider. These
alternatives can be divided into two categories: (1) those that retain the
existing system, and (2) those that would make major changes in the
existing system. None of these approaches however, represents an abso-
lute solution to the problems which have been identified.

First, these are several options which simply modify the eXilm}zg collec-
tive bargaining:process:
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o Legislative Monitoring -of Negotiations. The leaders of the Legis-
-lature could designate representatives to attend negotiations involv-
" ing state employees. This would prevent last-minute surprises when
the MOUs are presented to the Legislature.
o Require MOUs to Be Submitted by May 15. The Legislature, of
" course, would have a greater opportunity to consider and act upon the
provisions of MOUs if they were available for review as part of the
budget process. As the experience of other states has demonstrated,
however, it is difficult to compel the parties to conclude negotiations
by a fixed date if “late” decisions will still be considered by the Legis-
lature. In the case of a May 15 deadline, the parties undoubtedly
would recognize that most important budgetary decisions are made
by the budget conference committee at a later date.
o Require MOUs to Be Submitted by June 30, and Become Effective
- October 1. If this alternative were adopted, legislative staff would
have time to review the agreements during the summer recess and
the Legislature could then consider and approve them in late August
or September. Again, however, the problem of compelling compli-
ance with an arbitrary deadline would remain.

‘o Provide Legislative Guidance at an Earlier Date. A joint commit-
tee could—through a resolution—provide the parties with a sense of
legislative priorities on personnel needs and personnel policy for the
upcoming year.

If, however, the legislature feels that the problems with the process are
‘more serious, it could consider the following major changes to the collec-
tive bargaining structure:

o Delay the Onset of Bargaining Until the Amount Available for En-
hancing Employees Wages, Benefits, and Working Conditions Has
. Been Decided. In this case, negotiations would occur during the
fall—after an amount for employee compensation has been deter-
mined. The effective date of the new MOUs would also be delayed,
- giving the Legislature an opportunity to review and approve the
MOUs when it reconvenes in January
o Require Bargaining to Begin in the Fall and Conclude Before the
Budget Process Begins. In this case, the. amount of funds needed
to 1mplement the agreements could be 1ncluded in the Governor’s
* Budget in January. This would allow full legislative review and ap-

" proval of the MOUs prior to the start of the new fiscal year.

" o Fund MOUs Throug]z Special Legislation. This alternative would
enable the use of legislative committees to review the terms of nego-
tiated settlements. The specific terms, however, would have to be
available for legislative review. The leglslatures in New York and
- Massachusetts use this approach.

" o Create a Special Joint Committee. ~ The committee would moni-
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tor negotiations and/or review and approve MOUs. This: approach,
which would probably require the most legislative involvement in the
bargaining process, is similar to that taken by the leglslatures in WlS-
consin and Minnesota.

~ In summary, our review of the Legislature’s experience with collective
bargaining during the first two rounds of negotiations has convinced us
that the Legislature currently has the worst of all worlds. It has the statu-
tory duty to approve the individual provisions of MOUs but does not have
‘either the information or time needed to make the approval process
meaningful. As a result, the Legislature is unable to exercise the control
and oversight functions apparently envisioned by the drafters of SEERA,
yet it may find itself held accountable for the speaﬁc features of individual
MOUs that it has “approved”.

While the Legislature has various alternatlves for extncatmg itself from
this bind, the first step must be to decide what kmd of a role it wants to
play in collective bargaining.

THE NEED FOR BETTER BUDGET‘INFORMATION

How can the Legislature Improve the Fiscal Information on Which it
Depends for Making Infomzed Decisions on the Budget?

Our review of the fiscal information which traditionally has been pre-
sented tothe Legislature indicates that certain improvements are needed
in the timing, accuracy and comprehensiveness of this information. The
Legislature must have good information on the state’s economy, state
revenues, and state expenditures in order to do an effective job in exercis- -
ing its control of the state’s budget. Our analysis indicates that these
improvements are most needed in the area of fiscal forecastirig, and can
be achieved without a significant increase in cost.

Improvements in Fiscal Forecasts .

. We recommend that the Legislature enact legislation requiring the De-
- partment of Finance to include specific information in its fiscal forecasts
and to present these forecasts at specified points in ime during each fiscal
. year.

‘It is important that the Legislature have the most current and accurate
picture possible of the state’s fiscal situation in order to manage the budget
in an effective manner. In last year’s Perspechves and Issues, we identified
a number of deficiencies in the state’s current approach to fiscal forecast-
ing, and recommended that certain statutory reporting requirements be
enacted in order to remove these deficiencies. To date; no action has been
taken either by the Legislature or the Department of Finance (DOF) in -
response to these recommendations..
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Accordingly, we again recommend the enactment of legislation requir-
ing the DOF, which has the leadership role in the budget process, to
provide specified fiscal data to the Legislature. Specifically, we recom-
mend that the DOF be statutorily required to do the following:

o Submit Periodic Fiscal Updates. The DOF should be required to
provide estimates of General Fund revenues, expenditures, and sur-
plus, at those points in time when updated information is needed for
purposes of legislative decision-making or fiscal planning. Specifically,
we believe updates should be submitted in January - (Governor’s
Budget), March/April, May/June (May Revision), August, and No-
vember. These updates should also include revisions to the revenue
estimates for the major sources of special fund revenue (such as vehi-
clerelated fees and tidelands oil and gas revenues). Each update
should reflect any significant fiscal developments which have oc-
curred since the preceeding update such as changed economic condi-
tions, legislation, court decisions, federal budget decisions, revised
case load assumptions, and technical reestimates.

o Provide Explanations for Revisions in Fiscal Forecasts. The DOF
should be required to itemize all factors résponsible for significant
changes in its estimate of the General Fund surplus, including eco-
nomic factors, cash-flow factors, legislation, court cases; and so forth.
It should also publish in the Governor’s Budget each year a reconcilia-
tion table which documents the changes in the estimate of prior and
current year General Fund surplus which have occurred since the

. previous year’s budget.

o Indicate the Degree of Uncertamty Sun'oundmg FlscaI Estzmates

. The DOF should be required to publish information on the degree of

- uncertainty surrounding its estimates of General Fund revenues, ex-
penditures, and surplus, taking into account both economic forecast-
ing uncertainties and error margins assocmted w1th statxstlcal estimat-
ing techniques.

o Provide Alternative Fiscal Forecasts. The DOF should be re-
quired to publish, along with. its regular fiscal estimates, fiscal esti-
mates for alternative economic scenarios which the department and
other economic forecasters feel have a reasonable hkehhood of occur-
ring.

o Publish Long-Term Fiscal Projections. The DOF should be re-
-+ quired to publish, at least twice each year (in January and May), a
.- projection of General Fund revenues, expenditures and surplus, and

- of special fund revenues for four years beyond the budget year.

A detailed dlscussmn of the basis for these recommended reportmg‘ ’
- requirements may-be found on pages 204 - through 206 of our 1983-84.
Perspectives and Issues. o

The reason why leglslatlon to 1mprove fiscal reportmg is de31rable is not‘
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that the DOF is unwilling to improve the fiscal information which. it
produces; indeed, the DOF has, itself, initiated a number of improvements
in recent years. However, in the absence of a statutory obligation to up- -
grade the quality and frequency of its fiscal reports, there is no assurance
that the DOF will adequately address all of the existing deficiencies on a
continuing basis. Consider, for example, what happended during 1983:

‘e In April, the DOF revised downward its General Fund revenue esti-
mates for 1982-83 and 1983-84 by a combined total of about $185
million. These reestimates, however, were not reflected in the DOF
April General Fund surplus estimates.

» In October, the State Controller issued his preliminary estimate of the
ending General Fund balance for 1982-83. This estimate—which had
the effect of increasing the projected end-of-year surplus by several
hundred million dollars—subsequently was published by the State
Treasurer in October. The Legislature, however, was not formally
notified of this significant change in the state’s fiscal outlook until
mid-December, when the DOF’s report on 1983 financial legxslatlon '
was published. .

o Although the DOF stated in July 1981 that it would provide a com-
plete fiscal forecast revision each November which would, among
other things, take account of changed' economic conditions (plus
other factors) affecting revenues and expenditures, the department’s

" revision for November 1983 was never released to-the Legislature.

“ Instead the department’s reports to the Legislature continued to re-
flect the economic assumptions adopted in June 1983 right up to the
publication of the Governor’s Budget for 1984-85, even though these
assumptions were:over half-a-year old.

o The departmerit also stated in July 1981 that it would provide, each
year in the Governor’s Budget, a projection of total and major catego- -

. ries of revenues and expenditures for two years beyond the budget
year. This was done in 1982-83. These projections are absent, howev-

- er, from both the 1983-84 and 1984-85 Governor’s Budgets. -

o Until 1984-85, the Governor’s Budget has always included a table ‘
(labeled Schedule 1-A) which reconciles changes between the cur-

- rent and prior budget estimates. of the General Fund’s prior and

_current year surplus position. The 1984-85 Governor’s: Budget does

not 1nclude this 1nformat10n , :

To avoid. situations such as these in the future, we beheve it would be
in the Legislature’s best interest to require, through the enactment of
, leglslatxon, any unprovements it desxres in-the ﬁscal forecastlng process

Bank and Corpcrafion Tax. Forecusilng Needs Sludy

We recommend that the Legrs]ature adopt suppIementaI Ianguage di-
recting the Department of Finance to conduct a thorough review of the




244

procedures which it uses to forecast bank and corporation tax revenues,
and that it report the findings of this review to the Legislature by Octo-
ber 1, 1984,

= Probably the single most difficult state revenue source to predict accu-
- rately is the bank and corporation tax. This is due to a variety of factors,
- including the inherent volatility of corporate profits, the complex prepay-
ment patterns which firms use to remit funds to the state; the lengthy time
lags before actual data on corporate profits become available, and recent
federal law changes which have distorted the historical relationships
between U.S. and California profits.

In forecasting California taxable profits, the Department of Finance
_utilizes several approaches. The first approach is to survey California’s
corporations to determine their profits in the most recent calendar year—
in this case the 1983 calendar year. This is done because actual data on
California profits in 1983 will not be available until later in 1984, when tax
return data are available. The second approach involves the use of statisti-
cal multiple regression relationships between the past behavior of Califor-
nia profits and certain economic variables such as national corporate prof-
its, state personal income and state taxable sales. These relationships are
then applied to the forecast for these variables in order to project taxable
profits in 1983, 1984, and 1985. Because each of these two procedures gives
a different estimate of corporate profits for 1983, the department has to
reconcile the two results and decide upon a single figure. It then uses the
regression-based results to predict profits for 1984 and 1985, working from
the 1983 figures selected as a base.

We believe that the department needs to: conduct a thorough review of
the procedures it uses to forecast the bank and corporation tax. There are
several reasons why this should be done. .

o First, the profit survey approach needs to be thoroughly evaluated in
order to assess its usefulness and to identify how it ‘might be improved.
During the past several years, a number of problems regarding the
sample have come to light. Although the department has gotten a -
relatively good response rate, the coverage of the survey is too small
to provide a reliable measure of corporate profits in California. More-
over, the department has never “tracked” the actual profit perform-
ance of responding companies in order to determine how accurate

-the predictions of these companies are. Our review indicates that the
survey responses need to be “validated.” The department also needs
to reevaluate the manner in which it conducts the survey, giving
special attention to how firms are selected for the sample, and how
much weight should be given to different categories of firms by indus-
try type and firm size. The department may find that there are ways
to improve the survey and its usefulness in forecasting revenue; or
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alternatively, that the resources spent conductlng the survey could be -
better utilized in other ways.. e

o Second, the department has found that the data on Cahforma proﬂts
published by the Franchise Tax Board (FTB) are not always consist-
ent with the level of profits implied by the actual bank and corpora-
tion tax collections. This is a potentially serious problem, because the

FTB profits data provide the historical data used in the department’s
forecasting equations. If the data are wrong, then the resulting profits
forecasts also will be wrong. In our judgment, the department needs
to determine whether steps can be taken to reconclle these two types
of data.

o Third, the relatlonshrp between U.S. proﬁts and California profits has
changed in recent years, due to the federal tax law changes cited
earlier. Because the level of national profits is an important variable
used in forecasting California profits (especially in light of unitary
taxation), the department needs to review and restructure its state-
national profits equations.

We believe that the department’s review of its bank and corporation tax
forecasting methodology should be conducted as’a part of its normal fiscal
forecasting respon51b111t1es, utilizing existing resources. Accordingly, we
recommend adoption of the following supplemental report language:

“The Department of Finance shall conduct areview of the methodology
it uses to project bank and corporation tax revenues and report its
~ findings to the Legislature by October 1, 1984. This review shall include
(1) an analysis of the department’s annual corporate. profits survey,
including its statistical reliability, steps which can be taken to improve
the survey, and whether the costs of conducting the survey are justified,
(2) an analysis and reconciliation of the differences between the profit
data collected by the Franchise Tax Board and the profit data implied
by actual cash revenue collections, and (3) an analysis of how the histori-
cal relationship between national and state profits has changed due to
federal law changes, and how this change can best be mcorporated into
the department s revenue estimating models.” '

COURT RUI.INGS OVERTURN STATE BUDGET DECISIONS

" What is the Impact of Recent C’ourt Ru]mgs on PoIIc y and F undmg Deci-
sions Made by the Legws]ature’

A number of major court decisions 1ssued since leglslatxve actlon on. the
1983 Budget Act was completed have had an adverse impact on the
budget. These court decisions, and others. like them in previous years,
have two important implications for legislative ,control and priority set-
ting. First, these decisions highlight the difficulties that the Legislature has
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" in setting priorities through the budget and making these priorities stick
during the course of the fiscal year. Second, these decisions make it dif-
ficult—sometimes very d1ff1cult—for the Legislature to control overall
Vstate expenditures.

The two problems tend to reinforce each other. To the extent the courts
do not. allow the Legislature to cut what it considers. to' be low-priority
- expenditures, the Legislature may:-have to reduce hlgher pnonty expendi-
tures or, in some cases, raise taxes.

Recent Couri Decisions Have Increased State Costs -

Our review indicates that court decisions handed down since legislative
action on the 1983 Budget Act was completed have increased General
Fund costs by $42.1 million in 1983-84, and will further increase General
Fund costs by $64.1 million in 1984-85. Table 91 dlsplays the impact of
_ these demsmns

Table 91

Increased General Fund Costs
Due to Court Decisions and Settlements
1983-84 and 1984-85
{in millions)

1983-84 19684-85

I Medi-Cal
1. Committee to Defend Reproductive Hngts V Rank-—payment for
abortions ; $15.7 -
9. Beltran v. Myers—property transfers .....: v, 4 $7.6
3. Lynch v. Rank-effect of Social Security increases ... 15 13
4, Lopez v. Hecldler—disability determmatlons on eligibility 07 _43
" Subtotal, Medi-Cal........ : $200 ¢ $13.2
I Welfare ’ :
1. Lopez v. Heckler—SSI/ SSP dxsablhty determmatlon ......................... . $08 $4.2
) 2 Wright v. Woods-AFDC retroactive supplemental benefits ... _ 204
3. Wood v. Woods—AFDC stepparent income - 79
-4, Zapata v. Woods—AFDC eligibility to children on SSI/SSP .58 13
5. Miller v.- Deukmejian—-AFDC emergency regulations ... 42 -
6. Community Services for the Disabled v. Woods——IHSS protective
supervision by housemates : _ 88 16.6
7. Angus v. Woods—AFDC collection of overpayments ... S 05
Subtotal, Welfare ; g — $19.6 $50.9
I Judicial ‘ : :
1. Olson v. Cory—interest on Judges back pay -$05 =
Totals ... ; . $42.1 $64.1

Excluded from the figures in Table 91 are the costs of those decisions
~which (1) find the state liable for personal injuries or property damage;
- (2) award attorney fees; (3) became final prior to July 1, 1983, even though
these decmons also resulted in ongoing General Fund costs; (4) are under
appeal; or (5) result in costs the magnitude of whlch is unknown (although
vposmbly substantial).

" Medi-Cal. The program area most affected by court decisions dur-
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ing the current year is Medi-Cal. A series of court decisions will increase
General Fund costs under the Medi-Cal program by $22.0 million in 1983
84, and by $13.2 million in 1984-85.

These decisions (1) required the state to fund abortions for Medi-Cal
recipients, despite limitations on these expenditures adopted by the Legis-
lature in the 1983 Budget Act (Committee v. Rank); (2) ordered the state
to reimburse Medi-Cal recipients who were penalized for transferring
property to other individuals in order to qualify for Medi-Cal (Beltran v.
Myers); (3) required:the state to identify individuals disqualified from
SSI/SSP because of social security benefit increases, and notify them that
they may continue to be eligible for Medi-Cal benefits (Lynch v. Rank).

The court’s decision in the Lopez v. Heckler case has increased General
Fund costs under both the SSI/SSP program and Medi-Cal. This ruling
prohibited the federal government from discontinuing payments to SSI/
SSP recipients as a result of changes in disability criteria used in the
program. Because SSI/SSP recipients are automatically eligible for Medi-
Cal, the ruling also restores Medi-Cal benefits for these individuals. The
decision will increase General Fund costs for both programs by a total of
$1.5 million in 1983-84 and $8.5 million in 1984-85.

Welfare. Six other decisions affecting the AFDC, SSI/SSP, and In-
Home Supportive Services programs will increase General Fund costs by
$18.8 million in the current year and by $46.7 million in the budget year.
In these cases, the courts (1) required the state to reimburse certain
AFDC recipients denied supplemental payments between 1976 and 1981
(Wright v. Woods); (2) prohibited the state from automatically including
* stepparent income as part of the welfare family’s income, without regard
to other factors, in determining eligibility ( Wood v. Woods): (3) required
the state to provide AFDC benefits to needy parents or other relatives
who are caring for children receiving SSI/SSP payments (Zapata v.
Woods); (4) delayed implementation of emergency regulations affecting
the beginning date for AFDC payments (Miller v. Deukmejian); (5) re-
quired the state to pay housemates for protective supervision they provide
to aged, blind, or disabled individuals, regardless of their relationship to
the individuals (Community Services for the Disabled v. Woods); and (6)
required the state to consider the financial circumstances of AFDC recipi-
ents when reducing grants in order to collect previous overpayments. The-
decision further required the state to pay retroactive benefits to persons
whose payments were reduced between 1977 and 1981 (Angus v. Woods ).

Judicial. On December 30, 1983, the state Supreme Court ordered
the state to pay judges elected before 1980, interest on the back pay they
were awarded by the 1980 Olson v. Cory decision. (Chapter 1183, Statutes
of 1976, limited judges’ annual cost-of-living increases to 5 percent. The
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1980 decision declared Chapter 1183 unconstitutional, and ordered the
state to pay those judges back wages.)

Court Declslons Reduce the Legislature’s Control Over State Spending

In summary, court rulings can have a significant effect on the policy and
funding decisions made by the Legislature. As we indicated in last year’s
Perspectives and Issues (p. 203), decisions handed down after enactment
of the 1982 Budget Bill imposed a net cost of $431.1 million on the General
Fund in 1982-83. The second-year effect of many of those cases, plus the
decisions handed down after the-1983 Budget Act was chaptered, have
increased 1983-84 expenditures by an estimated $98 million. Clearly, these
decisions not only reduce the Legislature’s control over state spending but
constrain its ability to achieve its priorities in the budget process.

Ph,

. lectronic yposition by
CALIFORNIA OFFICE OF STATE PRINTING

T1959—609 - 284 2500 LDA




	State Finances in 1984
	Perspectives on the 1984-85 Budget
	Expenditures in 1984-85
	Revenues
	State and Local Borrowing
	The State's Workforce

	Major Fiscal Issues Facing the Legislature
	Revenue Issues
	TAX EXPENDITURES
	THE LEVEL OF TAXATION IN CALIFORNIA

	Expenditure Issues
	COST-OF-LIVING ADJUSTMENTS (COLAs)
	STATE WORKFORCE REDUCTION PROPOSAL
	THE RESERVE FOR ECONOMIC UNCERTAINTIES
	PROPOSED STATE PROGRAM REALIGNMENTS
	FUNDING BENEFITS FOR STATE RETIREMENT
	HAZARDOUS SUBSTANCES CONTROL PROGRAMS

	Local Government Finance Issues
	FINANCING LOCAL GOVERNMENTS
	TRIAL COURT COSTS
	FUNDING FOR STATE-MANDATED LOCAL PROGRAMS
	FINANCING COMMUNITY REDEVELOPMENT PROJECTS
	THE SUPPLEMENTAL PROPERTY TAX

	Legislative Control of the Budget
	COLLECTIVE BARGAINING FOR STATE EMPLOYEES
	THE NEED FOR BETTER BUDGET INFORMATION
	COURT RULINGS OVERTURN STATE BUDGET DECISIONS





