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INTRODUCTION

The purpose of this document is to assist the Legislature in setting its
priorities and reflecting these priorities in the 1989 Budget Act. It seeks
to accomplish this by (1) providing perspectives on the state's fiscal
condition and the budget proposed by the Governor for 1989-90 and (2)
identifying some of the major issues now facing the Legislature. Many of
these issues are long-range in nature. Even in these cases, however,
legislative action during 1989 is warranted since the Legislature generally
will have a wider range of options for addressing these issues now than it
will have in subsequent years. As such, this document is intended to
complement the Analysis of the 1989-90 Budget Bill, which contains our
traditional item-by-item review of the Governor's Budget.

The Analysis continues to report the results of our detailed examina
tion of all programs and activities funded in the Governor's Budget. In
contrast, this document presents an analytical overview of the state's
fiscal condition. The recommendations included herein generally cut
across program or agency lines and do not necessarily fall under the
jurisdiction of a single fiscal subcommittee.

The 1989-90 Budget: Perspectives and Issues is divided into four parts.

Part One, "State Fiscal Picture" provides an overall perspective on the
fiscal dilemma the Legislature faces in the coming year.

Part Two, "Perspectives on the 1989-90 Budget: Expenditures" pre
sents data on the state's spending plan, focusing on proposed General
Fund and special fund expenditures. It describes how the budget differs
from the current year, and highlights major program changes and
expenditures not recognized in the budget.

Part Three, "Perspectives on the 1989-90 Budget: Revenues" describes
the state's major funding sources and evaluates the administration's
economic and revenue forecasts.

Part Four, "Major Issues Facing the Legislature," discusses significant
issues that we have identified in reviewing the state's current fiscal
condition and the Governor's Budget for 1989-90. Wherever possible, our
analysis identifies options that the Legislature may wish to consider in
addressing these issues. The issues in this part fall into five general
categories: (1) issues pertaining to growth (such as, state options for
better accommodating growth, waste management, and the state's
appropriations limit); (2) matters relating to infrastructure and capital
spending (for instance, state bonded debt, prison capacity, and asbestos
abatement); (3) crosscutting programs (such as state child care programs
and immigration reform); (4) specific program reviews (for example,
insurance reform, the state's mental health system, and out-of-home
placement ofjuvenile offenders); and (5) public employee issues (such as
retiree cost-of-living adjustments and state annuitant health care) .





Part 1

I:.

m

.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:':[1.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:.:·:·:·:·:·:·:·:·:·:·:·:·:·:·:·:·:·:!:tz.z .:.z.:.:.:.:.:·:·:·:·:·:·:·:·:·:·:·:·:·:·z

State ~iscal Ftieture
ill ill

In beginning its work on the state budget for 1989-90, the Legislature
faces the most adverse set of fiscal circumstances it has faced since the
J:.~£~_~,~!~,::ii[I~§,!:§g;~Th~·si:at~;s·budgetE~~~IY~•.·..!I~~··.b~en·. c()rp.pl~telr
deplet~d, and at this point a deficit in the current-year's budget appears
Iikely:Based on the state's current levels of service, expenditure require
ments for 1989-90 will exceed projected revenue growth by at least $500
million, and the full restoration of the state's reserve fund would require
another $1.1 billion. This fiscal situation has come about despite the
cont!J:!lleg str~ngth of theCalifomia ..econorn.y. .~~

This set of adverse fiscal circumstances also comes at a time when state
government faces a number of formidable challenges, such as the need to
provide for the anticipated growth in the state's population. The state's
success in addressing these issues will have a substantial~ffect. on the
health of the CaliforIlia e£oJ1oIllY and the. qua!ity'9{hidtizens' live'sirl'
1nttco~~~i.~~~~~4~~; .. ,,>0. .• '" -.' • .•• ....' . .'

In this part, we briefly review the challenges facing the Legislature and
the state. We review the state's fiscal condition, the major areas where
demand for state services is outstripping its ability to provide them, and
the extent to which the state's existing revenue base is capable of
supporting the delivery of existing and additional state services. Finally,
we provide a brief examination of the strategies proposed in the
Governor's Budget for resolving the state's fiscal dilemma.
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Fiscal Dilemma Facing the Legislature

Overview of the GeneralFundCondition,

Chart 1 provides information on annual General Fund revenues,
expenditures and the Special Fund for Economic Uncertainties (SFEU)
from 1985-86 through the budget year. Table 1 presents the same
information in greater detail. (In both cases, the numbers are based on
traditional state accounting practices, and do not reflect accounting
changes contained .in the GovernOr'S Budget. )

Chart 1

Comparison of General Fund Revenues, Expenditures
and the Special Fund for Economic Uncertainties (SFEU)
1985-86 through 1989-90 (in billions)

$40

• Revenues

o Expenditures

1.2

0.8

0.4

o

-0.4
85-86 86-87 87-88 89-90

(est.)

~SFEU

[D Tax Rebate

II Deficit

The chart shows that General FUIld r~venues have exce,e,ded. e~pencli~
tW:~S.,iIl9JlJy. gne.9f.the-'last fOJlryears.-i;t-thatcase:1iowevei;lne excess'
~fI986-87 revenues~ove;exPe'udit~;eswas returned to state taxpayers as
a tax rebate, under the provisions of the state's constitutional limit .on
appropriations. In 1987-88, a significant shortfall in state income tax
receipts late in the year wiped out the state's reservefund, and ultimately
resulted in a deficit. Projections· for the current year indicate that
revenues will be essentially equal to the level of estimated expenditures.
Unless additional savings or revenues materialize, the state will not have
enough money to payoff last year's deficit. As a result, it app~ars'likely
that the state will end 1988-89 in deficit as well.
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Est.
1989-90 c

-$83
38,877
38,010

$784
(30)

(754)

-$126

Est.
1988-89c

-$83
36,002
36,002

-$83
(43)

-$200

Actual
1987-88

$680
32,579
33,342

-$83
(117)

Table 1
General Fund Revenues. Expenditures and the Special Fund

for Economic Uncertainties (SFEU) B.b

1985-86 through 1989-90
(dollars in millions)

Actual ActuoJ
1985-86 1986-87
$i,448 $710
28,227 32,535
28,988 31,482

$686$1,764
(243) . (190)
(443) (478)

(1,096)

Prior'year resources .
Revenues·: ;.. : ..
Expenditures .

General Fund balance ..
Continuing appropriations .
SFEU .
Tax rebate .

Deficit .

a Source: State Controller. Data for 1986-87 lUld 1987-88 reflect a!ijustments to highlight funding provided
for tax rebates. . .

b Detail may not add to totills'due to rounding.
c Source: Governor's Budget. Data reflect adjustments to exclude effect ofaccounting changes and to

reflect continuing appropriations. Data do not reflect administration's anticipated savings from
cancellation of encumbrances ($80 million).

Based on the projected le~els of revenues and expenditures for 1989-90
contained in the Governo~'s Budg~t, we ~sii.mate that the Governor's
proposed spending program would/eave the Genera/Fund with approx
imately $750 miJlionin theSFEU. Theseffinds would be retained as
protection:-;gainst unlUltl"'ciPitecrdeclines!ri General Fund revenues
(such as happened in 1987-88) and unforeseen increases in expenditures.

Revenue Shortfall Leads to Budget Deficits

Table 2 summarizes the changes in the condition of the General Fund
that have taken place in the last year.

January
1988

(Proj.) b

$962
36,249
36,101
$1,110-$1,045

Table 2
Change in General Fund Condition

1987-88 and 1988-89 B

(dollars in millions)

1987-88 GeneralFund Condition 1988-89 General Fund Condition
Januarlj .January EffeCt on

1988 1989 1987-88
(Est.) b (Actual) C Balance

$626 $680 $54
33,678 32,579 ~1,099

33,343 33,342

$962 -$83

Beginning resources .. , .
Revenues and transfers ..

.Expenditures .

General Fund balance .

a Detail may not add to totals due to rounding.
bSource: 1988-89 Governor'sBudget.
c·BaSed on ~ormatic:m provided by State Controller's Office.
d l3ased on information provided by State Controller's Office and 1989-90 Governor's Budget.

1987-88.· As shown in the table, last year's Governor's Budget antid
pated thatthe state would close 1987-88 with a $962 million General Fund
ballUlce. Shortly after the Legislature began its deliberations on the
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budget proposed for 1988-89,.however," a dramatic shortfall' in personal
and corporate income tax revenues occurred. This shprtfall,whi9ht9t:ll~g.
'J1J,_J?J!ll9nL~Rrim~!ibr,,J.:~Jl~,ct~diJQ'Y~r~11;l,lJ.9;~P.J'siE~tg(;lcJ¢Y~1~"i.()f..capital
,g~,t!!,~!p.S2m¥"r,~~~z,~gJ~K~t:lt~J~~p~y~r~.Foods which had been a.ppi-o
,pHated; to 'the SFEU were' redireCted to cover the shortfall, and' several
actions were taken by the administration to reduce or delay expenditures.
It was anticipated, that these actions would leave the state with a small
amount of funds remaining in the SFEU'at year's end;

When the state's books for 1987-88 were closed by the State C<mtroller,
however, it turned out that the,se adi~ns had notbeen sufficient to avert
a smalldeflcit. Based on the state's traditional method of accounting, the
Controller has reported that' fhe, state ended W87-88 with a $343 million
deficit. This, deficit consists of two parts. First, the Controller indicated
that cash 'outlays, and expenditure COmmitments exceeded available
re~ources by $83 million. Second, the, ContJ.:oller "reported that $260
million of, appropriations were still a,vailable 'for expenditure, at year's
end, The reduced figure of $117 million shown in Table.1 reflects our
estimate of the l!!!!2.t:lllt of those·;pp;~priat!9.J}~whish.are likely tob~
_,~ ...,..~~""""~= ~,,;.~..... ., ·_-··'""-'-·.'-,~_"",~i _· '"_ .• 'v_'_ ",," .-_.. _,_•.._,,,,.'""~;"_='''' __ '"'0''''''' .. ' ,.- , " .., ·"~_.,,,.~.. >,,,._c!.,.,,~.,_'c,_;~.,F~ •• ,,~_.,,,,,,,,.~,.~,,,,,,, ,,-.,.,,",.~

se~~~t.

1988-89. Table 2 also shows that last year'sbq.dget anticipated thatthe
current fiscal, year would end with a General Fund balance of about $1.1
billion, Although the cq.rrent projections of state revenues, and expendi
turesare similar to those ofa year ago,our currentestimates indicate that
a second deficit is now likely. This is J?riffi~ril),cl~et,othel?ss of the
c~ITY9yerXe~9~!£e~"~tigiB~te,d.ip.la,st,,,ye,ar..,~.~~dg~t~&~h,',~s'ii,l~~1i()nCf(r
'~~PY~~~~!y!;l§~g,JQ',iift§~t!byl9,87;~ t:~YcYIlllEl,~~?l'i!f~: '" ," ,', " ,', " "

Averting this second"in-a~rowdeficit will be a difficult task. The
administration has taken action to cancel some outstanding contracts and
purchase orders issued in "~9~R;&8, in order to Save an estimated $80

'~~'-'

million, but our analysis ~dicates that the potential success, of this effort
is very limited. While actions which could be taken in the near future
(such~ a hiring freeze) may result in some additional savings, it is, not
likely that they will be sufficient to offset the cost ofexpected deficiency
expenditures which have not beenprovided for in the budget (such as a
$27millionregional center deficiency). Finally, the state's appr:opriations
limit and Proposition 98 reduce the prospe~tthat higher-than-expected
revenue ,collections in ,the current year. will", provide, the necessary
cushioll. Because the administratiqn .calculates that the state is only $134
million below the limit for 1988-89, the state could retain only ,this amount
of any additional revenue. Furthermore, about 40 percent of this amount
would have to be allocated to K-14 education under the provisions of
Proposition 98, and could not be used to help reduce the deficit.
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Budget Portrays Different Story. The Governor's Budget does not
acknowledge the deficitthat was report~d;by the Controller for 1987;88,
nor the potential fora deficit in the c;urr~ni:year. Instead,~tshows a small
amount of funds left over in the SFEU in each year. To achieve this result,
the Department of Finance reduced. the level of r~ported state spending
by $251 milliollin 1987-88 ~nd by a n~t amount of $80 million in the
current year. The department has also eliminated the traditional set-aside
for appropriated funds which haye not yet been sp~nt. The budget asserts
that these changes were necessary to. move the state towards greater
conformity with "Generally Accepted Accounting Prillciples," alld are
consistent with state laws on this subject enacted in 1984. The data
presented" in this part do not :reflect the department's adjustments, so that
the Legislaturecanevahi!tte thestate's fiscal conditionas reflected by the
traditional basis of accounting~ In our judgment, this. method.gives the
Legislature a·,m()r~J!£gllm!~.P~£tl+r~.()f fll!1<ls availl!ble fOJ.:,apprOPrla!iq:n..
We also note that t~,,()fftc;,!fl!re,£()r<ls()fthestate prepared~bXlb~..~tf!lE:l ".
Q9RJr()U~r,,)yiJl ..r~!1~£tfp:nq~t.!nJh!~ ma~mer. rather than :the=.metl:lQd
p:r:()p()§~c:,l1?y, the~~~,~,tr~§()~.

Budget Year Promises Hard Choices

The'Governor's Budget proposes that $870million of the projected $2.9
billion increase in General Fund revenues be used to restore the state's
reserve fund. This policy choice leaves $2 billion to fund expenditure
increases, which is well below the amount needed to fund normal
program' growth and maintain the· current level of state services. As
discussed in more detail in Part Two of this document, we estimate that
approximately $4.5 billion in resources would be needed to accommodate
the normal growth in state expenditures, and to restore the reserve to the
3~percent leveL Thus, the Legislature faces aU.t?::J2@.Q.!l:fur!£!!!1ILg~P.!!~

it b~,gin~.it.sQ~ljberations.on the. state's budgelfur.J9a.Q.;:ltO.
.,.,,_.:;. ,' .. " ,.,-'""."' ,.,.' '~ ..- ""'"''·''''''''''_''''';7c..:.."~,,.;....,..,.,.,~"''C'''~;<''''''''''''~1''''''>1":'''''''''.'""''''••".,,, ,,,,.,,-.: ~.-..-,_'''.....,''.-' ; ", ' .. , .'W< ,"""'"

Fiscal Pressures Increased by Additional Program· Demands. In
addition to the gap in normalfunding requirements,the Legislature faces
demands for increased· state funding in a variety· of program areas. In
many cases these demands reflect requests for additionaHundS'to offset
declines in servicelevels that have been occurring over the past several
years. In·other cases, they simply reflect requests for funding to provide
existing levels of service to an expanding population. More specifically:

• State and local health care programs for indigents have been unable
to. meet the demand for these services in rycertt years, and the. idea
of providing some. forni of insurallce coverage is receiving. greater
attention.
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• Prison inmate populations are expanding faster than the state's
. ability to house them, and current estimates indiCate that artother
$1.6 billion will be needed to build additional prisons in the next five
years.

• Higher education enrollments are increasing and new campuses and
facilities are being sought to accommodate the additional students.

• State transportation funds are nowhere near the level needed to
cover the projected expenditures outlined in the state's plan for
transportation improvements.

While some of these demands may be addressed by the provision of
additional bond act authority or from sources other than the state's
General· Fund, these mechanisms still would have an impact on the
General Fund. Bond authorizations must ultimately be paid for by the
General Fund in the form of debt service on the bond issues. Also, other
potential funding sources, such as increased gasoline taxes, would be
subject to the state's appropriations limit and require compensating
reductions in General Fund appropriations for other programs.

State Bud9ttt Has a Structural Problem

As noted above, t~'!!'~!P-~~~J:2!,,;y,~t~!!t.f'!!Hlingjy£!~,~~~,~~£l:)~~}~~
aII!oqnJ,Qf ~flJll!'{L,,,_,.1J1,,j~,d~M~gQl~,,,tQ,,R~~£Q~,,,tl};~H1" This imbalance
between funding demands and revenues is largely the result of policy
decisions made in past years. For example, today's rapidly increasingcost

. of building and staffing state correctional facilities is the result of
decisions made several years ago to impose longer sentences as punish
ment for criminal activities. The budget's growth also reflects the growth
of entitlement programs such as Aid to falllilies with Dependent
Children (AFDC), Supplemental Security IncomelState Supplementary
Program (SSl/SSP) and Medi-Cal. Because of statutory requirements,
t!t~~~J?,!~<?~~.s.ar~.!!g,t~UQi~£!'.tQJ£lg~y~£~n,tr.,QJ1!l,1h!i.12J!:.c!glitrlXg£ii~·
The adoption of Proposition 98 by the voters in November places another
40 percent of the budget "off-limits" to legislative control of its funding
level.

By our estimates, almost 70 percent of the state's General Fund budget
iscoIltr()lleci Qy. PQijci~rRli£~]p3tifiif~:()fJ1i~1t~t:~l::onstitUtioii:- AS-a
-resUlt;'there 'is 'onlyabo~t 30·percent of the b~dget'tha(iJle--LegiSlature
can influence \\'itholJtsl1l).Ilge~.to.e~stingla\V. Further,' the .B~ogram~

~hi~.,~~~ti,~~.~~~~t(LR~i~iit9£i!i~]?Y.g;g~t..M~e~i.IiUY~.oidiig
£~,t~I,!~~_~~~.~~~~_soIls!i!Y1i,gJl!!l~RRmprjations,Jirnit,~thet:ehy_~~g
t<:>.Jb~.fi~p~_.Rr,esS,ut~~pll;lced"Ql;J,.....th~ ..·re.mainder,.,.Q£,the~.bll.d.g~t.

The portion sJ!.bt~~t to legislative control in the budget process includes
state funding for h!g!i~,L,~9,q2,!i1i,on, ~.~~!i£-health, m~ntal health and
cl~veIQPmentmWsl}bilit::y.programs,n~~2Er£,~"pr()grams,and a variety of
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S99ials~ryices I>r()~rams. While these programs enjoy little statutory
protection, they also'i-E;flect policy choices made in the past. The sta,te has,
however, used its control ove17 these pl7Ogr,ams in past years to help
balance the budget. By refusing to grant many of these programs
additional spending authority to compensate for caseload growth and
inflation, the state has required that fewer persons _be served, tha,i: those
served receive a lower level of service, or that new funding sources be
found to support the programs.

While many state laws have been changed over the past 10 years to
directly or _indirectly require automatic program eJ'penditure increases,
the state's revenue base has not been altered to support these changes. In
fact, largely .because -of voter-approved initiatives, the~at~~~e
ba~e. h3:s~!£tJ.!i!!lY!?eeJlreQ:y:£~(tFor example, voter-approved initiatives
aholishedthe state's inheritance and gift tax, and requiredthe adjustment
of the personal income tax to compensate for inflation. Largely because
of the "indexing" of the personal income tax, t.h~,§t.aJe)IeYe.I).lleJ:>ll..s,e.mll

:no longergrqw.at.a rate~ig:nific~tlyfaster tha,:n the. ra,te ()f@;?~t:hjIl.~~e

eS()!1():my~

The situation faced by the Legislature in preparingthe blidgef'for
1989-90 is more complicated than in prior yeats because it ~illnotbe
p().s~rble._to bala!J.ce~..lhe~..hudge.t. by .§jJ:p,ply' ,'Jreezip.g': .• ·:sP~P:gj!}-g-~on
'~~6nb:".oll.ii.b.le::,=p.r_Qgr~~~ This is because existing expenditure commit
merits for the so-called "uncontrollable" programs exce.e~ the growth in
revenUe. Thus, the Legislature has essentiallY~flir~:~j)i.JH()ns;.First,it can
make significant reductions in the level ofexP~Il.~:lii:ures·;equestedfor
those.l?J:"()~E~S,.. $1J..Pje.<;tt~.,,~g:Q,tr.Q!in the budget procElss. Second, it can
make ~t~mtm"Y £l}an.ges ..J>J:".. .R~!~lle ..• £QIlstitlltionalchanges to "permit
reductions in the 70PerG~PJof~l'p.eJldjtUl7esnot subjecttocontrol in the
budget p~ocess. Third, the Legislature .can pursue the statutorY and
constitutional changes which woUld be necessary to accommodate a
hi~l}er ley~l()f state" revenues. '.

,... -.-··'-<·"-'"···'·'I'''''';::i':'':::'''~'''_''' ..-

Governor's Approach to Balancing the Budget

The Governor's Budget reflects one strategy that is available to the
Legislature for resolving its fiscal dilemma. This strategy, however',~E.Jf~

not.reflect a lqDg~te:rm .SOhlti0n. to. the structural budget problem facing
thesi~i~.·R~ther,the prop'osedbudgetreflects a ~b()J:t-~erJl.l:I>er~I>eCI:tye,
relying oil .one-time savings, deferrals ofcostS""to future "years""~~d
short-term funding shifts to achieveits results~ Further, the budget makes
little attempt to address policy challenges facing the state which willhave
a significant affect on the future of the stat~'seconomy.This section
examines in more detail th~ key elements of the administration's
budget~balancingstrategy.
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£~f£!!flJf,;,tlt"$..!I!!/tIi¥Cd2~t~.l-$349 million). The budget includes several
proposals which would defer existing General Fund costs to future years,
therebyi:rlcp:~a~ingJhEl ..~tr1.lSrnr.l:l1~IrlBWaJ].R~ that will have to be reckoned
with lat~r:'fh~s~' p;~p~~;J~'-i~~I~d~':-" .<~,,,, ..~ .

• STRS COLA Funding (-$164 million). The Governor proposes to
place in statute a guaranteed annual increase in benefits for retired
teachers.In 1989-90, the cost of this benefit would be paid outofState
Teachers' Retirement Fund assets, but it would subsequently be paid
for by the state's General Fund. The annual state costs of this
proposal, once fully phased in, would amount to approximately $400
million in today'sdollars.

• UC Pension Costs (-$68 million). The state traditionally funds the
employer's share of retirement costs for the University of California.
The budget proposes to pay the state's 1989-90 contribution with
accrued interest, over a 30-year period beginning in. 1990-91.

• Debt Service (-$47 million). The budge~estimates of state costs for
debt service on General Obligation bonds reflect the administration's
assumption that the level ofbond sales can beconstrained below the
level anticipated by the Treasurer's O(fice.. The budget displays
indicate a total volume ofbond sales equal to~g.g pillion over th~
next. 18mollths, but. the budget actually provides -enoughf~~g'to'
';;Ippo~toiliY·~i.6l>!llioninsale.s. This slow~0\¥Il ~educes budget-year
debt-service c~st;bY"app;~~atelY.·$1riliillioij.)

• Other deferrals (-$70 million). Th;;e""'iiicliid'e'the administration's
plan to delay one Medi-Cal ch~ck.write from next June to next Jilly,

~";';"~'i\1'~~~';4...~,~·~·a'·_·";C"'~""";';';o'ici.:: ..,'" " .. .

and to slow down'the occupancy of new state~0:J;"re.9ti,9Ilalf~9.iliJ:iesin
"':.. ' .. ~:-: ....."",~, .......~ ....,-·_.,~"""";t,W1-'~" .•..":·,~:;",cc,~~",,,,.;:.~.~'·"':'·:·"':"'.:;':"l>;;.!:1

order to save on budget-year staffing Costs. .

RedirectProposition 99 Revenues to Pay State Costs (-$296million).
The new cigarette and tobacco products sJlrtaximposed by Proposition 99
isexpeeted to support about$1QOmillion'worth of eXPElnditures .inthe
budget year. Despite language contained in the measure, the adIninis
tration proposes to use a portion of these funds to replace existing stat~
General Fund support for the Medically Indigent Services program. In
addition, the administration proposes to use these monies to <.)over growth
iJl··Mental.!!~!!!PdJ?l!R.lj£_]Utl!1tb,~and"c~J;:t!!ID,gtP:~t,E!pg,r~f'Traditibn
ally, these costs are borne by the General Fund.

Lower Reserve Funding Level (-$230 million). The state's' reserve
fund is proposed to be funded at $870 milli~J1, or $230 IIlillion less than. the
3-percent-of-expenditures level ~se(nn';e~e'"ntyears as the state's funding
goal.

Reductions in Services (...-.f$543. million). The budget proposes to
provide reduced levels of services in a variety of areas. This occurs due. to
the proposed suspension of statutory cost-of-living·adjustments for spec-



14

med programs, and due to the reductions or outright elimination of
funding for other programs. TheIIlost.significant of these include: .

• Suspension of Statutory COLAs (--$272 million). A one-year
suspension of statutory cost-of-living adjustments for AFDC; SSI/SSP,
and certain health programs is proposed for 1989~90. .

• Medi-CalProgram Changes (-$63 million). A new drug cost
containment program, and new procedures· to curb claims for
services provided to persons eligible for both Medicare .,. and· Medi
Cal, are expected to reduce utilization ofthis program.

• Family Planning (--$36 million). The budgElt'proposes to eliminate
all state support for family planning programs.

• Greater Avenues to Independence (GAIN) (~$41 million). The
adIIlinistration plans to lirilit the planned expansion of the GAIN
program and cutback on services offered.

• State Mandates (-'-$42 million). The budget proposes to repeal 27
state mandates, ranging from funding absentee ballot costs to filing
missing' persons reports.

• In-Home Supportive Services (-$64 million). LimIts on provider
reimbursement rates and th~ number of hours of service Pl'ovided
are expected to freeie state costs atthe current-year leve!.

Shifting Costs to .Counties (-$137 million). The budget includes two
proposals which will, at least in part, resUlt in a shiftofprogram costs to
county governments. For example, the bu~getproposes a $100 million

'" .,. ' ..... ' " ,~..
reduction in General Fund SUPP9rt for the Medically Indigent Services
program, and states that State Legalization Impact Assistance Grants
(SLIAG) monies will be available to counties to replace these funds.
Because of differences in the popUlations served by these programs, and
the difficUlties cOuIlties are expected to have in cll:l.iming tp.e SL!AG
funds, this proposal is likely to result in ,a .higher fuildingburden, for
coUnties (or a reduction of 'services); The'budget also proposes that'the
$:37 million share of state support for county juvenile justice system.sbe
e1tiiirnated,so thattounties will have to pay nearly all oftheseco,~ts.

In suIllmary, the Governor's Budget addresses the gap between
available resources and .program deman~s. bY"(I) suspending statutory
COLAs for one year in health and welfare programs, (2).r~ducing or
eliminating state programs, primaiiIyin the 'health area, (3) providing a
smaller reser\Te, and (4)' relying on'other ,one-fun:esavingsorcost
deferrals. The structural imbalance in the budget is yet to be addressed.

Conclusion

Clearly, the state must begin to 'addressthe budget's structural problem
now; It may-not be possible to resolve fully the dilemma in the coming'
year, as some changes may require a phase-in period and others may
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require voter approval. We recom~end, however, that th,e Le&islature
take a lOQger-term viEl.w ofthe state'sn~-eds-~~CTr·eso~rces,}ij·th,esoIIliIlg
b,lldget.d~j;i!t~:-·~9thaLtb.e liltill;.a:te •. c'onseqii~iicesorthe-. sh~~t~te~m
'a9tiQIlS thatm~y be necessary can be considered ill thecontext of how the
~~r'llst.!!!1l.tprQPl~IIl m:iY1,11timately,be resolved.





Part 2

Perspectives on the 1989-90 Budget:

Expenditures
This part provides an overview of the spending plan proposed in the

Governor's Budget. It discusses the level of proposed expenditures and
the factors which determine this level, the major components of the
budget, the priorities reflected in the budget, and the major program
changes proposed in the budget. It also identifies some potential state
expenditures that are not funded in the budget, and describes the
administration's plans for the implementation of two major initiatives
approved by the voters in November. The major findings of this section
include:

• General Fund expenditure growth for the budget year is restrained
to 5.8 percent by the proposed allocation of $870 million-almost 30
pet9~!!! ofthe projected General Fund revenue growth'totne
S~esill1 ..~~rl~·foi:C"~s()F()J:riis· ••{]"nce~f~§ii~s;-'c,",-,,~._, ...,~~~.._,.~."w. "',.~~=--

• the -Gen~ra(Ftiild~~st of 'iniilntiririillgcurrent levels of service,
including the restoration of the reserve to the 3-percent level, would
amount to $4.5 billion in 1989-90. Because General Fund revenues
are expected to total $2.9 billion, this leaves a$t6l>illioll funding~~p.

• Of the net $2.1 billion expenditure growth p~oVidedintne'''15iiQget~-~

$l~.b,iJJiQ:n is for workload growth, $~Q0million is for cost-of-living
adjus"~';~ts (including salary incre~s~s):-'a;dl6()() IllilliQJJ.!s J~ro~
Y!d~q __£or~all ..oJheI:.exp!;ll!Q!t»r_~_m~r~~~~rprimariIy-th~·-s~~o~d:year
costs of implementing the trial court funding program and Proposi
tion 98. These costs are partially offset by baseline reductions totaling
$700 million.
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• Special fund expenditure growth of 13.9 percent in the current year
and 7.4 percent in the budget year is distorted by two special factors.
First, the expenditure of Proposition 99 tax revenues increases the
current- and budget-year spending totals. Second, the anticipated
expenditure of $1.6 billion in bond funds approved for school
facilities is shown in the budget as. a special fund expenditure in the
current and budget years.
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Expenditures in 1989-90

TOTAL STATE SPENDING PLAN

The Governor's Budget for ·1989-90 proposes total expenditures of $87
billion. This amount represents a 5.2 percent increase over last year's total
spending plan and includes:

• $38 billion in expendituresfrom the General Fund, which represents
an increase of 5.8 percent over 1988-89;

• $8 billion In expenditures from speciallunds, which represents an
increase of 7.4 percent over 1988-89; ,

• $18 billion in expenditures from federal funds, which represents an
increase of 3 percent Over 1988-89; ..

• ··$20 billion from various nongovernmental costfunds, which includes
funds established for retirement, working capital, public services
enterprise, and other plJrposes; and

• $2 billion in expenditures from selected bond funds.
Chart. 1 shows the relative distribution of the $87 billion in total
.expenditures by funding source. As shown, General Fund expenditures of
$38 billion amount to almost half (44 percent) of total state expenditUres.

Chart 1

Total State Spending Plan
1989-90 TotalBudgeta

(In billiOns)

Federal Funds

Special Funds

a Detail dOlll! nOl ad!IlO.Iotal due 10 ro~ndlng.
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General Fund Expenditures

The state's General Fund receives the bulk of the state's tax revenues,
and is the most sensitive to changes in economic conditions. The budget
projects that the state,'s economy will continue to grow at a moderate
pace, so that the level ofewected revenues would permit significant
growth in the state's expenditures. The proposed increase in General
Fund expenditures of 5.8 percent, however, reflects certain other con
straints on state spending, as discussed below.

Chart 2 shows the growth trend in recent General Fund expenditures
on an annual percentage basis,90th in terms of "current dollars"
(amounts as they appear in the budget) and "real dollars" (current
dollars adjusted forthe effect of inflation since 1985). Comparing growth
rates in terms of real dollars allows expenditure g:rowth rates in different
years to be ~ompared on a common basis. . .

Chart 2

Annual Percentage Change In General Fund Expenditure.s
198~86 through 1989-90

14% ~ Current dollars

12 D 1985 dollars
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85-86 86-87 87-88 88-89 89'090
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As the chart indicates, the proposed General Fund budget for 1989-90
will be 5.8 percent greater in current dollars tpari estimated General
Fund expenditures for 1988-89. In terms of real dollars, however, the
General Fund budget is proposed to increase byorny 1.2 percent. This
compares to an increase of 2.9 percent in real terms for the·current year.
This lower rate of growth for expenditures in 1989-90 in part reflects a
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slower rate of revenue growth in·the budget year-8.3 percent compared
to lOA percent for the current year. It also reflects the administratiori's
proposal to rebuild the state's reserve"'--the Special Fund for Economic
Uncertainties-which was depleted during. 1987-88.. This proposal con
sumes 30 percent of the growth in state revenues expected for 1989-90,
and results in a lower level of funds available for expenditure growth in
state programs.

General Fund Expenditures by Function and Category

Chart 3 shows the major. components of the General Fund b,udget,by
function and by category. As usual, more than half (53 percent) of the
General Fund expenditures proposed .in the budget are for educational
programs and about one-third for health and welf~e programs (31
percent). The remaining expenditures are proposed in the areas of youth
and adult corrections (6.1 percent) , tax relief (2.3 percent), resources
(1.8 percent), and all other (6.1 percent).

Chart 3

1989-90 General Fund Expenditures
by Function and Category

Tax Relief

Health
and

Welfare

All Other

Total Expenditures
$38.0 billion

---------By Category

Ch::i'rt 3 also shows the distribution of General Fund expenditures
between state operationS"'--26 percent, and local assistance"'--74 percent.
In addition, a very small amount ($195,000)· is proposed for capital outlay
projects. The budget proposes General Fund expenditures for .state
operations of $9.8 billion in 1989-90, which is $0.8 billion, or 8.9 percent,
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greater than the level provided for this category in 1988-89. General Fund
expenditpres for local assistance are proposed at $28.2 billion in 1989-90,
which is $1.2 billion, or. 4.5 percent, greater than estimated 1988-89
expenditures. The slower rate of growth for local assistance expenditures
reflects the administration's proposals to reduce funding for a variety of
health and welfare programs.

Special Fund Expenditures

The budget proposes special fund expenditures of $8.1 billion in
1989~90, which is an increase of $558 million, or 7.4 percent, over the
current-year level. Special funds are used to allocate tax revenues (such
as gas and cigarette tax monies) for dedicated purposes. In this way, they
differ from General Fund revenues, which can be spent by the Legisla
ture for any pUrpose. Table fShows the'major components of the special
fund budget, and Chart 4 shows the relative distribution of these funds by
function and category.

Table 1
Special Fund Expenditures by Function a

1987~ through 1989-90
(dollars in millions)

Change
From 1988-89

Function
State and consumer services .
Business, transportation and housing .
Resources .
Health and welfare .
Education .
Local govemment/~ed revenues .

: All other............ .. ..
Totals.. . , ..

Actual
1987-88

$228
2,160

415
157
782

2,463
408

$6,614

Estimated
1988-89

$260
2,293

517
404

1,075
2,623

363
$7,535

Proposed
1989-90

$261
2,581

503
812
692

2,766
476

$8,093

Amount
$2

288
-14
408

~383

143
114

$558

Percent
0.8%

12.5
-2.7
101.0

-35.6
5.4

31.3
7.4%

a Detail may not add to totals due to rounding.
-

Local Government/Shared Revenues. The largest item in the state's
specialfund budget is the Shared Revenues program, whichaccounts for
$2.8 billion (or 34 percent) of the $8.1 billion total. The revenues which
support this program are derived primarily from taxes and fees levied on
motor vehicles and motor vehicle fuels. These revenues are collected by
the state a:t;ld apportioned to local governments on the basis of statutory
formulas.

The ·largest .single sOUrce· of .shared revenues is the motor vehicle
license fee. (VLF), which accounts for almost $2,1 billion, or approxi
mately75 percent, of the $2.8 billion in shared reVenues. The VLF is
imposed annually on motor vehicles on the basis of market value and.is
apportioned to cities and counties for general purposes according to
population.
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Chart 4

1989;,90 Special Fund Expenditures
by Functionand Category

By Function --~~----
All Other

Health and
Welfare

Local Govemmenl/Shared
Revenues

I
Total Expenditures

$8.1 billion

Capital
OUday

---------'~-By Category

Business, Transportation and Housing. The second largest compo
nent of the 1989-90 special fund budget is for busiriess, transportation and
housing programs, which account for 32 percent of the total. The
Governor's Budget proposes expenditures in this area of $2.6 billion. This
is an increase of $288 million, or 13 percent, above the current-yearlevel.
Of the total.~crease for business, transportation and housing programs,
$213 million is to fund additional staff and projects inthe Department of
Transportation.

The bulk of these .• special funds comes from: ·(1)· anine-cent-per-gallon
tax oil g~soline and diesel fuel and (2) various user fees, primarily truck
weight fees, motor vehicle registration fees, and driver's license fees.
Most of these funds go to support the Department ofTransportation, the
California Highway Patrol aIldthe Department of Motor Vehicles. .

Health and Welfare. In·1988-89, health and welfare programs made up
only 5 percent of special fund expenditures. In 1989-90, however, special
fund expenditures on health and welfare programs have more than
doubled, primarily as a result of the passage of the Tobacco Tax and
Health Protection Act of 1988 (Proposition 99). The Governor's Budget
proposes total expenditures in this area of $812 million, more than
two-thirds of which is from Proposition 99 revenues.

2-78860
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Selected Bond Fund Expenditures

The budget proposes selected bond fund expenditures of $1.7 billion in
1989-90, which is an increase of $40 million, or 2.5 percent, from the
current-year spending identified in the budget. Table 2 shows the
proposed 1989-90 selected bond fund expenditures by function, and Chart
5 illustrates the relative distribution of these expenditures by function
and category.

Table 2
Selected Bond Fund Expenditures by Function8

1987-88 through 1989·90 .
(dollars in millions)

Change
From 1988-89

Function
Higher education .
Business, transportation and housing .
Resources .
Youth and adult corrections .
All other .......................•............

Totals .

Actual
1987-88

$217

231
369

1
$817

Estimated
1988-89

$516
1

448
638

7
$1,611

Proposed
1989-90

$211
151
454
810

26.
$1,651

. Amount
-$306

150
6

172
18

$40

Percent
-59.2%

b

1.2
26.9

253.7
2.5%

a Detail may not add to totals due to rounding..Does not include proceeds from the School Facilities Bond
Acts of 1988. These expenditures are treated as special fund expenditures from the State School
Building Lease-Purchase Fund.

b Not a meaningful figure.

Chart 5

1989-90 Selected Bond Fund Expenditures
by·Function and Category

By Function

Business,
Transportation

and Housing
Higher

Education

All Other

Total Expenditures
$1.7 billion .

State
Operations

-'---------- By Category
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As has consistently been the casein recent years, the budgetoverstates
the amount ofbond fund expenditures which are likely to occur in the
current and budget years. Given the delays which have been experienced
by the state in bringing various bond"funded projects to the construction
phase, it is not likely that this .level of expenditure can be realized. ,For
example, the level, of bond fund expenditures proposed for youth and
adult correctionspfograms is overstated in-both the current and budget
years. Specifically, the budget proposes to spend more than $120 million
in the current year and $221 nWlionin,thebudgetyear for two prisons in
Los Angeles CoUnty. The Depargnent of Corrections, however, does not
anticipate completing the preliminary •planning forthes~ prisons until
May 1989. Qncepreliminaryplanning is completed, the department must
still complete working drawings before construction bids can ~e solicited,
meaning th,at construction is notlilcely to start until well i~to thebudg~t
year. In total, wee~timate that., the budget.overstates'likelyexpEmqitures
for thesetwpprisoIlsby a total of $170 mllIionintlle current and budget
years.

, In ,addition to, being overstated, the l>llqget-y~artotal is not a good
,indication of the actual level of capital,outlay a~tivity,which will occur iJ:l
1989~90. This is because, from an accounting,perspective, certaiIl"project
commitments" are counted, ashond fund, exp~Ilditw:es ,even th0llgh th~
projects will:not actually commeIlce in the budget year (please see the
K-12 Education, section, below). ",

The vast majority ofbond fund expenditures are proposed to be spent
in the following five program areas:

K-12 Education. The budget proposes eXpenditUres of $1 billion in the'
current year and $600 millioniri: the budget year from the State School
Building Lease-Purchase Fund' (where the proceeds of both 1988 school
facilities bond acts will be deposited). Thus, the budget proposes tosperid
all of the schoo1facilities bond funds ,authorized in 1988. '{he expendi.:
tures reflected in the budget, however, reflect only a commitm~ntto

provide funding for the school districts when they are ready to begin
construction, rather than the actual transfer offundSto schooldistrl6ts.

Higher Education. The, Governor's Budget reflects' 19§9-~0 selected
bond fund expenditures for higher educ~tion'totaling $2Hrrlillion;, of
which' $176 'million, is for" capjtal outlay. 'The pioposed borid fund
expenditures' for 'capital outlay' would "spend all of, the '1988 Higher
Education General Obligation bondissue except for about$45 million set
aside by the Department of Finance for, augmentations and interest
payments on loans from the Pooled Money Investment -Account. The
budget also proposes expenditures of $306 million in "revenue"bohds for
higher education.
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B~siness,Transportation and Housing. The budg~t proposes selected
bond fund expenditures totaling ,$151 million in 1989-90 for housing
programs. Of the total proposed, $76 million is from the Earthquake
Safety and Housing Rehabilitation Bond Act and $75 million is from the
Housing and Homeless Bond Act. The budget indicates that none of these
bonds will be sold before 1990"9LInstead, the proposed expenditures are
intended to be funded by loans from the Pooled Money InvestIrient
Account (PMIA).

Resources. The Governor's 'Budget reflects,sel~ctedbondfund expen
ditures for resources programs totaling $454 million, or28 percent of total
bond fund expendihIres in 1989-90. Thisarnount reflects'expendifures of
$157 million from the Califorma Wildlife, Coastal and Park Land Conser
vation Bond Act. In addition, $143 milliori would be used to provide
assistance to local agencies' to improve the quality and efficiency of local
drinking water systerns. Another $95 million would be used to provide
grants and loans to local' agencies to construct waste watertreatInent
plants and to improve agricultural drainage systems.

Y()uth' ,and Adult Corrections. The' budget proposes selected'bond
fund expenditures totaling $810 million for 1989-90 for youth and adult
correctioIlalprograms. Ofthisarnount, $221 million would provide
assistance to local'governm,ents' for' construction' of adult' 'correctional
fa~ilities, 'arid' $10 million' would provide assistance'to local govermn~nts
for construction ofjuvenile facilities. But, as discussed ea.rlier,because the
budget makes overly optimistic, assumptions about the, speed at which
construction of correctional facilities will take place, the total amount
proposed in the budget year is not likely to be spent.

Table 3 shows proposed expenditures for the current and budget years
from bond issues approved at the June and November 1988 elections. (An
additional discussion of the proposed expenditure of bond funds for
capital outlay purposes is included in the capital outlay section' of the
Analysis;)

Federal Funds Expenditures
:,.:.'f:. ; ~ _.,

Th~1:>udget prpposes $18.5 billion in federal funds eXPEtnditures in
1989-90, which is about on~-fifthQf total state spending, This level of
federal funds expenditures is $545 million, or 3 percent, higher than the
current-year level. Table 4 shows federal funds expenditures by program
for the past, Gurrent aIld blldget years. '

The largest dollar increase,$584 million, is shown for health and
welfare programs. Of this 'amount, more than 40 percent ($242 million)
is'due to increased federal fundirtg for the Medi-Cal prograIIl.Another
$138 million (approximately 24 percent) is the result of estimated
increases in State Legalization Impact Assistance Grant (SLIAG) funds
for public health services to immigrants.
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Table 3
Pr,oposed Expenditures·from .1988Bondl88ues·

198&89 and 1989-90
(dollars in thousands)

Expenditures ..

Program
Earthquake Safety and Housing Rehabilitation .
School Facilities D : : : •••••• ~ •••••

HighefEducation Facilities.: ! n •

New Prison Construction ; ii.: .

County Correcij()nalFacilities ','" .
California Safe Drinking Water :.. , .
Water Conservation :': .
Clean Water and Water Reclamation .
Housing and Homeless .
Library Construction and Renovation .
Wildlife, Coastal lind Park Land Conservation ; .

TotalS.....•• ;.;.: :.: ; .

Amount'
Authorized

. $150,000
1,600,000

600,000
817,000
5()(),000
7~,000
60,000
65,000

300,000
75,()()()
76,000

$5,018,000

49
84,704

$1,723,880

75,000
156

156,574
$1,623,811

a Excludes self-Iiq¢dating bond acts. '. . ' .'. '. . .... '. . . .. '. ..... '....
b The budget treats expenditures from these bond acts asspeciaI fund expenditures from the State School

Building. Lease_Purchase Fund. .

... Table 4 also shows that the amo~t.of federal fundh1g' provided for
higher educati~n in the state is expected to' increase by $176 m:Ulion in
1989-90. Two items account for this increase: (1) $129 million for
Department of Energy laboratories at '. the University of Galifornia· and
(2) $47 million for federal research contracts at the University of
California.

Change (rom 1988-89,
Amount" Percent

$1 ].3%
13.5

-25:4 -12.2
-20 -6.7
584 5.7

59 4.0
176. 5.7
-2 -0.3

$545 3.0%

Proposed
1989-90

$57
19

1,829
284

10,910
. 1

1,524
3,290

571
$18,486

Table 4
Federal Funds Changes. by Program

1987-88 through 1989-9Ct
(dollars in millions) . '.

Actual EStimoted
1987-88 /988-89 .

..$43 $57
..'. 16 .. 19 .'.

1,207 ...•.•• 2,083 .".
'117 '304
8,846 'JQ,325

'1 "..:.1
1,261 1,465
2,916 3,114·

544 ~
$14;950 $!7,941

Program..
Legislative/judicial/executive., .. , ..
State 3:itd consumer services ... :~ ....•.....

.. Business, tJ;ansportation and housing .
Resources : .
Healthandweifare: : :'
Youth and adUltc6ltections ..
K-12 education ..
Higher education .
All other .

Totals· ..

a Detail may not add to t~taIS'due to rounding. .

Finally~ business, transportation andho\lsing.prograriis are projected to
receive $254 million, or 12 percent, less in federal funds in 1989-90 than in
the current year. Most of the change occurs.in the Department .of
Transportation's capital outlay program. The overall exPenditure totals
shoWn' iIi the budget, moreover, overstlite the likely level of' federal
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receipts because they do not reflect the administration's decision to defer
$600 million in capitaloutlay'projects that had previously"been scheduled
to commence over the nextI'8'iD.dlithS;'"/

1,;:..";;'/ :,

:'Chart,G,

Distribution of 1989-90 State Operations Budget
General Fund and Special Funds Only·

HOW I~-THE MONEY SPENT?

The Governor's Budget proposes state expenditures of $46.1 billion
ftonr~he General F'und and sp~?ial funds. These'are the funds over-which
the~gislature,e:({e.rcises thcirrl.ost control in the buqget.State"exPendi;
tures-have traditionally been categorized as spendhtg,for "state opera~

ti~n~/' "local assistance," and "capital outlay."Thiss,ectidhtakes a cl~ser
look, at the proposed allocatipn of these funds; , -,'" -" ,- ,

State Operations

State operations refer to,'~xPenditure~_Jll~~~,tO:~UPIlqrt;:~t~~8\lepart~
meiits, boards"andcommissiqhsin their day~to-dayoperations. Chart 6
shows that General Fund and special fund exp~nditures for" sta~e
operation,sareJ~gelydistri1:>J.lted bet\ye.enp,ersopal s,ervf¢¢s,and operat~
ing expenses and equipment' (OE&E). As the chart htdicates, more than
sev~n outofev~ryl0,dollarsspent inthis category (74percent) are, used
to pay for'personal •serVices, whibl-r ,htc1ude saIaries'~ -wages" 'and'staff
benefits. ,"", ,,', ':,; / ',' - " ",.,

Total Budget
State Operations

(in billions)
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The CaliforniaStateUniversity and the University of California have
the largest personal services budgets in the state, amounting to approx
imately$1.7 billion each (almost all General Fund). The Department of
Corrections, the next largest budget in terms of personal services 'costs,
has a General Fund personal services budget of nearly $1.2 billion.

Special fund expeIlqi.tures for personal services amount to approxi
mately $2.2 billion. Of this amount, over half is spent for personal services
for the Department of Transportation, the Department ofMotor Vehicles
and the California Highway Patrol.

The bulk of the remaining General Fund and special fund expenditures
for state operations is made· for OE&E. This category includes all costs
needed to" support state employees-rent on facilities, phones, desks,
etc.-as well as the costs of services contracted with the private sector.
The "All Other" category. shown in Chart 6 reflects special items of
eJq>enSe, such as one-time lease payments.

The State's Work Force, Table 5· shows trends in the total state
employee work force (all funds) for 1987-88 through 1989~90. As the table
indicates, the Governor's Budget wouldincrease the state's work force by
6,810 personnel-years (pys), or 2.7 percent, in 1989"90. Thiscoinpares to
a 4.5 perCent increase between 1987-88 and 1988-89.

Change from 1988-89
Amount Percent

220 1.8%
354 2.7 .

1,166 3.3
135 0.9
589 1.5

2,324 8.2
1,392 1.5

630 5.4- -
6,810 2.7%

Proposed
1989-90

12,493
13,270
36,927
15,310
39,750
30,725
94,677

. 12,199

255,351

Table 5
The State's Work Force~by Function (All Funds)

1987-88 through 1989-90
(in personnel-years)

Actual Estimated
1987-88 1988-89

11,201 12,273
12,061 12,916
33,728 35,761
14,415 15,176
37;419 39,161
25,357 28,401
92,838 93,285
10,742 n,569

237,761 248,541

Function
LegislativeIjudiciallexecutive .
State and consumer services ............•..
Business, transportation and housing .
Resources ~ ..
Health and welfare .
Youth and adult corrections .
Education ..
General goverriment .

Totals· ..

a Detail may not add to totais due to rounding.

The following items account for most of the budget-year increase in
pys:

• Youth and Adult Corrections programs are proposed to increase by
2,324 pys, 2,314 of which are budgeted for the Department of
Corrections. The growth is primarily due to significant increases in
the adult inmate population and the opening of new facilities to
accommodate them.

• Business, Transportation, and Housing programs are proposed to
increase by 1,166 pys. Of this amount, 408 pys are proposed for the
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Department of Transportation, primarily. for congestion relief and
ridesharing projects and for increased maintenance activities. In
addition, the budget requests increases for the Department ofMotor
Vehicles (348 pys) and for the California Highway Patrol (350pys) .

• Education programs are proposed toincrease by 1,392 pys. Of this
amount, 1,262 pys are for the. University. of California and the
California State University to accommodate increased enrollment.

Local Assistance

Local assistance, as the term is used in the budget, encompasses a wide
variety of programs. As the name implies,. these funds ate generally
provided to help carry out programs administered locally or for the
support of local activities. Some of these programs, however, do not
provide assistance to local government agencies; rather, 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 countygovernn:l.ent. Among the
programs which make payments through intermediaries are the Supple
mental Security Income/State Supplementary Progrl:!ffi (SSI/SSP),whiGh
is administered by the federal government, and the Aid to Families with
Dependent Children (AFDC) program, which is administered by county
governments.

Aid to Individuals. Table 6 id€mtifies U. local assistance programs
which our analysis indicates are appropriately categorized as "Aid to
Individuals." Overall, the Governor's Budget proposes a General Fund
increase of $340 million,or 3.~ percent, for these programs in the budget
year. Virtually all (98 percent) of the growth takes place in the three
largest programs: Medi-Cal, AFDC and SSI/SSP.

Aid to Local Governments. Table 7 displays the major local assistance
programs which our analysis indicates provide "Aid to Local Govern
ments." Overall, the Governor's Budget proposes an increase in funding
for these programs of·approximately $974 million, or 4.3 percent, above
current-year)evels. This compares with an increase of $2.1 billion, or 10
percent, in the current year. The changes in individual program areas are
discussed in more detail later in this part.
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($340) (3.9%)

-$2 -34.0%

$338 3.9%

.Change from 1988-89
Amount Percent

$99 3.2%
168 7;2
65 3.3
9 1.9

-11 ~2.2

7 2.0
1 5.9

$3

$9,077

Proposed
1989-90

$3,155
2,506
2,055

490
464
358

19
15
8
4

($9,073)

$5

$8,739

$4

$8,003

Table 6
Major Local Assistance Programs B

Providing Aid to Individuals
1987-88 through 1989-90

(dollars in millions)

Actual Estimated
1987-88 '1988c89 .

$2,702 $3,056
2,148 2,338
1,836 1,990

472 481
450 475
344 351

21 18
14 15
7 8
5 4-- --

($8,000) ($8,733)

General Fund
Medi-Cal b •• _ : ..

.AfDC C ••••• ' ;.• : .

SSIISSP ..
Renters' Tax Relief.. .
Developmental services : .
Homeowners' Property Tax Relief .
Senior Citizens Renters' Tax Relief .
Subventions for Opell Space .
Senior Citizens' Property Tax Deferral .
Senior Citizens' Property Tax Relief .

Subtotals, General Fund .
Special Funds
Developmental Service,S .. , : ..

Totals ; ' ..

a Detail may not add to totals due to rounding;
b Excludes county administration.
C Grant payments only.

-40.3%
156.9

5.4
20.5

. (2.5%)

4.3%

1.5
7.5

-100.0
6.7
7.2

-21.6
36.7

137.4
10.2
(4.7%)

12
12

-67
891
101

-16
54

250
26

($867)

-$425
314
143
77

($108)

$974

Change from 1988-89
Amount Percent
-$402 -35.5%

3' 4.6
-2 -3.0

4 0.7

14,179
1,493

58
203
433
281

($19,162)

Proposed
1989-90

$731
68
75

586
73

803
180

$753 $1,056 $630
,200 514

2,463 2,623 2,766
337 373 449

($3,553) ($4,251) . ($4,359)

$20,480 $22,547 $23,521

Table 7
Major Local ASSistance Programs

Providing Aid'to Local Governments
1987-88 through 1989-90

(dollars in millions)

Actual Estimated
1987-88 1988-89

$1,080 $1,133
61 65
69 78

553 583
72 73

488 791
141 167

67 67
12,430 13,288
1,300 1,392

148 74
109148

182
408 255

($16,927) ($18,296)

General Fund
Public health services ',' .
Califonlia Children's Services .
Department ofRehabilitation : .
Mental health programs .
Alcohol @d drug programs .
Social services-programs .
Social service~ounty administration' .. :.
County justice subvention .
K-12 education .
Community colleges: ..•.. : ;: ;
Local govermnent financing .
State mandates :. :
Trial court funding ..
All other .

Subtotals, General Fund ..
Special Funds
K-12 education .
Public health services ..
Shared revenues .
All other ~ ..

Subtotals, special funds .

Totals" ..

a Detail may not add to totals due to rounding.
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HOW ARE SPENDING LEVELS DETERMINED?

The state's spending plan reflects a multitude of decisions made in the
preparation of the proposed budget. In general, most of the proposed
spending reflects the "baseline" cost of maintaining existing state pro
grams. Thus, most of the decisions m~de in the course of the normal
budget process are focused on how additional resources will be allocated.
This year's budget, however, also reflects a number of decisions to reduce
"baseline" expenditures. These decisions were made because the level of
additional'resources for 1989-90 will be insufficient to meet expected
resource requirements.

In distributing these additional resources to individual programs,' the
Legislature and the Governor must consider a variety offactots. These
factors include statutory requirements which necessitate higher expen
ditures, as well as policy decisions to maintain, expand or cut back existing
levels of state services. In the case of programs supported 'by special funds
(whose revenues are, usually dedicated to singular purposes), spending
decisions are governed largely by the level ofresources available; andthe
budget process focuses on how to set priorities for each individual
program's additional spending needs. For programs supported by the
General Fund, however, spending decisions are also influenced by
competing demands from different program areas. The Governor's
Budget reflects the administration's view as to how these competing
demands should be accommodated.

In preparing the budget this year the Governor and the Legislature
face particularly tough choices. We estimate that maintaining current
service levels, meeting existing statutory requirements. for certain pro
grams, and restoring the state's reserve to the 3-percent of expenditures
level would require more than $4.5 billion in additional tesouices for
1989-90. Table 8 summarizes these budget~yearfunding requirements.

TableS
General Fund Current-Service Level Funding Requirements

1989-90
(dollars iri millions)

Program
COLAs:

Statutory, ; .
Discretionary ": .

Workload increases ' ; .
Special Fund for Economic Uncertainties ; .
Proposition 98 ' ; .
Trial Court Funding .
Other, net .

Total ......•.•.................................................................................

Amount

$951
717"

1,263
1,100

289
218

11

$4,549

a Includes funding for salary increases which have already been agreed to by the administration.

--- -- --- ---- --



As revenue growth for the budget ;year is estimated to be only $2.9
billion, the state isleftwitha.$1.6 billion, funding gap. This section
discusses the major> factqr~;wllich!yp~c~y influence General Fund
spending decisioIl§and identifies some ,ofthe choices the Governor has
-mad~ap.out'howto.ac;ldtess the$l.f) b$oIl.funding gap facing the state.

Cost-of.Living Adjustments (COLAs) .

.Each year, the Governor's Budg~t typically includ~sfwid~for varioUs
cost-of-living adjustments,· comm.only referred, t<bas .' COLAs. These
adj~stme~ts attelllPt to c:9mpeI1sate for. the effects of '. il1flatiop:'on 'the
purchasing powef"of the 'prEwiOlis year's fundiI}g)evel.; '", -'", ,

'Discretionary and Statfitory COLAs. Existing law al,lthog~~~'auto
matic COLAs for nearly 30 different programs,' most otilieinfn the
health, education and welfare areas. These adjustments ',' generally are
referred to as statutory COLAs. Many othe.r programs. tra<litionallY h,ave
received COLAs, on a discretionary basis through th~ bUclg~t,pr<i~ess.

111 1989-90, stamtory COLAs raIlge from3.2perCt1IlnQ~.PP~tce#t. As
in previous years, the statutory COLAs having,tlle larges.tcosts, are ,those
for K-12 apportionments ($428 million), SSI/SSP grants ($138 million)
and AFDGgrants ($105 million).T,he 198~~90 General Fund cqsfof:l\Illy
funding statutory-COLAs is $951 million, with discretionary COLAs
adding another $717 milliori.

Governor's Budget Proposal; The budget ptoposes,a total of $913
million from the General Fund for COLAs in 1989-90,'inchiding $668
million for statutory coLAs and $245 million for discr.~tioIlarY,'G()l4s,
which primarily reflects funding for increased employeeicompensation.
The total COLA amount is equal ,to 44p~rcent()f the total proposed
iIicrease ill· budget-year General Fund expenQiture~,:Thespecificin
creases proposed by the Governor are showoin Table 9.

i"·'·::':.[?



36

10.0 2,692

6.0' ". 1,203 4.0 g 2,406
2,496

5,614
3.8 712

4.7 28,722 4.8 137,557
4.7 21,885 4.8 104,831

5,260
14.2 h 4,903

34
22

202
184
100
752

673
23

BUdget

8.0% .$4,033

0,;-"

$4,003 0'

1989-90

b

8.0
o·

1;314 8.0 1,314

e e

4.8 9,500
6.0 8,~99 6;0 8;599

4.6 20;600 ,-

-

StatUto~ '. '
Pe~tvllfjr
Increase Increase

1%
Dollar

Increase

$323
, 731

7.1% 504

6.7" 4;935

1.9" : 586
4.5 1,795

36.9 C
. 226

10.0 71
10.0 28
50.0", 3
7.1 164 '

3.3 1,013
539

4,700
4.7 2,365
6.7 1,433

5.1. 4,500
1,537
i,597

29'

Table 9'
Gener:al I'und··Cost-of·Living.lncr:eases

1988-89 and.1989-90
(dol/ar:s in thousands)
1988-89~

Budgeted
Percent
IncreaseDepartment/Program

J;I~TH ~D WELFARE;
Aging...........• ~ .

•,Alcohol and drug programs ......•..
Medi-Cal: "

NOilcontr~ct hospitals ~ .
Long-term care-skilled riUrSing

fa<:iljties.., .
Long-tern\.' .. care-intermediate

care facilities ..' : .
Long~term care-statehospitals .
Obstetrical physicians .
Children's serVices :·
HOme healih,..•......•.. ;: ;; .•...
PortablE! X-ray; , ,..
Capitatioiicontracts-mpatient d

Clipitatioricontracts-::-noninpa"
tient .: .

Dental : ..
Other prOviders : ..
Beneficiary spin-off .
Drug ingredients .

Health SerVices:
COunty health serVices (AB 8) ..
Medicallyil.tdigent serVices' .
Public health ..

Emergency medical serVices .
Developmental SerVices:
Re~onal centers,-residential

care .
Regional 'centers-personal ser-

vices ;; :..
Regional centers-other .

Mental Health:
Local programs ..
Institutions for mental disease .

Social SerVices:
SSI/SSP .
AFDC-FG&U ..
AFDC-foster care .
IHSS provider ..
Deaf access ..
Maternity care .
Child abuse prevention .
Adoptions .
Community care licensing .

Department of Rehabilitation .
YOUTH AUTHORITY

County justice system subvention..
Delinquency prevention .
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Budget
1989-90

Statutory1%
Dollar

Increase

$3,555 6.0% $21,331 6;0% $21,331
6.0%J 1,010 4.0 g 2,021 . 4.0 g . 2,021
5.0 2,540 6.0 15,239 6.0 15,239
6.8 k

77 2.4 184

6.0J 35,582 4.0 1~,230

3.0J 9,176 4.7 27,946
6.0J 7,135 4.0 22,721

4.8J 9,198 4.8 29,612
6.0 J 6,184 4.0 , 20;742

$373,803 $950,726 .$913,364

Table ~Contiriued

General FUl1dCost-of;Livh"lg Increases
1988-89 and '.90

(dollars in thousands)

.1988.,89
Budgeted
Percent·
IncreiiseDePartment/Program

ALL OTHERS
Trial Court Funding Program:

.Block grant; ..... , .... , .; .
Trial courfjudge salaries .

State contribution to STRS .
STRS purchasing power protection.
Library local assistance .
Employee compensation: I

Civil service:and related .
University of California

Faculty .. · .
Staff ~ : ..

California State University
Faculty .
Staff ..

Totals .

a These increases were provided in August 1988.
b Long-term care COLAs will not be determined until July 1989.
cEffective March 1988, 16 percent for OB physicians, 10.45 percent forOB clinics, $150 for comprehen-

sive perinatal providers. An additional 18 percent for OB physicians was effective January 1989.
d Including Redwood in current year. Excludes 'Redwood in budget year. Excludes dental in both years.
e COLA will not be determined until time of May revision.
f Six percent for salaries and 1 percent for benefits effective.June 1989.' '
,II Effective January 1, 1990.
•h Most IHSS providers received a 14.2 percent increase in their hourly rate or reirnbursementeffective

July 1, 1988 as a result of the increase in the minimum wage to $4.25 per hour., Priorto the increase
in the minimum wage, individuals who provided IHSS were paid $3.72 per hour.

i Budget amount reflects a $10.1 million reduc,tion to the COLA, to elirninate one~tiill,e. fundulg prpposed
, , for a special education deficiency in 1988-:89. ' , ,
J Effective June 1, 1989. " ',,''
k The budget proposes to fund purchasing power protection COLAs from the State Teachers' Retirement

, Fund in 1989-90.' '.
I Effective January 1, 1990. Dollar amounts include both the 4 percent across-the-boal'd cost-of·living

" adjustment, health benefits, and, where applicable, a 1 percent equity adjustment.

This year's budget does not contain funding for a total of $272 million
in statutory COLAs. This reflects proposals to suspend'for'one year the
following statutory COLAs: (1) Medi-Calbeneficiary ($9 million);. (2)
County Health·Services-AB 8'($21 million); (3) SSI/SSP ($138 million) ;
and (4) AFDC ($105 million). The budget also states that if the
Legislature does not concur with the suspension of these COLAs,'then
other state support for health and welfare programs will have to be
reduced or eliminated.

The budget, as in the past three years, does not provide funding for the
statutory COLA for Medi-Callong-term care facilities. The amount of
funding required for the long-term care program will not be known until
the new reimbursement rates for these facilities are adopted. Although
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the Governor's Budget has traditionally not included any funds for this
purpose, the required funding is normally· requested at the time of the
May revision of expenditures. Although the administration proposes
waiving statutory 9QLAs in many other programs, it is likely that the
long-term care statutory COLAs will be funded due to requirements in
federal law.

WC)rkload

Increased workload for state programs is another major factor contrib
uting to the increase in spending from the current to the budget year.
Themajorworkload increases reflected in the budget are: (a) enrollment
growth at educational institutions; (b) caseload growth for health and
welfare programs; and (c) population growth at youth and adult correc
tional facilities. We estimate that these and other workload increases
projected for the budget year account for nearly $1.3 billion in proposed
General Fund expenditures.

Other Requirements

A third major factor contributing to the increase in spen.ding from the
current to the budget year are statutory requirements other than COLAs.
For example, the budget provides over $600 million from· the General
Fund to meet new state requirements for thefull-year inlplementation of
the Trial Court Fooding programs, the implementation ofProposition 98,
aIid for a variety of other new statutory obligations.

WHAT PRIORITIES ARE REFLECTED IN THE GOVERNOR'S BUDGET?

As noted earlier, the cost of maintaining current service levels, meeting
statutory requirements for funding for certain programs, and restoring
the state's reserve exceeds the $2.9 billion increase in revenues available
in the budget year. This section provides additional detail on how the
budget proposes to allocate the· available resources among different state
program.s in the budget year.

Summary of Major Program Changes

For 1989-90, the budget proposes a net increase of General Fund
expenditures of $2.1 billion, or 5.8 percent, above the level of experidi
turesestimated for thecurrent year. Table 10 shows the primary factors
that account for the proposed change In expenditures.
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Table 10
Estimated General Fund Program Changes 8

1987-88 through 1989-90
(dollars in millions)

ACtual Estimated Proposed
1987-88 1988-89 1989-90

Change from 1981HJ9
Amount Percent

Health and Welfare:
Medi-Cal b ................................ $2,783 $3,150 $3,254 $104 3.3%
Publ1c health b ........................... 1,141 1,198 799 -399 -33.3
SSI/SSp b

................................. 1,836 1,990 2,056 66 3.3
AFDC grants b ........................... 2,148 2,338 2,506 168 7.2
Social services programs b ••••.••••••.••.. 488 791 803 12 1.5
Mental health ............ " .............. 897 936 962 26 2.8
Developmental services.................. 472 495 55t 56 11.4
Other, health and welfare .............. : 609 ~. 692 9 1.4

Subtotals, health and welfare.......... ($10,373) ($11,579) ($11,622) ($42) (0.4%)
Education:

K-12....................................... $12;018 $12,836 $13,830 $994 7.7%
State teachers' retirement ............... 506 547 449 -97 --17.8
University of California .................. 1,889 1,975 2,053 79 4.0
California State University............... 1,715 1,824 1,981 157 8.6
California community colleges .......... 1,310 1,407 1,521 114 8.1
Other, higher education ................. 139 156 156 -1 -0.4

Subtotals, education ................... ($17,577) ($18,745) ($19,991) ($1,246) (6.6%)
Other:

Youth and adult corrections ............. $1,720 $1,945 $2,105 $160 8.2%
Resources... ;............................. 461 498 483 -14 . -2.9
Tax relief ........................ ;; ~ ...... 863 876 893 18 2.0
Bond interest and redemption. ;......... 512 524 619 86 16.3
Interest on PMIA loans .................. 78 44 16 .,-28 -63.6
All other .................................. 1,436 1,712 2,290 578 33.8

Subtotals, other .... ,..... , ......... ~ ... ($5,071) . ($5,598) ($6,397) ($799) (14.3%)

Totals ....................................... $33,021 $35,922 $38,010 $2,088 5.8%

a Based on amounts shown in Governor's Budget. Detail may not add to totals due to rounding.
b Local assistance only.

As was the case. in the current year, the largest dollar increase is
proposed· for K-12education-$994 million, ··The major General.·Fund
changes are discussed below:

Medi-Cal local assistance expenditures are up by $104 million, or 3.3
percent. This increase is primarily due to increases in caseload and in the
cost of providing .services. This level of increase is predicated on
achieving savings from the following proposals: (1) reducingMedi~Cal

"crossover" claim costs by limiting reimbursement rates fora variety of
procedures ($23 million); (2) reducing Medi-Cal drug costs ($40 million);
(3) deferring the June 1990 checkwrite until 1990-91 ($40 million); and
(4) suspending the statutory Medi-Cal beneficiary COLA ($9.5 million).

Public Health local assistance is budgeted at $799 million, a decrease of
$399 million, or 33 percent, This decrease is largely the result of three
proposals: (1) a $359 million reduction in the Medically Indigent Services
Program (MISP); (2) the elimination of the Family Planning program
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($36 million); and (3) the suspension ofthestatutoryCOLAfor County
Health Services-AB 8 ($21 million). The budget proposes to offset the
reductions in theMISP by appropriating $331 million from Proposition 99
revenues for a new California Health Care for Indigents program and by
increasiIig allocations by $108 million from· State' Legalization Impact
Assistance Grant (SLIAG) funds forservices'to legalized aliens in the
budget year.

SS/ISSP is expected to increase by $66 rnillioii, or 3.3 per~eIlt. The
major changes in SSI/SSP funding are: (1) an increase of$89 million for
an estirnatt;ld 4.5 percent caseload increase; .(2)an·illcrea~eof $55 million
for the full-year cost of the 4:7 percent COLA provid~d effective January
1, 1989; and (3) an offset of $78 million as a result ot th~ 4.8 perceiit
federal COLA effective January 1,1990. In addition, the budget proposes
to suspend the state's statutory COLA on the tota.lSSI/SSPgrant, for a
cost-avoidance of $138 million.

AFDC grant costs are budgeted to increase by $168'millidn, .or 7.2
percent, above current-year expenditures. This increase is prfrnarily due
to: (1) an increase of $73 million in the AFDC-Family Group and
Unemployed Parent (AFDC-FG&U) programs, primarily due., to an
anticipated 3.7 percent caseload increase; and T2)an increase of $94
million iIi the AFDC-F()ster Care program, due to a 12percent in9rt;lase
in caseload and,an 11 percent increase in the average rate paiqto group
homes..The blldget also proposes a one-year suspension of the state's
statutory COLA f<>rj\.FDC-FG&U recipients,for a cost-avoidance of $105
million. . . . '

Social Services Programs expenditures are budgeted toinctease by$12
million, or L5percent, abovecllrrent-year expenditures. This growth is
primarily due to: (1) an increase of $41 million in the Child Welfare
Services (CWS) program due to caseload increases; (2) an irlcrease of $15
million iIi CWS costs due to COLAs that counties granted to their welfare
departm.entemployeesduring 1988-89; (3)' an increase in the In-Home
Support Services (IHSS) program of $57 million., primarily due to an 11
percentcaseload increase and a4'percent increase in the average hours
of service per case; (4) an increase of $4 niillion for the adoption of IHSS
administration programs; (5) a reduction of $64 million in the IHSS
program due to a proposal to place limitations on both the average hours
of service that counties award to IHSS clients and the hourly rate, .,at
which the state reimburses counties to pay for the services;an.d (6) a
reduction of $41 million in the Greater Averiues for Independence
(GAIN) program.
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K-12 Education expenditures are expected to increase by $994 million,
or 7.7 percent, above the estimated C1Irrent~year level. The primary
factors accounting for this increase include: (1) $532 million for cost
of-living adjustments (generally 3.21 perqent), ,most ,of which are,' re
quired by statute; (2) $407 million for costs related to increased enroll
ments; including $15 million for growth in special education programs;
(3) $110 million for reducing class sizes in grades 1-3 and 9-12; (4)a$<.l8
million increase in reimbursements for mandated local programs; and (5)
a $181millionincrease in the size of a reserve for funding deficiencies and
other priorities in compliance with Proposition 98 ($220' million total
reserve in 1989~90). These increases are partially offset by state appor
tiomrientreductions of $249 inillion due to increased local property tax
revenues.

Higher Education expenditures are expected to increase by $350
million, or 6.7 percent, over the estimated 1988-89 level. The primary
factors accounting for this increase are: (1) $72 million for undergraduate
enrollment growth at the University of California' (UC), theCalifornia
State University (CSU), and the California Community Colleges (CCC);
(2) $77 million for faculty and staff salary increases; and (3) $146 million
for baseline budget adjustments, which include annualization of salary
iricreases granted in 1988-89. The budgets for UCand CSU each include
approximately $500,000, for new campus planning to accommodate
growth in enrollment. No new funding is provided to implement Chapter
973, Statutes of 1988' (AB 1725, Vasconcellos), the coinmunity college
reform measure. The budget also proposes no current~yearfundfug

increase for the community colleges related to the implementation of
, Proposition 98.

Youth and Adult Co'trections expenditures are proposed to increase by
$160 million, or 8.2 percent, in the budget year. This net increase will
fund 2,314 addition.al personnel-years for the Departmentof Corrections,
,primarily' to accommodate growth in the prison population. The budget
is based on an 8 percent growth rate in the inmate population between
June 30,1989 andJune 30,1990 and a 15 percentgrowth rate inthe parole
population over the Same period. The increase in youth and adult
,correctional spending is partially offset by a General Fund reduction of
$67 million frorn the Department of the Youth Authority's GountyJustice
System Subvention Program in the budget year. The,budget proposes to
finance. that portion of the program which is related to a state~mandated

;local program (Chapter 1071, Statutes of 1976) with a" $~7 million
appropriation from the :ijestitution Fund, and proposes to eliminate the
remainder of the block grant program.

All Other expenditures increase by $578 million. Nearly 40 percent of
this growth is due to a $230 million increase to provide full-year funding
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for'the Trial Court,FimdingProgram. Also, $120millioIi is provided to
fundthe January 19904perceIit state employee salary increase which was
agreed to last year as part of a three-year contract.

Expenditures Not Recognized in the Budget

In preparing the Governor's Budget, the Department of Finance must
estimate the impact of program caseload growth, court decisions,. and
otherfactors on expenditure levels in the current and' budget years.
While' most of these faCtors have been accounted for, our analysis
indicates that the Governor's Budget has potentially underestimated
Generai ,Fund expenditliresiri several areas for both the current and
budget years.

Department of DeVelopmental SerVices (pDS)-Regional Centers.
The current-year budget llssumes receipt of $27.2 million in federal
Medi-Cal funds for case management at DDS regional centers, but it is
'unlikely,' that the' state' will receive the required federal approval and
funds iIi the current year. This may result in additional Gerieral Fund
expenditures of $27.2 tnillion to cover the shortfall in'1988-89. Iri addition,
DDS regional centers are eXperiericingincreasedcosts 'for purchasing
services 'forclie:nts. These increased costs could result in increased
General Fund expenditures of$7.9 million in the current year.

Emergency Firefighting~Based on the state's experience over the last
12 years, we would expect General Fund expEmditures for emergency
firefighting by the Department of Forestry and Fire Protection to total
$24 million more than the budget provides for 1989-90. AIlyadditional
eA1>enditures, up to $10 million, could be paid for directly from the
Special Fund for Economic Uncertainties under control language in the
Budget Bill:

Flood ,Control ProJects. We estimate that the state's 1989-90 share of
~osJ for "federal flood control proJ~Cts, in California will totalapproxi
mately $10.5 million. The budget does not include, funds to pay these costs
(usually paid for from the Special Account for Capital Outlay-SAFCO).
The 'state'could iricur penalties of $800,000 for withholding these pay
ments, and the penalties would have to bep3.id by the General Fund.

", Medi-Cal. As in the last three years, the budget fails to provide for
'increa~es in Me,di-Cal, reimbursements for long~terrn care facilities and
for the cost()f Medi-Cal abortions. In the current year, the statutorily
required increase for long-term care facilities resulted in a net increase of
$24 million. This amount, however, includes4tcreases in costs due to
increasil:1g the Illinimum \Vage from $3.35 to$4.~5 on July 1, 1988. While
the budget-year requirement is riot yet known, it is likely tribe less,than
the cu:rrent-year~ost.The 1989~90costsfor abortions would be similar to'
the current-year cost of $15 million.
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Cost 01 External Borrpwing. The budget estimates that thia interest
rate·' the. state will pay on external borrowing will· be 5.8 .percent. in the
budget year. We estimate, however, that this rate is at least one
percentagepoint too low. On this basis, the budget underestimates likely
expenditures by $31 million.

Implementation of Initiatives

The Governor's Budget also makes several proposals for implementiIlg
Propositions 98 and 99, which were approved at the November 19$8
election. - .

Proposition 98. The prinlarypurpose ofProposition98--the Classroom
Instructional Improvement and Accountability Act-is to inGrease;st:i!-te
funding for K-12 schools and community collt::lges. The Illecllanismfor
achieving this increase is the establislunent.of a rninimumfundiiig level
requirement forK-12 schools and community colleges.

The Governor's. Budget proposes to spend. $116 million in the.curren,t
year to impiemellt the provisions ofProposition ·98. Of the total, .$77
million has been proposed to fund estimatedcurJ;"ent-year K-12 funding
deficiencies. and $39 million has been proposed for· aK-12Propo~ition98
reserve. The reserve would be distributed to school districts at the end of
the current year. The Governor's B,u(!get proposes no Proposition 98
funds for community colleges in the currentyear:

For 1989-90, the budget proposes to. spend approximately $400 million
to meet the minimum funding level: (1)$230 million for an education
reserve ($220 million for K:12 school and $10 million forcomn:lUnity
colleges); (2)$110 million for class size ,reductionin gJ;"adesl-3 and 9-12;
(3) $30 million for year-round schoolincentive payments; (4)$17 Illillion
for drug education; and (5) $15 million for funding discretionary growth
in special ~ducation programs~. The budget .also proposes that .the
education reserve be us~d first to fund any K-14 deficiencies that occur
during the budget year. Anyfunds r~mainingin the reserve at the end of
the budget year would then be distributed to schools.

Proposition 99. The Governor's Budget also makes severalprpposals
for- implementing the Tobacco TaJj: and Health. Protection Act of 19$8
(Proposition 99). Proposition 99 imposes an additional excise tax of 25
cents per pack of cigarettes (prior to the passage of Proposition 99,' the
excise tax on a pack of cigarettes was .10 cents). In addition, it illlposesa
newexcise tax onother types of tobacco products. The initiative specifies
that the additional revenues should be spent for the following p1,1rposes:
health education, hospital'. and physician .... services for the .. medically
indigent, tobacco-relatiad disease research, and public resources..

The budg~t contains the following proposals to spend Proposition 99
revenues:
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• California Health Carefor Indigents Program (CHIP). The budget
proposes $200 milli.o:[l1n the current yea~ and $331 million in the
budget year for l:l.'newprograln to,ftirid' county medical care
programs for the indigent. At the same time, however, the budget
proposes to reduce the' niajor' eXisting General Fund-supported
program serviri'g the medically iJJ.digent (the Medically Indigent
Services Program) by $359 million in the budget year.

• Mental Health Capital Outlay. The budget proposes $18 million.as
part of a multi-year program to renovate the state's mental hospitals.
Previously these projects had .been funded from the Sp~cialAccount
for, Capital Outlay (SAFCO).

• Health' Education.. The budget proposes"$176 •million' for.a·.new
.. health education program funded through the Depllrtment ofHealth
Services. The budget contains no specific proposals;regar<;ling the
scopeofthis program.

• Public Resources. The budget proposes a tQtaiof $44millioll for
public resources programs... These funds would.be used to:· augment
and enhance .. some existing"programs; implementnevvprograms
(such as a new waterfowlhabitat program); fund workload and cost
increases in existing programs; fund capital outlay projects (w
eluding beach erosion mitigation and wildlife habitat acqqisition);
ang fund some one-time program in~reases .. (for .. eXaJ:Ilple, to pur-
chas,e additional he~copters for.fue.protection).· ,

• Other. The budget proposes an additional $109millionJo fund Qtp.er
.,projects authorized under :proposition 99. For e~ample,the;budget

includes $44 million for research (to be directed by the U:niversity of
"California) and $33 million for, aUgIIlentations or new programs
(including drug and alcohol ,treatment programs, for pregnant
women, outpatient mental health services for pris()ners' and 'an
augmentation for county mental health. prograIils) .'

'THE"STATE'S APPROPRIATIONS LIMIT'

In addition 'to the ,fadqrs •which help determine state spending
mention~d above', the.,appropriations limit imposed by Article·XIII B of

.' the stat~'sConstifution may also playa part in deter~gtotalspending
levels. This woWd be the case whenever state revenues exceed' the
amount which can be appropriated, as occurred in 1986-87. As Table 11
shows, the Governor's Budget indicates that the state will be $134 million
below its limit in 1988-89 and $128 million below in 1989-90.
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Table 11
,State Appropriations Limit ~nd

Appropriations Subject to Limitation
Governor's Budget Estimates

1988-89 and 1989-90
(dollars in millions)

Appropri~ti(ms Amount
.{ippropriations' " 'Subject to the Uiider.ihe
. Limit Limit Limit

1988-89; ..• " '; .. . .. . .. .. . . $2:1,ffl9 $26,945 $f34
Wag-9(L .. .. .. .. .. .. .. .. ..... 29,184 29,056. ,128

Current Year. The estimate ,of the'appropriations limit iricluded iri the
1988 Budget Act, $26,940 million, has been adjusted in reaching the
cuftent estimate of $27,079 million. One adjustment reflects an increased
level of limit;'ttansfers' to school districts, which were'made to prevent
districts from exceeding their appropriations limits in the current year. A
second adjustment reflects the adoption of the ,Trial, Court Funding
Program~ which shifts. a •portion.of the 'responsibility, for' funding local
eourts 'frOIn counties·' to the state. The budget estimates that' appropria
tions subject to the limit will be $26,935 million in the currehtyear. Due
to anerrorina.ddition, however, the department's figure should actually
be $26,945 million, leaving the state $134 million; below its limit for
1988-89,' '

Budgei''Yi!ar. The 1989~90 appropriations Jimitestima,te, whichcorre
sponds to that presented iri the'Governor'sBudget, reflects a $215 million
thmsferof financial responsibility from the counties 'to the state for the
full~yeai'impactof the Trial Court Funding program. The limitcaJcula
tion\also i~flects a 4.6 percent cost-of-liVing adjustment, based'ongrowth
'in Califorrtiaper capita personal i:tJ.come, and a 2.3 percent population
adjustment. Onthis basis, the Department of Finance estimates that the
state Will be $128 million below its limiti:tJ.1989-90, giventhe!estimates of
revenues contained in the biIdget.

The estimates presented in Table 11 are s!1bject t9, revisioll.oyer the
next 18months. These revisions could occQr for several J,'~a~ons.For
exampl~,if state revenues were to 4eclin~ .frpmthe budgete,sfiInate,s, the
state wouldbe fur~erpelowits limit than estimated. On theotllerhand,
~sttonger~than-expected~conomycould quickly push tl1~ st~te over its
limit;'" . . "





Part 3

Perspectives on the 1989-90 Budget:

Revenues

This section provides an overview of the revenues proposed to fund the
spending plan proposed in the Governor's Budget. It first discusses the
economic forecast upon which the revenue estimates are based. It next
discusses the revenue projections themselves, including the individual
taxes and other sources from which they will be derived. Lastly, it
discusses that reliability of revenue projections, including their uncer
tainties and potential error margins. The major findings of this section are
that:

• Continued Ill.0dEl~tecon()~~exp~s!oIl is assumed for both 1989 and
1990, though.--at-a:-more'"subduecfpace than in 1988. The budget's
economic forecast is generally reasonable, though slightly cOIls~.~va

tive ,relatiYe~jo.".the-"consensus,fore<;ast" of, other -.econi>iiiisfs ,'{or
~Qrnia.. " "," --"-'-«<""'_""'_'"C',"'~ '-"__'_""' __'''__ - ,-,--"" - ,'.. ' __' __'-'."'0>,

• General Fund revenues are projected to increase moderately in
1989-90, by L£ercent ($2.9 billion). This reflects the economy's
expected modest growffi:-----'-~·"'·,-"

• The budget implicitly assumes that 1987--88's $1.1 billion revenue
shortfall was primarily due to an oYe:r:e~tiIpatElof.. caI?!tal ...g~
m£Q,Jll~. The budget also assumes that~~~sl:-~Tthis"sho~tfall'WiJ1-be
ongoing.

• It is only realistic to expect revenue estimating errors of at least
several hundred million dollars, and it is within this band of
uncertainty that the budget's revenue estimates should be viewed.
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• The revenue estimates are generally reasonable for the Legislature's
initial planning. purposes, though they have.soIIlel:tpward potential.
Critical information will become availableint\.prH regarding per
sonal income taxes, and the revenue estiIn~t~s,,~houldbe revised at
that time.
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Revenues in/1989;'90
The resources needed to fund the 1989-90 state 'spending plan will

come froffia variety' of difference sources; The most, important of these
sQurces are:

• Revenues frOin taxes;'!icenses, fees and investments;
• Transfers of preViously' accumulated monies out of'funds that have

been storing, them;
., Borrowed money,' such as proceeds from the sale of bonds; and
• Federal funds.

Chart 1 sUmmarizes the relativeirriportance that these different types
of resources are expected to play in funding the total 1989-90 state
spending plan. It shows that the sih.gle largest resource category will be
state revenues. TheserevenuesaccoUI:lt (or over half of the state's entire
resource base ,', and, support both the General Fund and special' fund
expenditUl:e proposals. that aresJJffiIIl~rizedin Part Two.

Chart 1,

Resources for Funding ,the 1989-90
State Spending Plan

Total Resources
(dallal'S In bUllans)

Slale revenues

'Bond-related
proceeds,
Federal f\lnds
Offie'"

Total resOurces

7.1

($46.0)

a Includes nonfederill nClngovemrneritalCoSt-funclmonleSfrompublic service enterprise funds ($5.9 billion). \YOrklng
capttill and revolving lunas (SO.8 billion). retirement lunds ($4.0 billion) and various other funds ($9.7 billion).

This analysis'reviewsthebudgefs estimates of state revenues, indtid
ingthe economic projections and other assumptions upon which they are
based. Section I discusses the budget's economic forecast, followed bya
discussion of ;General Fund revenues in ' Section.,Hand special fund
revenues in Section IlL
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I. THEI;CONQMICOUTLOOK

rhe Econol1ly's Imp9rtClnce to Re!enues

The economy's performance during 1989 and earlyl990'isexpected to
be the single most influential determinant of state revenue collections
during the remainder of 1988-~9 and throughout 1989-90. This is because
mQst ofthestat~'sr:evenuesare derived from sources which directly
reflect economic conditions. For example, personal income taxes are
influenced by wage levels and the number of people who are employed,
sales taxes depend on the level of consumer spending, and 'corporate
taxe.s d~peIld.on t1J.e ~ount of profits that businessesrepor~.TJ;1ys, the
stron:ger(w~aker)the ,economy is, the larger (sm~er) will be the st~te's
revenue p3.$e and the aIIlount of income it generates.

The sensitivity 6f state revenues to economic conditions 'also means
that· inaccuiate economic forecasts can result in significant revenue
estimating errors. When revenues' are overestimated; serious fiscal dis
ruptions can result, including cutbacks in public programs~ Alternatively,
when revenues are underestimated, time and opportunities maybe
wasted to move forward with ,those pI:'ograms tpat th~. Le~lat1J.te

supports and the public values.

Giventh~ll:bov~;itis critical that the state's budget plan be based on
as accurate an' ec()nomi.cJorecast as. possible, and that the reliability and
potential error rparginsof the econoInic forecast be understood.

•THE CURRENT ECONOMIC CLIMATE

Chart 2 summarizes the current economic environment. It shows that
a mixture of botp positive and negative forces are at work in the
economy. In addition, there are major 11Ilcertainties regarding such
important consideratiOns as the future course of interest rates, oil prices,
consumer spending, federal defense cutbacks and the drought. Given
this,consideniple uncertainty surrounds anyone's projections of the
economy's course over the next18 months. Nevertheless, it is the current
.consensus view of economists thatthe positive factors in the outlook will
most likely outweigh the negative ones, and thus that continued eco
nomic growth will occur in 1989. This view follows in part from the
econpmy's r~latively favorable p~rformance throughout 1988.

1988 In Retrospect

Table 1 shows how the state's economy generallyperfornied in.1988
compared with what was forecast. It,surpassed last year's budget forecast
for. essentially every major economic variable, including income and job
growth, unemployment,' inflation,housing starts, car sales, .taxable sales
and corporate profits. For example, personal income.growth..,-the single
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Chart 2

'Key Factor's In the 1989 Economic Outlook

• Continued strength In Income
and job growth

• Current mciderate Inflation
• Modest crude 011 prices
• Possible further softening In

the dollar's value
• Record-low unellllloyment
.Continu~ galns .In exports
• Strength inCallfornla's .

nondEifense aerospace
industries like cornmerclal
aircraft manufacturing

• Recent 1~0V9ments In land
values, cash flows and debt
posnlons of CalWornla's
agribusiness sector

• Relative stability in the stock
market

• Balanced business
Inventories

• Posnlve outlook for capital
equipment expend~ures

POSITIVE
FACTORS + 111~ll:I::I::i~:j:~:I:·I·:lj.I""j

• Continued large foreign trade
defl!:n :' :"

• High eonsuri18r debt levels
• Low household savings rate
• International debt problems

• ~~~~m;n~~~slvency of

·R!lduoeddefense and mlltary
spending In California ..

• Slow growth In labor
produdMty

• Persistent large federal
bUdget deficit

• Inflation threat from hlQh
factory capacity utilization
rates and tight labor markets

• Potential for tighter monetary
policy and higher Interest
rates

MAJOR AREAS OF ?
UNCERTAINTY •

• What course will federal
monetary policy take and how
will thisallect Interest rates?

• To what extent will the dollar
continue to, d$preclate and the
trade defiC~ Illllf'ove?

• How strong will consumer
spending De, given the pOs~lve
forces of job and Income
growth versus the negative
forces of high real Interest
rates, low savings levels and
hlghdebt burdens?

• Will Woridoll prices remain
moderate, or eventually trend
upward again due to output
restridlons by OPEC?

• Will drought conditions con
tinue, aria Wso, how wlii this
ailed agriculture, construdlon
and other areas of the
economy?

• What typeS of federal govern
ment spending and tax
changes will the new admin
Istration Propose, aI)d howwill
they ailed the California .
economy?

Table 1
Accuracy of Economic Forecasts

for California in 1988
Original Forecasts Revised

Department
ofFinance
May 1988
Forecast Actuate

Economic Indicator
Percent change in:

Personal income ; .
"Real" personal income d .•.••••• , •

Wage and salary jobs , .
Constimer prices .
Taxable sales •......................
Taxable corporate profits .

Unemployment rate (%) .
Residential building permits (thou-

sands) ...............•............
New car sales (thousands) .

Department
of

.Finance "

6.5%
1.4,
2.6
5.0
5.7
7.1
5.8,

220
1,211

Average'
of

Other
FOrecast(Jrs b

7.3%
2.6

.2.4
4.6

6.0

210

7.8%
3.6
4.1
4.7
7.5
9.9
5.0

214
1,278

7.4%
2.8
3.4
4.5
8.3
8.2
5.4

237
'1,467

" 1988-89'Governor's Budget.
bIncludes First Interstate Bank, Security Pacific Bank, Bank of America, UCLA, Wells. Fargo Bank and

the Commission on State Finance. Forecastswere as of approximately year-end 1987, corresponding
to when the Department of Finance constructed the economic assumptions contained in the 1988-89
Governor's· Budget. For detail on these forecasts, see The 1988-89 Budget: Perspectives and Issues,
Table 16, page 53. .

C As reported in the 1989-90 Governor's Budget.
d Defined here as nominal personal income deflated by the California Consumer Price Index.
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most important economic variable for revenue estimating purposes-was
nearly a full percentage point above the budget forecast. The depart
ment's budget forecast was revisedupwardinMay 1988 because of..the
strong economic growth that had occurred early in the year. Table 1
shows that these revised projections proved to be overly optimistic.
Neyertheless,the economy experienced a very good. year in 1988, with
moderate gains<in real incomea.nd.ernployment, modest inflation, and
reasonably stroIlgperformance in.th€:) housin.g and automobile Sectors.

. ' --; . ~

How 1989 Began

California's economy ended 1988 and entered 1989 with considerable
forward. momentum. As· of···year-end 1988, California's. employlnent
growth was runniIlg at a healthy 3-percent paceandits unemployment
rate was thelowestm 19years-4.7 percent. Thus, the ecollomy closed
1988 and entered 1989 on a generaIlypositive note.

THE BUDGET'S EC:ONOMIC FORECAST

Ta1:>le2summarizes the budget's ~conomic forecast for 1989 and 1990
for. California aIld the. nation.

Continued Moderate.Expansion Assumed

Neither a recession nor a strong economic upturn is expected in either
year. Rather, the department assumes that the current economic exPan
sion will continue throughout the next two years at a moderate pace, with
growth being a bit more subdued thl:!1l in 1988. Both inflation and interest
rates are expected to be higher in 1989 thap in 1988, though not by
enough to derail the expansion.

Highlights olthe National For~cast

Table 2 and Chart 3 indicate that for the nation:

...• Real GNP growth is projected to drop from 3.8 percent in 1988 to 2.6
percent in 1989 and 2.5 percent in 1990. (Average GNP growth
during the past 10 years has been 3.2 percent, andmost economists
view growth of under 3 percent as unsatisfactory over the longruiJ..)

• The unemployment rate is projected to hold fairly steady as therate
of job growth slows to about the same pace as labor force growth.

• The prime interest rate is predicted to jump from 9.3 percent in 1988
to 10.7 percent in 1989, then decline slightly to 10.5 percent in ~990.

(Higher interest rates are one of the factors expected to subdue
1989's rate of GNP growth.)

• The savings rate (that is, savings as a percent of disposable income)
is forecast to inch . upward slightly, asconslimers become more
conservative about. borrowing and attempt to reduce their current
highhouseholddebtburdens.Asa result, oIlly modest growth in
consumer spending is anticipated .
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7.4
6.3
7.4
5.2

1,460
249

7.1%
7.3
3.1
2.8
4.6

2.5%
6.7

-7.0
2.7
2.0
3.1
3.9
3.9
5.2
4.4

10.5
10.1
1.49

-$62.2

1990
Projected

1989
Projected

3.8% 2.6%
7.3 7.3
6.6 0.4
3.6 2.8
2.2 2.0
3.3 3.7
4.2 4.9
4.1 4.7
5.5 5.3
4.0 4.1
9.3 10.7

10.6 10.2
1.47 1.39

-$97.5 -$77.9

7.4% 7.5%
7.2 7.1
3.4 3.2
3.2 3.1
4.5 5.6

7.8 7.6
8.3 6.0
8:2 8;:4
5.4 5.1

1,467 1,424
237 212

Table 2
Department of Finance Economic Outlook for

Ca.lifornia and the Nation
1988 through 1990 8

1988
EstimatedNational Economic Indicators

Percent change 'in:
Real GNP ' .
Personal income .
Pre-tax corporate profits .
Wage and salary employment ;.
Civilian employment .
GNP prices ; , ..
GNP consumer prices .. ; .
Consumer Price Index ..

Unemployment rate (%) .
Savings rate (%) ;.'
Prime interest rate (%) , c , ..

New car sales (millionsof units) .
Housing starts (millions of units~ ; .
Net exports (billions of dollars) .

California Economic Indicators
Percent change in:

Personal income ' .
Wage and salary income ..
Wage and salary employment ..
Civilian employment .
Consumer Price Index ..
Key elements of the state's tax base:

Taxable personal income C .

Taxable sales d ..

Taxable corporate profits , .
Un!:lmployment rate (%) .
New car registrations (thousands ofunits) : ..
New building permits (thousands of units) ;.:

a Source: 1989-90 Governor's Budget and Department of Finance. Data for 1988 are preliminary
estimates.' .

b Defined as United States exports minus imports, measured in, constant 1982 dollars.
C Defined as total personal income plus Social Security, contributions, minus transfer payments and

certain other nontaxable income components. This income concept historically has sho'iVIl a strong
correlationwi,th adjUsted gross income reported for tax purposes in California.

d Excludes the Department of Finance's assumptions regarding taxable sales from out-of-state mail-order
sales. These asswnptions, which include the ellactment of federal legislation to require out-of-state
retailers to remit taxes on such sales to the state, raise taxable sales growth to 8.4 percent in 1988,6.4
percent in 1989 and 6.6 percent in 1990.

The 1989 forecast also calls for continuing large (though improving)
federal budget and foreign trade deficits, some further decline in' the
dollar's internation'alvalue, modest oil prices, faiily stable car sales and
housing starts"and softness incorporate profits, ,
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Trends In Key National Ec;onomlc Variables
1978 through 1990· . -

mill .Growth in "real" GNP PROJECTED

- Prime interest rate

-5
78 79 80b 81 82 83 84 85. 86 87 88 89 90

aSource: Department of Finance. Data are estlmaled for 1988.
b -Rear GNP declined by 02 percent

Accelerating Inflation-Will It Be A Problem?

Ofall the many current uncertainties. regarding the economicoutl06k,
the possibility thatfuflation might accelerate significantly during 1989 has
been one of the greatest concerns of economists. The fear is that the
economy's sustained growth during recent yearshas pushed theunem
ployment rate down and the factory capacity utilization rate up so far
(see Ch~~ 4) that additioniU growth Will.fesultin rising labor costs and
input prices, and thus an upsurge in inflation. Many economists believe
that this would in furn caus~ the feder~monetary authorities to "tighten
up" .on the IIlon~y_~upply, in. ~effqr,t to control il}flation, by slOWing
down the economy through higher interest rates. The worry is that this
couldpu~h the economy into a rece.ssion.

Moderate Inflation Is- Assumed_ As.~hown ;inChart 4, .the budget
assumes· inflation" will increase only mqdestly in 1989:l;l.J.ld tllen drift back
down in 1990. Thus, the department is .. not assuming.; tllat inflation will
become a significant problem during the next 18 months. This is a
plausible inflation scenario, given the department's assumption that
economic growth will be slower than in 1988. However, if this favorable
inflation view proves incorrect and restrictive federal monetary policies
are pursued, economic performance could be weaker than assumed.



57

Chart 4

Factors Relating to Inflatlqna
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Pressures----------
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-- U.S. unemployment rate
(left axis)

------ Factory Capacity utilization rate
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aSource; Department of Finance.

California To Outperform Nation

Regarding California, Table 2 indicates that the state is forecast to
experience the same modest economic· growth as the nation. However,
the state's performance is predicted to be a bit stronger than the nation's
in a number of respects. For example;

• Personal income is expected to increase in California by 7.5 percent
in 1989 and 7.1 percent in 1990 (see Chart 5). These growth rates are
not high by historical standards; but they do exceed the nation's. As
a result, California's share of U.S. personal income is expected to
reach a record high-over 13 percent (see Chart 6).

• Wage and salary employment is expected to rise a bit over 3 percent
for the state in both 1989 and 1990 (see Chart 7). Again, these
predicted gains are not particularly strong for a nonrecessionary
period. However, they are greater than the nation's and will raise
Califdrnia'sshare of U.S. employment to a new high (see Chart 6).

• Calif~rnia's unemployment rf!,te is projected to remain extremely
low hY historical standards-only slightly over 5 percent (see
Chart 7).

The forecast also assumes that both new building permits and new car
sales will weaken somewhat in 1989 from their 1988 levels, being
constrained by the slow pace of the economy, higher interest rates and
consumer debt burdens.
3-78860

/



58

Chart 5

Annual Growth in California Personal Income
1978 through 1990·
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• Source: Department of Finance. Data are estimated for 1988.
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Chart 6

Size of California's Economy Compared to the U.S. Economy
1978 through 1990·
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8 Source: Department of Finance.
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Trends In California's Employment and Unemployment
1978 through 1990· .

_ Civilian unemploy
ment rate

I!lffl Annual growth in· PROJECTED
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• Source: Department 01 Finance and ErrplOYJTl'lnt Development Department. Data are estimated for t!l88.

Where Will the NiJU) Jobs BeP Chart 8 showl;l that. the maJ~rity.of new
jobs and strongest rates of job growth in 1989will be in the service and
trade sectors. These sectors already account for about one-half of all
employment in California. Conversely, ChartS indicates that growth in
manufacturing emplQyment is expected to be sluggish, due to wealmesses
in many durable goods industries caused by the slower economy.

Reduced Defense Spending-How· Much Will It Hurt?

Defense Spending in California. Federal defense spending has long
been an important source of stimulus to the California economy. Chart 9
shows that defense spending in California recently has been in the range
of $50 billion annually,or. equivalent to about 8 percent of gross state
product (GSP). About 'half of this amount is for nonprocurement
purposes, including pay for defense-related employees and operation of
military bases. The remaining spending is for defense contracts, most of
which generate jobs in the aerospace industry. California traditionally has
received about 15 percent to 20 percent of all federal defense prime
contract awards, and around 20 percent of the outpuf produced in
California's aerospace sector appears to be defense-related.
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California Employment In 19898
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aSource: Department 01 Fnance.
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Chart 9

Federal Defense-Related Spending In California
Mld·1960s through tate 1980..
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Cuts Are Coming. Chart 9 shows that throughout most of the 1980s
federal defense spending increased rapidly. in .California, rising at an
inflation-adjusted average annual rate of over 8 percent.. This contributed
greatly to California's strong economic growth during these years.
Recently, .however, federal budget restrictions have softened. the outlook
for defense spending in California. For example, the dollar volume of
defense contracts and defense spending relative .. to. GSP .already have
dipped (see Chart 9), and a recommendation has been made to.close six
California military bases, beginning in 1990, that currently employ over
20,000 civilians and military personnel.

Net Effects-Negative But Not Disastrous. The exact effects of re
duced defense spending on California will depend .on the eventual
magnitude and timing of the cuts. However, Califorrtiadefinitely can
expect to get much less stimulus from this source in the future than in the
past, and defense cutbacks certainly will hurt the. state's economy as they
unfold. For example, aerospace employment is .. e4>ected to actually
decline slightly ill both 1989 and 1990, partly due to reduced defense
spending. Fortunately for the state, however, the aerospace industry also
is expected to enjoy strength from both domestic demand and a strong
export market: for such outputs as commercial aircraft, computer equip
ment and parts, alid electronics products. This should help to mitigate the
immediate economic losses due to reduced defense spending. Likewise,
in the longer run the state's ongoing economic growth and economic

.diversity should soften the negativeimpacts ()f the cutback~ on Califor
nia's economic performaIice,

,W~at About the Drought?

The Current Situation. As of early February, it appeared that Califor
niamight be experiencing its third consecutive critically dry year, which
would be the first such occurrence in nearly 400 years. Chart 10 shows
that as of the end of 1988, water reservoir storage was about two-thirds of
average. This was better than during the last bad drought period in the
late 1970s,but was down 25 percent from one year earlier. Recently, the
water outlook has appeared to worsen. For example, cumulative precip
itation through early February had slipped to less than 80 percent of
normal, and water runoff......;,the principal supply source for dams and
reservoirs-was less than 50 percent of normal. Last year, there still was
sufficient water storage available to meet mosLwater demands in
California. This year, however, water authorities have already told users
to expect shortageS"--40percent cutbacks for agricultural customers of
the State Water Project and 25 percent cutbacks for customers of the
feqeral Central Valley Project. During 1988, 14 counties declared drought
emergencies, 42 counties received federal emergency agricultural feed,
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and 180 water agencies in 45 counties reported water shortages.. These
numbers could be: considerably .greater if the drought. continues. In
addition, urban water rationing and problems with obtaining groundwa
ter will become.morepI'evalent.

Chart 10

Water Storage In Major California Reservoirs
Sel~cted Years (millions of acre feet)&
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aSource: CaI.omla DePartlll9nl of Water Resources, as published In cirought AssistanCe:ARitxmto the Legislature /n
Response to Senate 13/1/ 32, January 22, 1989. Figures are as of Decernber.31.dyears shown.

How Is the Economy Affected? Drought conditionshave the potential
to negatively affect the economyin manyways. These include destroying
fish and wildlife, reducing agricultural and timber production, .raising
food prices, increasing fire hazards, restricting new construction, making
energy more expensive due to less hydroelectric power .generation,
~ting the use of recreational sites and causing environmental dam~ges.
Other effects include reductions in farm proprietors' incomes and
reducedfederal payments for crop support programs.

Possible Future Effects~UnknownBut Potentially Serious. The U.S.
Department of Commerce has estimated that nationwide drought con
ditions reduced real GNP growth by about one-third of a percentage
point (nearly $13 billion) in 1988. No estimate is. available for California.
However, it was undoubtedly less affected because the state's extensive
water storage and delivery systems and increased use of wells to capture
groundwater enabled severe water shortages generally to be avoided; In
addition, Southern California continues to be cushioned from the drought
by its access to Colorado River water supplies.
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No one has a reliable way of estimating exactly how continuation of the
drought will affect California's future economic performance. This is

.because California has not experienced a persistent drought in recent
times, Thebu(:lget does not assume that the drought will significantly
damage the state's near-term economic performance. However, co~tin
uation of the (1ro~ght in 1989will; undoubtedly hurt California's economy
much more than in 1988. ThlJs,~e drought is a real "wild card" in the
economic forecast. .

HOW RELIABLE IS THE ECONOMIC FORECAST?

General Thrust Is Reasonable

Given current economic conditions, the general thrust of the depart
ment's economic forecast-continued modest growth-appears reason
able at this point in time. Table 3 shows that this same basic type of
outlook is shared by most other economic forecasters.

196

Housing
Storts

(millions)
1.39
1.40

1.43
1.30
1.66

New
Residentiol
Building
Permits

(thousands)
212

178
208
184
196
210

203

10.1
9.5

11.5

5.5
4.7
6.1

3.3
-7.6
15.0

4.4
2.8
5.4

Table 3
Comparisons of Different Economic Outlooks for 1989 a

Percent Chonge In: Unemploy- New Cor
Reol GNP Pre-Toxment Soles
GNP Prices Profits b Rate (millions)
2.6% 3.7% 0.5% 5.3% 10.2
2.3 4.4 5.6 10.0

Percent Chonge In:
"Reol" Wage rind

Personal' Consumer PersOnal Solory Unemploy-
Colifornio Forecasts Inco11llJ Prices Income" Jobs mentRate
Department of Finance ....... 7.5% 5.6% .1.8% 3.2% 5.1%
Other Forecasters:

UCLA......................... 8.3 4.6 3.5 2.2 5.7
Security Pacific Bank ........ 7.7 4.8 2.8 2.7
First Interstate Bank ........ 7.2 5.7 1.4 1.9 5.5
Bank of America ............ 9.5 5.6 3.7 2.5 5.0
Wells Fargo Bank ........... 8.0 5.3 2.7 2.9 f 5.2

Commission onStateFi-
nance ...................... 7.8 5.2 2.5 2.6 5.4

Average of "Other" Forecast-
ers ......................... 8.1% 5.2% 2.7% 2.5% 5.4%

National Forecosts
Department of Finance .
NABE Survey C ..

Blue Chip Survey: d

-Average forecast 2.6
-Low-end forecast............ -1.0
-High-end forecast ......... ;. 4.0

a Forecasts available as of approximately year-end 1988.
b Defined as pre-tax profits with inventory valuation and capital consumption adjustments. This variable

is not published by NABE. The most relevant profit measure for revenue estimating excludes these
adjustments. However, the Blue Chip Survey does not report such a figure. The department's 1989
projection for growth in this latter measure is 0.4 percent.

C Consensus median forecasts of a 6O-member panel of professional forecasters selected by the National
Association of Business EconoIiliSts (NABE).

d Includes the. projections of about 50. economists as published in Blue Chip Economic Indicators.
. PerIiliSsion to reprint data granted by Capitol Publications, Inc.

e Defined as personal income.adjusted for consumer price inflation.
f Figure shown represents civilian employment.
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Personal Income Forecast May Be Conservative

Regarding California, however,the department's forecast for 1989
personal income growth-the' single most important revehue

fdeterinining economic variable-i$ somewhat below the consensus view
, and less than all but one ofthe other individual forecasts identified. This

is an important difference, since each one' percentage point of illcome
growth typically translates into at least $300 million in additional reve
nues. We have found that the consensus forecast for personal fucome
growth has been slightly more accurate over the past decade than the
predictions of any single forecaster, including the department (see Chart
11). Thus, from a revenue estimating perspective, the' departinent's
economic forecast may' be somewhat"conservative. Chart 11 shows that
this proved to be the case with respeCt to the budget's economic forecast
for personal income in both 1987 and 1988.

Chart 11

Discrepancies Between ProJected and Actual
California Personal Income Growth-

1.5%

1.0

0.5

Average discrepanciesb

1980-1988 .
1987 1988

Department of
Finance

AVerage for
other .
forecastersC

Actuals

a Projections are as of approximately the end of the calendar year preoadlng the forecast year; actuals arEi as of ,
January following the end of the forecast year. . .

b Data represent absolute values of percentage-polnt dlfferences.between projected and actual CaI"omla personal
income growth.

C includes UCLA. security Pac"le Bank, First Interstate Bank, B.ank of America, Wells Fargo sank and the Comnisslon
on State Finance. . . .

The Uncel'tainties Are Considerable

Of course, many things cqUId occur ,during the next yea.r thatwoUId
dramatically alter the economic environment, including a re-escalation of
world oil prices, a retrenchment by corisumers, accelerating inflation
followed by restrictive monetary policies, severe drought conditions,and
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so forth. Such developments, which 11.0 economist can accurately predict,
obviously could require substantial revisions to the economic outlook.
Thus, there is a large band of economic uncertainty within which the
revenue forecast must be viewed.

II. THE FORECAST FOR GENERAL FUND REVENUES

Table 4 presents the department's .forecast for state revenues, by
source, .. for· the current and budget years. This section discusses the
forecast for General Fund revenues, which account for about 85 percent
of all revenue collections.

a Detail may not add to totals due to rounding.
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b Estimates include special net upward adjustments of $214 million in 1988-89 and $506 million in,1989-90.
These adjustments reflect a recent court decision regarding taxation of interest passed through to
mutual fund shareholders, the base-broadening revenue effects of tax reform legislation, other
legislation, and proposed adjustments and augmentations relating to audit and collection activities by
the Franchise Tax Board (FTB).

C Estimates include special net upward adjustments of $39 million in 1988-89 and $119 million in 1989-90.
These adjustments reflect assumptions regarding the payment of taxes by out-of-state retailers on
mail-order sales, new legislation, and, increased dollar expenditures on tobacco products due to
Proposition 99 (November 1988). For additional detail, see text discussion.

d Estimates include the revenue effects of tax reform legislation" and special upward adjustments of $155
million in 1988-89 for settlements regarding tax liabilities and $11 million in,1989-90 for proposed
adjustments and augmentations relating to audit and collection activities by the FTB.

e Estimates include one-time revenues of $51 million in 1987-88 and $208 million in 1988-89 due to a court
decision regarding taxation of "excess risk" arrangements between employers and insurers.

f Includes gross interest income earnings under the state's external borrowing program, which are partly
offset by borrowing costs. For additional detail, see text discussion.

g Includes revenue increases due to Ch 286/88 (AB 3815, O'Connell) of $36 million in 1988-89 and $165
million in 1989-90. This measure shortened the time period after which unclaimed property escheats
to the state, from seven years to five years. .

h Represents oil and gas royalties from state lands, about 80 percent of which come from the state's
tidelands located adjacent to the City of Long Beach. Excludes royalties allocated to other funds and
federailand royalties. , '

; Includes revenues from various regulatory taxes and licenses, local agencies, user charges for services
provided to the public, property-related income and other miscellaneous sources.

j Includes revenues due to Proposition 99 (November 1988) of $300 million in 1988-89 and $625 million
in 1989-90, and local governments' share of the state's lO-cents-per-pack excise tax on cigarettes. For
additional detail, see text discussion.

k Reflects allocation of state revenues to the Transportation Planning and Development Account in the
Transportation Tax Fund;

I Represents bond proceeds under the State School Lease-Purchase Bond Acts of 1988 and 1988. These
proceeds are transferred into a special fund prior to their expenditure for purposes designated by the
acts.

OVERVIEW

Table 4 shows that General Fund revenues are projected to total $36
billion in 1988-89 and $38.9 billion in 1989-90. Chart 12 indicates that 91
percent of these revenues will come from three large taxes--the personal
income tax, the sales and use tax, and the bank and corporation tax. The
remaining 9 percent of revenues is derived from the insurance tax,
interest income from investments, death-related taxes and various other
sources.

Moderate Revenue Growth Expected

General Fund revenues are projected to grow by about 11 percent
($3.5 billion) in 1988-89 and 8 percent ($2.9 billion) in 1989-90 (see Table
4). Chart 13 shows that this growth is moderate by historical startda.rds,
both before and after adjustment for inflation. Chart 13 also sh()ws that
General Fund revenues will amount to about 6.6 percent of state personal
income in both years, similar to the historical average. The" outlook for
moderate revenue growth is consistent With the moderate growth rates
predicted for the economy and such key revenue-determining economic
variables as~axable personal income, taxable sales and taxable corporate
profits (see Table 2).
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8 Source: Governofs Budgets and State Controller's reports. Data are for fiscal years ending In years shown.
b Revenue growth adjusted for Inflation using the GNP state and local government price deflator.
C Current-dollar revenues Increased by 0.05 percent.
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Special Factors Distort Revenue Trend

As is true in most years, the projected current-year and budget-year
revenue growth rates incorporate vluious special factors and distortions
which cause them to differ from the underlying revenue growth trend.

What Factors Are Involved? The special factors affecting General
Fund revenue growth in the current··and·budget years include, among
others, the effects· of tax ref0l'm.and other state legislation, court cases
involving tax liabilities, taJliauditsettlem""nts,ewanged use of income
generating external borr0wing,md dee~goil-reJatedroyalty income
due to reduced crude oil prices and oil. extracti<?n. (These factors are
discussed elsewhere in thetexLaildin thenotecstoTable 4.)

How Is Revenue Growtlz.4ffebt~dfChart'14shows what the growth
trend looks like for GenenilFund"revenues, as well as special fund
revenues and total revenues, 'when the net unpacts of these distortions
are removed. It indicates that the effect of specialfactors has been to
slightly raise current-year General Fund revenue growth, and that the
adjusted underlying revenue growth rates ,are pretty much in line with
economic growth as measured by increases in personal income.

Chart 14

Projected Revenue Growth Rates
With and Without Distortions
1988-89 and 1989-90&
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California
personal
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& Source:Department of Finance and Legislative Analyst. Distortions Include. a variety of special factors including those
Identified in the footnotes to Table 4. For additional detail see text discussions.
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What About Last Year's Billion-Dollar Revenue Shortfall?

In May 1988, the department had to adjust downward its estimate of
1987-88 revenues by $1.1 billion, due to huge shortfallsin personal income
tax and bank and corporation tax receipts that appeared in March and
April. It is important to determine for revenue estimating purposes
whether this shortfall represented merely a one-time phenomenon or an
ongoing permanent reduction in the state's revenue base. Because
economic performance was stronger than expected in 1988 (see Table 1),
factors other than the economy are responsible for the shortfall. .
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Possible E~planations.Two primary explanations have been advanced
for the shortfall. One is that the state's 1987 tax reform legislation was not
«revenue neutral," as it was int~hded to be. A second theory is that the
department simply overestimated the amount of capital gains that would
be reported for tax purposes during 1987. (Because tax reform changed
both tax rates and the portion of capital gains that is taxable, these two
theories are not necessarily mutually exclusive.)

What Do We Know? A complete explanation for the shortfall is not yet
available. Both the Franchise Tax Board and the Department of Finance
have been reviewing 1987 income tax returns in an effort to answer this
question, and a special study by outside consultants is due to be
completed this ApriL Hopefully, these efforts will produce· a clearer
picture of.. exactly why the shortfall occurred.. However, given,. the
complexity of the issues and the data problems involved, we would not be
surprised if a complete explanation for the shortfall is lacking even after
the special study is completed.

Budget Assumes Capital Gains Were A Key Factor. Although the
exact causes for the shortfall are not yet fully understood, the budget
implicitly assumes that capital gains were a key factor.. Chart 15 shows
that the department's current assumptions about the level of capital gains
have been reduced fromone year ago by $17.1 billion for 1987, $13.8
billion for 1988 and .$15.1 billion for 1989. u.:~ing. t}:le"qep.at1me='JJ,:S
assumHtion about the rate at which these gains would have been taxed
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department's tax rate assumption appears to be conservative. Using a
!righer~ax2:~t~,,~!!gg~s~t~,lh~tQ~pital ~llinsIll~r h3:ye.acco~ted for-ne'a:ay:
all of th~ .. ~~ortf~. Because' 'the'capti:aF"gah1s' forecast~ars'o'~has<'1)een
reducecffor'I988"aD:d 1989, the department is assumIng that most of the
portion·of last year's·revenue shortfall attributable to capital gains will
be ongoing.



Chart 15

Chang$s In Capital Gains Estimates·
1980 through 1989 (In billions)
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a Source: Department of Finance and Franchise Tax Board. Data shown represent profits from the sale of capital
assets. and have not been adjusted to reflect the partial exclusions from taxation of medium-term and long-term
capital gains that were in effect prior to 1987. or capnallosses.

What About the Other Theory? Regarding the theory that tax reform
per se contributed to the shortfall, the budget makes no explicit
estimates. However, given the department'srevised assumptions about

'capital gains, the budget does not appear to have·assumed that tax reform
'and otherfactors played a significant role in causing the shortfall. (Tax
reform did, however, magnify the revenue loss caused by the capital
gains overestimate due to its repeal. of the partial exclusion of capital
gams income.).

INDIVIDUAL GENERAL FUND REVENUE SOURCES

Thlt Forecast for Personal Income Taxes-Abo~~-AveragttGrowth

Background. The personal income tax (PIT) is the single largest
General Fund revenue source, accounting for over 40 percent of the
total. The tax is imposed on incqme using a progressive tax rate schedule
rangingfrqm 1 percent to .9.3 percent, and includes a variety of income
exclusions, deductions and credits. In 1987, legislation was enacted which
significantly restructured the tax to more closely conform with federal
law. This includ~dadoptingmost of the base-broadening provisions of the
federal Tax Reform Act of 1986 (including limiting or eliminating various
deductions, making capital gains fully taxable and restrictirig "passive
losses"), conforming to the federal standard deduction, and establishing
a number of new tax credits such as for low-income housing and certain
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research activities. These law changes have made it much more difficult
to accurately forecast PIT revenues than previously.

The PIT Forecast. Table 4 indicates that PIT revenues are projected to
total $14.7 billion in 1988-89 (14 percent growth) and $16.4 billion in
1989-90 (11 percent growth).

The PIT forecast is constructed using a three-step process. First,
estimates must be made of the income-year tax liabilities which will be
generated from the taxable personal income produced by economic
activity. Second, estimates must be made of taxes to be paid on capital
gains, which have accrued in past years but are just now being realized
and reported by taxpayers.. Third, special adjustments are required for
factors like new legislation and audit collections.

Tax Liabilities--HealthyIncrease~ Assumed. Chart 16 (top panel)
shows income-year PIT liabilities, byfype ofincome. The bottom panel
indicates that tota.1 tax liabilities ar~ projected toincrea.sehyabout 9
percent in 1989 and 10 percent in 1990. It also shows that when the
volatile capital gains and preference tax liabiliti~s are excluded; liability
growth is reduced and is more in line with personal income growth.
These general relationships make sense, as tax liability growth normally
should increase slightly faster than income growth due to the state's
progressive marginal tax bracket structure.

Capital Gains-Estimates Have Been Lowered. Chart 15 shows the
budget's assumptions regarding capital gains. As noted earlier, the
estimates·of these gains have been reduced substantially during the past
year. This is due to difficulties discerning both the underlying trend in
these gains,and the effect federal tax reform and the 1987 stock market
crash had in causing reported gains to fluctuate in 1986 and 1987.

TheJ?ugg~ta~sumes that. the.llIlderlying gro\\'th trend ill capital gains
·~1!L~~oJ.Q...p~r£~iii··m·]~~-!hi-~1iglijJ[~1';l1:1j§ c<>mmH;~~ ..• t~· •.~·.~YiE~ge
ann.u.alin~r~~e of n~arlyJ8..pY.t£~J),l.Qy~rth(:jl?ast lq years .andr,n~~~th!J.Il
15 pyrc~:gt dwing thefirsthalf;of_theJ98Qs.Projectillrcapitalgaills-is't~
a large extent guesswork. If history is any guide, the budget's assump
tions could prove conservative. Potentially offsetting this factor, however,
is the possible negative near-term revenue effect of the President's
proposal to reduce the federal capital gains tax rate in the future'11lis
c()ulclptIUS~ q re4ucti01Ji1Jreport£!dcqpital~ains, if taxpayers waif to
ryalizy .._th~rP.°~w'.;IQ~;r ..tax rat~.:.i~ ...in:~ff~~£.·Thus:"th(tcapita7' gains

forecast i$uncertain~Eachadded (reduced) percentage point in capital
gains growth would increase' (decrease) annual tax liabilities by over $20

. million.'

Special Factors BoostRevenue Growth. The budget also assumes that
personal income tax liabilitieswill be higher than in 1987-88 by about $215
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Chart 16

Personal Income Tax Liabilities·

Personal Income Tax Uabllltles, by Sourceb
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a Source: Department of Finance and Franchise Tax Board. Data shown are on a calendar-year basis. All tax lIab1lhy
data shown are preliminary for 1987 and projected for 1988 through 1990;

b LiabilIty shares shown have been allocated using the average tax rates applying to taxpayers reporting each type of
income.

C Defined as total personal income plus Social Security contributions, minus transfer payments and certain other
nont~able Income components.
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million in the current year and $500 million in the budget year, due
primarily to the effects of tax reform.· These factors have the effect of
raising 1989-90 PIT growth above its underlying long,term trend. In the
absence of these factors, budget-year PIT growth would be about 8;6
percent instead of over.U percent, and thus more. reflective of the
growth in personal income.

The Forecast for Sales and Use Taxes-Modest Growth

Sales and use taxes are the second largest source of General Fund
revenues-around 34 percent of thetotal-md are projected to reach
$12.5 billion (7.6 percent growth) in the current year and $13.4 billion
(6.8 percent growth) in the budget year. These revenues are derived
from the state~s 4.75-percent levy on taxable sales. In addItion; sales arid
use taxes of up to 2.25 percent are levied by local governments and transit
districts. The key to forecasting this tax is projecting the level of taxable
sales in California. Chart 17 summarizes the expected composition of 1989
taxable sales, by major spending category.

Chart 17

1989 Taxable Sales, by Categorya
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Taxable Sales To Trail Income Growth. The budget predicts that
taxable sales will rise by 6 percent in 1989 and 6.3 percent in 1990, well
down from 1988's 8.3 percent growth. Chart 18 shows that this growth is
modest by historical standards, both before and after adjusting for
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inflation. Chart 19 also indicates that because taxable sales growth is
assumed to be less than personal income growth, the sales-to-incomeratio
will decline to its lowest level ever. Our own revenue-estiIIlating
procedures also suggest that taxable sales growth will trail income
growth, though we estiIIlate that the taxable sales growth rate will be a
bit stronger than the department's.

Special Adjustmen:tsMay Be Overstated. The budget includes upward
adjustments of nearly $40 million in 1988-89 and $120 million in 1989-90
due to special factors. Over $130 million of the two-year total isJor taxes
on mail-order sales which 1987 California legislation requires out-of-state
ret~ers . to collect and remit to the state. This estiIIlate· presumes
enacqnent of federal legislation to require such reporting, and thus may
or may not fully materialize. In addition, $44 million is included for
increased sales taxes.on cigarettes, due to higher cigarette prices resulting
from the additional 25-cents-per-pack excise tax imposed by Proposition
99 (November 1988). This revenue gain also may be overstated, since the
department assumes that the new tax will have an extremely minor effect
on cigarette consumption, and increased total spending on cigarettes will
cause no reduction whatsoever in other types of spending.

PROJECTEDo Total.taxable sales (entire bar)

III"Real" taxable salesb

20%
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Chart 18

AnnLial Growth in California Taxable Sales
1978 through 1990·
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• Source: Department of Finance. Data are preliminary estimates lor 1988. Data shown exclude the department's

estimates regarding taxable rna,il-order sales by out-ol-state retailers. These estimates partly reflect the deparlmenfs
assumption that federal legislation will be enacted to require retailers to remit use taxes on such sales to the stales, as
California law currently requires.

b."Rear t!lXable sales equal total taxablesaJes (current dollars) deflated by the GNP price deflalor lor consur'nption
expenditures.

c Total taxable sales declined by 0.5 percent;
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Chart 19

Ratios of California Taxable Sales and
Corporate Profits to Personal Income
1968 through 1990·
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• Source: Department of Finance. Data are estimated for 1988 and projected lor 1989 arid 1990.

The Forecast for Bank and Corp.nation Taxes-Moderate Increases

Bank and corporation taxes, the third-largest source of General Fund
revenues, are d~rived primarily from Ii 9.3 percent levy on the taxable
profits of corporations doing business in California. These revenues are
projected to total $5.2 billion (9.2 percentgrowth) in the current year
and $5.6 billion. (6.4 percent growth) in the budget year. A number of
significant changes were made to this tax in 1987and,as with the personal
income tax, these law changes have made it much more difficult to
accurately fore~ast revenues than before.

Taxable Profits To Increase Moderately. The key to forecasting this tax
is to predict the level of taxable corporate profits. Chart 20 shows that the
department assumes that California corporate profits will increase by 8.4
percent in 1989 and 7.4 percent in 1990, following an 8.2 percent rise in
1988. Because these rates of increase are similar to projected personal
income growth (see Table 2), the ratio of profits to statewide personal
income will remain fairly stable (Chart 19).



76

Chart 20

Annual Growth In Taxable Corporate Profits
1978 through 1990·
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a Source: Department of Finance.
b Data for 1988 are preliminary estimates by the Department of Finance and Franchise Tax Board.
C California and U.S. prol~ data are not strictly comparable In certain years due to defln~lonai differences. Data

incorporate the effects of various federal and state tax law changes during the 1980s which revised the definition of
taxable corporate profits.

Forecast Contains Offsetting Biases. Chart 20 shows that the level,
moderate rate of profit growth assumed for California from 1987 through
1990 differs markedly from. the departmeIlt's predjctions of U.S. profit
performance-a steady deterioration from 17 percent growth in 1987 to
under 7 percent growth in 1988, negligible growth in 1989 and a 7 percent
decline in 1990. Although taxable California profits depend upon many
factors unique to the state, they also show a significant correlation
historically with U.S. profit growth. This is only natural,given California's
use ofthe unitary method and various profit-determining factors that
affect both state and national profit performance (such as economy-wide
interest rates). As is shown earlier in Table 3, the budget's U.S. profits
forecast is consistent with other forecasters. If the historical correlation
continues to be valid, the. b,udget's projected growth rates for California
profits in 1989 and 1990 could be overstated.

Offsetting this factor is the fact that 1987 tax refunds paid out in
December ·1988 and January 1989 were $90 million less than expected.
This revenue gain, which is not reflected in the budget's revenue
estimates, suggests that .1987 profits were stronger than assumed in Chart
20, and thus that the 1988 and 1989 profit growth assumptions should
work off a higher base than assumed in the budget.

For the current and budget years combined, the above two biases
appear to offset one another.
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Insurance Taxes-Proposition 103 Uncertainties'

Insurance, taX, revenlles~"wlUch prim~rlly are ,derived. from a,2.35
percent tax 'on ,the dollar volume 'of insurance premiums ,written~ are
projected to total $1.4 billioll in: the current year and $1.3 billion in the
budget year.

Large One-Time Gains p{stort Revenue Trend..A recent c()urt
decision regarding the taxation' of benefits, paid" to employees under
"excess risk'; arrangements between,employers and insurance companies
has increased revenues by $5.1, million in ,1987-88 anci,a projected $208
million in 1988-89. Removing these one-time gains shows, that underlying
revenue, growth, is moderate-8.7 percent in the current year and 6.3
percent in the budget year.' .

Insurance Premiums-Slower Growth Predicted. Be,qause of the way
in which insurance tax prepayments are computed, 1988-89 revenues
primarily depend on 1988 piEm:rlums,and 1989-90 revenues will depend
primarily on 1989 preriliums. The department's forecast for premiums is
based on statistical analysis of survey data' from firms" collecting about
one-half ofCalifomia'sinsurance premiums. Chart 21 indicates that
growth in insurance premiums is assumed toslow from over 12 percent
in 1987 to about 8 percent in 1988 and 7 percent in 1989. This growth is
,slightly less than personal ipq()Jne growth and well belowthe average for
the last 10 years-nearly 11 percent.

..
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Annual Growth in California Taxable Insurance Premiums
1975 through 19~9a
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aSource: Depal'!ment of Finance. Da!a shown are for premiums subject to the standard 2.35 percent.lax rate, and
exclude certain premiums for pension and profit sharing plans. surplus nnes and ocean manne Insurance, which are
taxed at special rates.
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Why the Slowing? Taxable insurance .premiums are. related both· to
economic activity and th~ cyclical financial position of the insurance
industry. Our own revenue estimating.propedures indicate .that (consis
tent with the department's view) the budget's economic forecast, taken
alone, would generate only modest growth in insurance premiums. In
addition, however, Chart 21 shows that insurance premiums follow a
definite cyclical pattern over time. This is because theindustryexperi
ences cycles of undeiwriting profits and losses, in response to which it
continually adjustsits premium rates. Thus, periods oflarge underwriting
losses typically afefollowed by periods of large premium increal3es, and
vice versa. Chart 21 suggests. that the· department is assuming that
California will remain in the lower part of thecycle. Of course, because
of Proposition 103, the premiums forecast is prone to much· greater-
than-normal error. .

Proposition l~Willlt Affect Revenues? Proposition 103 (~o

vember 1988) mandates reductions in premium rates for certain types of
insurance. Chart 22 shows the distribution of California's premium
volume by insurance type, and indicates that .the rate-reduction require
ment will apply to about 45 percent of the premium base. Proposition 103

Chart 22

Taxable Insurance Premiums
By Typea
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liability ~~~20% rate

rollback

Taxable 1989 premiums =$50.7 billion ----~~mImm~.,..----
Casualty

and other

8 Source: Department 01 Finance. Depai!ment 01 Insurance and Legislative Analyst. Data regarding Proposition 103
computed using actual 1987 premium data.
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provides that the insurance tax rate be adjusted to compensate for. any
decrease in state revenues which might result from the premium rate
reductions. The budget assumes that because of this clause, there will be
no state revenue losses due to the measure. However, it remains to be
seen exactly how this rate adjustment process will work, including (1)
whether it can be timed so that the state will have no initial cash-flow
revenue losses, and (2) whether it will be possible to accurately account
for not only reductions in premium rates per se, but also their induced
effects, and those of other provisions in the measure, on premium sales.
It is likely that Proposition 103 will affect state revenues in some manner,
but what this effect will be is unknown.

Death-Related Taxes-Sizable Gains

Death-related tax revenues are predicted to increase by nearly 24
percent in 1988-89 and 12 percent in 1989-90 (see Table 4). These taxes
total in the range of $400 million and account for about 1 percent of all
revenues. They include estate taxes, inheritance taxes and gift taxes.
Although Proposition 6 (1982) abolished inheritance and gift taxes and
replaced them with the estate tax, revenues continue to be collected
under the former taxes from unclosed accounts of persons who. died
before the law was changed.

All Other Taxes---'-NoGrowth

General Fund revenues from thestate's remaining taxes are projected
to total a combined $412 million in the budget year. This is about 1
percent of total revenues and nearly identical to collections in both the
prior and current years. These taxes include the cigarette tax ($167
million) > alcoholic beverage taxes ($126 million) and horse racing taxes
($114 million).

Cigarette and Beverage Taxes Are Declining. Both cigarette and
beverage taxes are projected to decline in the current and budget years.
Chart 23 shows this is because per capita consumption of alcoholic
beverages and cigarettes are expected to continue trending downward as
in recent years, and by more than the rate of population growth. This,
combined with the fact. that the General Fund revenues from these
sources come from fixed "cents-per-unit-consumed"· excise taxes, means
that taxes do not increase over time even as the prices for these items rise.

The Effect of Proposition 99. .. The budget assumes that the 25~

cent-per-pack tobacco surtax imposed by Proposition 99 (1988) will cause
an ongoing consumption reduction of only about 1 percent. This implies
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Chart 23

California Per Capita Consumption of
Cigarettes and Distilled Spirits
1970·71 through 1989·90·
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specKled. . ,

a net General Fund revenue gain in the current and budget years
combined of $41 million, representing increased sales taxes of $44 million
and reduced excise taxes. of $3 'million. (The.special fund revenues from
this surtax are discussed in the next section.) Empirical studies, however,
suggest that the consumption decline Will be" greater than predicted' by
the department,in which case there might be no General Fund revenue
gain.

Special Wagering Tax Boosts Revenues. Total pari-mutuel wagering is
projected to increase by only about 3 percent in the budget year. This
increase is primarily due ·to increased activity at satellite wagering
facilities located at fairs and other sites. However, General Fund reve
nues are projected to rise by about 8 percent ($9 million) . This is due to
imposition of a special license fee at the satellite facilities, which is aimed
at .protecting the General Fund from revenue losses' caused by their
existence. (Wagering taxes at these satellite Jacilities primarily accrue to
special funds,and such wagering can hurt the General Fund by reducing
attendance and wagering at racetracks.) Without this special tax, General
Fund revenues woUld only be up about 3 percent.

Interest Income-Higher Due To Interest Rates and Ext.ernal Borrowing

General Fund interest income accounts for slightly under 2 percent of
total revenues. Chart 24 shows that it is projected to total $532 million in
the budget year, well up from the current and prior years.
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Chart 24

General Fund Revenues From Interest Income
1978-79 through 1989·90 (dollars In mlllions)8

PROJECTED
$600

500

400

300

200

100

79 8081 82 83 84 85 86 87 88 89 90

Total interest Income =
entire bar

O Portion of earnings
from external bor
rowing that is offset
by borrowing costs

IJI] Net gain due to
EI1l external borrowing

•
Interest from regular
General Fund
balances

8Source: 1989-90 Governor's Budget, Department of Finance and State Treasurer. Data shown are for fiscal years
ending .in years specifl9d.

Where Does Interest Income Come FromP Interest income is derived
from four primary sources: (1) the investment of monies carried over
from prior years (such as balances in the Special Fund for Economic
Uncertainties); (2) earnings on certain special fund balances to which the
General Fund is entitled; (3) investment of incoming General Fund
revenues that are temporarily not needed to pay for expendihIres; and
(4) "arbitrage income" from the short-term investing of temporarily idle
monies that the General Fund has borrowed to handle its intra-year
cash.flow imbalances. These monies allare invested through the state's
Pooled Money Investment Account (PMIA).

Borrowing Profits and Higher Yields to Boost Earnings. The regUlar
General FundPMIA balance is projected to be $2.8 billion in the budget
year, only slightly above the current year's $2.6 billion and far down from
the prior year's $4.1 bUlion. This reduced average balance reflects the
tightened pudgetarysituation. Budget-year interest, however, is assumed
to be higher than in either previous year because:

• The PMIA's average interest yield is projected to rise to 9;5 percent
in 1989-90, well above the 8.7 percent for 1988-89 and 7.9 percent in
1987-88. This yield is consistent with the budget's assumptions
regarding economy-wide interest rates in 1989 and 1990.

• The volume ofexternal borrowing is assumed to rise to $3.5 billion in
the budget year, up from $3.2 billion in the current year and $2.1
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billion in 1987-88. Undertaking this volume of borrowing will require
a change in existing state laws governing the external borrowing
program. Without this change, only about $3.2 billion could be
borrowed.

Net Benefits from Borrowing Appear Overstated. The budget's
estimates of net profits from external borrowing in 1989-90 assume that
the borrowing rate will be only 5.8 percent. This is too low, compared to
the 9.5 percent earnings yield assumed for the PMIA. Although adjusting
the borrowing rate upward will not affect the total interest income shown
in Chart 24, it will reduce the net gain shown and increase 1989-90
General Fund expenditures accordingly.

Other General Fund Revenues

The remaining sources ofGeneral Fund revenues iIlelude a variety of
regulatory taxes and fees, California State Universityfees,monies from
local agencies and miscellaneous revenue sources. Together,hudget-year
revenues from these sources are projected to total $965 million, or 2.5
percent of total revenues.

Big Gain from Unclaimed Property. Revenues have been increased
by $36 million in 1988-89 and $165 million in 1989-90 due to Ch 286/88 (AB
3815, O'Connell), which reduced from seven to five years the period of
.time before unclaimed property held by banks and'other financial
institutions must be turned over to the state. These revenue gains
represent accelerations of revenue collections which would otherwise
have been received in future years.

RELIABILITY OF THE GENERAL FUND REVENUE FORECAST

How Reliable Have Past Forecasts Been?

The reliability of past revenue forecasts has been quite variable. This
serves as an important reminder that the current forecast also is prone to
error. Chart 25 shows what the percentage revenue estimating discrep
an~ies have averaged in past years. For example, it indicat¢s that over the
past 10 years:

• The average discrepancy has been almost 4· percent for the original
budget estimate and over 2 percent for the midyear budget estimate.

• The average discrepancy in years of revenue o'Verestimates has been
over 6 percent for the original budget estimate and nearly 2 percent
for the midyear estimate.

• The average discrepancy for years of revenue underestimates has
been abit under 3 percent for the original budget estimate and over
2 percent for the midyear estimate.
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I':SI Years of,revenue
lf2I underesnmates

§D,ll Years ~f revenuemm overestimates

Average discrepancy over
prior 10 years for•••

Original budget Mid-year budget
estimate estimate

Prior 5 YearsPrior 10 YearsPrior 15Years

Average percent dlscrepancyb
measured from...

• Original budget estimate

mil May revision estimate

D Mid-year bUdget estimate
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6%

-6
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Chart 25

Discrepancies Between Actual and Estimated
General Fund Revenues·

a Source: Estlmales by Legislative Analyst, based on analysis of Department of Finance revenue estimates." '
b Percentage dlscrep3ncles shown represent the average absolute values of discrepancies for the years,specified that are

attributable to economic forecasting revisions and revenue estimating procedures. Data have been adjusted for the Initial
estimates of new legislation, budget actions, aUdnsettlementsand various other factors.

large DollcirErrors Are likely
." . .

Percentage"errors of these magnitudes translate into vtmJ large dollar
amounts. For example, in 1989-90 a forecasting error ofonly 1 percent
will produce a revenue error of Q.~arly $400 million. Thus, a historical
averageerror-4 percent-would cause a revenue error of $1.6 billion. Of
cours,e, much ',larger percentage .errors than this have occurred in past
years aJld certainly could occur again.

Chart 26 (see shaded region) indicates how revenues would differ from
the budget estimate if the lO-year average percentage. errors for years of
revenue understatements and overstatements, respectively, were to
occur. The combined current-year and budget-year error range shown is
$1.9 billion on the upside ($800 million in the current year and $1.1 billion
in the budget year) and $3.8 billion on the downside ($700 million in the
current year and $3.1 billion in the budget year).
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Chart 26

Alternative General Fund Revenue Forecasts
1988-89 and 1989-90 (in billions)8
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8 Source: 1989·90 Governor's Budget and Legislative Analyst.
b Reflects consensus economic forecast plus other possible adjustments for which data appear In Tabl.e 5.
C Upper and lower bounds shown are based on the average percent errors In years of revenue underestimates and over-

estimates, respectively (see Chart 25). .

Even Larger Errors Could Occur

Should the economy follow a significantly str,qngeror we.aker path than
assumed in the budget, Chart 26 (outer lines) shows that even larger
revellue estimating errors could occur.It indicates that; according to the
department's optimistic and pessimistic forecasts, the budget~year'error

range could be $2.7 billioll 011 the upside and $3.1 billionori the doWnside.

Given .the above, it is only realistic t()expect reven~e-esti,,!,ating
errors ofat least several hundred million dollars, and it is within this
band of uncertainty that the budget's revenue estimates should be
vieWed.

Nevertheles.~Are the Revenue Estimates .~jReasonable"?

Even though··.significant error .margins surround revenue estimates,· it
still is neGessary that a specific revenue projection eventuallybellsed in
developing the state's bud,get plan. Thus, the relevant question is: Are the
budget's revenue estimates reasonable lo us~forthispurpos~?

Where Might the Estimates Go Wrong? Assessing the reasonableness
of the budget's revenue projections involves considering such factors as
the consistency of the revenue projections with the budget's economic
forecast, the reliability of the economic forecast itself, and how revenues
have performed since the revenue estimates were made. Table 5



summarizes some of the possible factors that could give rise to errors in
the revenue estimates. It indicates that:

• Our· own revenue estiniating procedures suggest that the budget's
economic forecast would generate $305 million less revenues than
projected. However, use of the more optimistic consensus economic
forecast would generate $325 million more revenues than projected.
Thus, accounting for technical revenue estimating adjustments and
substituting the histori~allymore reliable consensus economic fore
ca.st would put revenues within about $20 million of the budget
forecast.

• If the historical-average capital gains growth rate were to occur,
revenues would be higher than estimated by about $330 million. On
the other hand, the response of taxpayers to the President's proposal
to reduce the federal capital gains tax rate could significantly lower
near-'term gains reported for tax purposes.

• Recent revenue collections data suggest that current-year bank and
corporation tax revenues should be adjusted upward by about $90
million. Recent revenue data also ihdicate that personal income .tax
estimated payments have been much stronger than expected. l£not
offset by other factors later this year, this could cause current-year
personal income taxes to end up higher than assumed.

Table 5
Selected Possible Adjustments to the Department of Finance's

. General Fund Revenue Estimates
1988-89 and 1989-90

(dollars in millions)

Possible Sources ofAdjustments
Technical revenue estimating procedures and meth-

odologies ;;.
Use of consensus economic forecast .

Subtotals ; .
Capital gains:

-Upward adjustment for historical capital gains
growth rate ..

-Downward adjustment due to proposed reduc-
tion in federal capital gains tax rate .

Recent cash revenue trends:
-Bank and corporation tax ; ..
-Personal income tax" ..

Proposition 103 .

Selected other factors b .

1988-89 1989-90

-$115 -$190
110 215

(-$5) ($25)

$100 $230
Unknown
potential
reduction

90
UnknQwn
potential

gain
Unknown Unknown

effect effect
-15 -85

. Two-Year
Total

-$305
325

($20)

$330
Unknown
potential
reduction

90
Unknown
potential

gain
Unknown

effect
-100

"Personal incoIIle tax declarations of estinlated tax payments for the months of December 1988 and
January 1989 increased by 32 percent over the same monthsone year earlier. The budget ass~es
that this surge will be offset by reduced final tax payments in April 1989; however, whether this
actually will happen is unknown. .

b Includes assUIIlptions regarding use taxes on out-of-state mail orders and the effects of Proposition 99
on cigarette consumption.
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• Proposition 103 could end up either increasing or decreasing reve
nues, depending upon how insurance purchasers and providers
re~pond to the measure, how insurance. tax rates are· adjusted, and
determinationsby the courts regardip.g the legality of the measure's
provisions.

• Certain other factors could end up reducing revenues over the
two-year period by.about $100 million.

General Conciusion:""'Estimates Reasonable With Some Upward Potential

One cannot say with certainty which of the possible revenue adjust
ments listed in Table 5 actually will materialize. It seems likely, however,
that at least· some net upward revenue adjustments will result from these
sources. Chart 26 shows that ifall of the.possible adjustments for which
data are shown in Table 5.wereto occur, revenues would be increased by
several hundred million dollars over the two-year period. Chart 26 also
shows, however, that while such gains may be significant in dollar terms,
they are «swamped" by the error margins within which the revenue
forecast should be viewed. Given this, our Gonclusion is that budget's
revenue estimates are generally reasonablefor the Legislature's initial
planning purposes, though they have some upward potential.

April Will Provide Critical Missing Information. During each of the
past two years, the budget's revenue projections have been significantly
revised in May, fc:>llowing the filing of personal income tax returns in
April. This is primarily because recent federal and state tax-law changes
have made it difficult to anticipate both the amount of tax liabilities and
the timing of tax payments. This year's April revenue data will again
provide important information which could significantly change the
revenue estimates. For example, we will know in April if the large
volume of declarations payments in recent months (see Table 5)
represents a net gain or not, and whether the budget's assumptions
regarding 1988 capital gains are correct. Thus, depending on what these
April data show, the revenue estimates could be subject to considerable
revision this May.

III. THE FORECAST FOR SPECIAL FUND REVENUES

Special fund revenues are projected to total $7.9 billion in 1988-89 and
$7.1 billion in 1989-90 (see Table 4). As shown in Chart 14, the volatile
growth rates that these projections imply-a 27 percent gain in 1988-89
and 9.5 percent decline in 1989-9{);..-are due to various special factors and
distortions. After accounting fc:>r such factors, the underlying rate of
revenue growth is much more stable and moderate-a bit higher than
personal income growth. The growth rates. for individual special fund
revenue sourqes differ considerably from one anot?~r, 4owever.

Where Do Special Fund Revenues Come From?

Table 4 and Chart 27 indicate that:
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• Nearly two-thirds ($4;7 billion) of special fund revenues are derived
from motor vehicle-related sources. These include those dedicated
for transportation purposes-namely fuel taxes ($1.3 billion) and
vehicle registration and related fees· ($1.2 billion). Also included is
the ·vehicle ·license fee ($2.2·billioh), which· is imposed on motor
vehicles in lieu of the local property tax.

• The remaining one-third ($2.5 billion) of special fund revenues
include tobacco-related taxes (about $700 million) and interest
income (about $130 milliop.) . Also included .are oil and gas revenues,
state sales and use tax revenues allocated for local transit· projects,
and other smaller sources such as various business and professional
license fees, utility surcharge receipts; and penalties from traffic
violations and criminal convictions.

Chart 27

1989-90 Special Fund Revenues by Source

Other revenuesa

Regulatory
taxes and

licenses

. Motor vehicle
registration fees and

. fuel tax revenues

Total revenues ~@

=$7.1 billion ill
;:i:~::;:;:;.:;:~:~:~;:~:;:;:;:1:;:;:~;:;:;:~;:;:~:1:~ ;:;:1:;:;:;:;:;l~~

Motor vehicle
license fees

a Includes a varl8ty of sources such as Inleresl and property Income, stale sales and use tax revenues allocated for local
Iran~~ proJects,.penalty assessments and user fees. .

How Are Special Fund Revenues Used?

Special fund revenues are. used for a wide variety of purposes. For
example:

• Over half of motor vehicle-related revenues are retUrned to local
goverriments for transportation-related and other purposes. The
remainder is used for various state programs relating totransporta
tion and vehicle use, including support of the DepartIllent of Motor
Vehicles (DMV), the California Highway Patrol (CHP), andthe
Department of Transportation (Caltrans).
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• Revenues. raised by the n~w tobacco-related taxes imposed by
Proposition 99 (1988) are distributed to various state accounts to be
spent for h~alth and natural resources-related purposes.

• The local3-cent shar~ofthe basic 10-cent state.qigarette tax in effect
prior to Proposition 99 is distributed between cities (83 percent) and
counties (17 percent).

• Oil a,nd gas revenues are used primarily to Jinancecapitaloutlay
projects.

Mixed Growth Trends for Motor Vehicle:"Related .Revenues

These revenues are. projeqted to grow by about 5 percent in.hoth the
.Gurrent and .budget years. :Regarding the individual revenue· sources:

• Vehicle license fees are projected to increase moderately (about 7
percent) in both the current and budget years. These fees-the
single largest special fund revenue source-are imposed for the
privilege of operating vehicles on public roads in California, and are
in lieu of the personal property tax on vehicles. The revenue
projections assume that new car sales will be relatively flat through
out the forecast period and car prices (which determine a vehicle's
actual license Iee) will increase by about 5 percent per year.

• Registration fees, which are ·l~yied at a flat per-vehicle rate, are
projected to i:rI.crease by a: bit under 5 percent in both 1988-89 and
1989-90.

• Fuel taxes, which also are levied atdflatrate,are projected to
increase very little--,less than 2 percent per year. Ch.art 28 shows that
this is because of weak growth in gasoline sales. Per capita gasoline
consumption is expected to apt1Jallydeclineslightly, despite soft
gasoline prices. . . -

Tobacco-Related Taxes-$6~ Million In Ne"y_.pr~position99 Revenues

Special fund revenues froiD. tobaqco-reHi.tedtaxes are estimated to total
nearly $375 million in the current year and $700 million in the budget
year. Most of this money-$300 million in 1988-89 and $625 million in
1989-90-is due to Proposition._ 99~ .This measure levied all additional
cigarette tax of 25 cents per pack and imposed a tax on other tobacco
products equivalent to that on cigarettes. Chart 29 shows the trend in
tobacco-related revenue collections.

Is thePt'oposition 99 Estimate Reasonable? The budget's estimates of
the revenue effect of Proposition 99 assume that the new tax on cigarettes
will increase the average price per pack by a bit over 20 percent, and that
this in turn' will reduce packs consumed by slightly OVer 1 percent.
Admittedly, predicting the effects of this tax increase. is somewhat
;speculative. Studies by economists, however, _suggest _that the consump
tionreduction may 'be greater, especially given the large price increase
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Chart 28

California Gasoline Consumption and Prices
1978 through 19908
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aSource: 1989-90 Governors BUdget and State Board of Equalization. Dala.are estimated for 1988 and projected for
1989 and 1990.

Chart 29

Cigarette and Tobacco Tax Revenues
1979-80 through 1989-90 (in millions)8
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• General Fund revenues

.mCigarette tax fund (local revenues)

o Toba.ceo surtax fund (Proposition 99)b
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a Governo(s Budgets and State Controller. Data shown are for fiscal years ending in years specnled.
b The Cigarette and Tobacco Products Surtax Fund was established by the Tobacco Tax and Health Protection Act of

1988, which increased the cigarette tax to $0.35 per pack and added an equivalent tax to other tobacco products. These
tax Increases became operative January 1, 1989. The revenues from these tax increases are deposited Into the fund and
subsequently transferred to six separate accounts to finance various program aetlvttles.

4-78860
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involved. If these studies are correct, the new tax could reduce consump
tion by as much as 8 percent, or possibly even more. Each additional 1
percent decline in cigarette· consumption beyond .that assumed in the
budget would reduce Proposition 99 revenues by about $6 million. Thus,
for example, .an 8 percent decline would reduce revenues by over $40
million.

Future Revenues Likely to Decline. Total cigarette consumption has
fallen every year during the 1980s due to steady declines in per capita
consumption (see Chart 23). If this trend continues, Proposition 99
revenues will experience absolute dollar. declines in future years, since
th~ cigarette tax is a fixed cents-per-pack levy,

Oil and Gas Revenues-Extremely Depressed

Chart 30 shows that state oil and gas royalty income has been revised
down substantially over the past year and will be far below its high level
experienced during the first half of the 1980s. As shown in the chart, this

1990

IIi:ll Actua;l and projected
!:ill royalties

Shortfall from

D estimate one year
ago

1982

$35 Crude oil pricesb

(per barrel)

~...
200

100

400

300

500

$600

Chart 30

State 011 and Gas Royalties
1981-82 through 1989-90 (in mlllions)-

82 83 84 85 86 87 88 89 90

aSource: 1989-90.. Gover.no..1'S B.udget an.d St.ate .Lands C.ommISSI.on.• Data shown are for fls.cal years ending In years
specnied. and Include oil•.gas and mineral roya~les collected by the State Lands Commission. •

b Source: Wharton Econometrics. Data represent average U.S. refiners' crude 011 acquls~ion prices.
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reflects the current modest level of crude oil prices, which reduces both
the revenues obtained from oil produced on state-owned lands and the
volume of oil that .ispI;ofitable to eXl;ract. Total state oil and gas royalty
income is projected to· be only $80 million in the current year and $50
million in the budget year. This compares to $220 million in the prior year
and an average of $450 million annually for the period 1981-82 through
1985..86. .

California State Lottery Revenues

The special fund revenuetotalscontained in the budget·do not include
any revenues deri"edfroIutheGa1i£ornia State Lottery. This is because

.. lottery revenues have beenplassifieclas "nongovernmental trust and
agency funds," and monies So designated are not reported in the budget.
However, because the lottery isa major source of state income, its
revenue outlook is summarized below.

Projected LotterySales-$2.5 billion. Lottery sales are projected to
total $2.5 billion in both 1988-89 and 1989-90. This is nearly 20 percent
aboveJ()ttery sales inJ987-88, and the current-year .estimate is almost 40
percent above the estimate made one. year ago. As these estimates
indicate, lottery sales have been exceeding expectations. Two-thirds of
budget-year sales are expected to come from on-line lotto wagering and
one-third from instant ticket sales. .

Sales Forecast""":'Reasonable iBut Subject To Error. Given recent
wagering experience, the budget's estimates are· not 1lIlreasonable.
However, as last year's wagering experience demonstrated, lottery
projections are subject to considerable error.

Use ofLottery Proceeds-Nearly $950 Million To Education. Chart 31
shows how the $2.5 billion in budget-year lottery proceeds will be
distributed. It indicates that:

• 50 percent ($1.25 billion) will be paid out in prizes, as statutorily
required.

• About 13 percent ($325 million) will be used for lottery-related
administrative expenses, including commissions to lottery retailers.
(This is about $75 million less than the maximum 16-percent share
that current law permits for administrative costs.)

• The remaining 37 percent ($925 million), plus certain interest
earnings, will go to public education.
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Chart 31

Estimated Distribution of 1989-90 State Lottery Receipts

TOTAL SALES
$2.5 billion

K-12 Education $763

Community Colleges 114

California State University 42

University of California 24

Othera 2

a Includes Hastings College of Law,Californla Maritime Academy, Depanment of Youth Authorhy, and certain state
special schools.

b Detail may not add to total due to rounding. Tlitallncludes $925 m11lion from 1989.90 lottery sales and $19 million in
net interest Income.

C Includes commissions to retlillers, instant-ganie ticket costs, on-line lotto-game costs, and general operaiing
expenses•.

Chart 31 also shows how the monies going to education are to be
allocated to different educational levels. Existing law provides that this be
done on tlJ,ebasis of educational enrollments and attendance. Altogether,
the 1989-90 lottery revenues earmarked for education, amount to about
4.7 percent of total proposed General Fund educational exPenditures.





Part 4

Major Issues
Facing the Legislature

In addition to the major policy and funding issues identified in the
Analysis, this part discusses some of the broader issues currently facing
the Legislature. Many of these issues are closely linked to funding
requests contained in the Governor's Budget for 1989-90; others are more
long-range in nature and will, in all probability, persist for many years
beyond 1989.

The issues in this part fall into five general categories. The first involves
issues related to how the state will cope with its current and future
populations: accommodating growth, providing for clean air and solid
waste disposal capability, and addressing problems with the state's
appropriations limit. The second category is related to the first, but
focuses on infrastructure needs: the level of state indebtedness, the
transportation funding problem, year-round schools, asbestos abatement
in state buildings, and California prisons.

The third category provides information on cross-cutting issues involv
ing many public-sector programs: the allocation and expenditure of
federal immigration funds, state child care programs,. programs for
substance-abusing pregnant women and their babies, and state programs
for older Californians.

The fourth category includes reviews of specific programs: insurance
reform, mental health, the treatment of youthful offenders, the impact of
trial court funding on county finances, energy regulation in the 1990s, the
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implementation of Proposition 98 and a discussion of the changes in state
accounting practices reflected in the Governor's Budget.

Finally, we discuss three issues related to public employee compensa
tion: retiree cost-of-living adjustments, retiree health care benefits and
the new PERS-CARE health plan,
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Accommodating California's Growth

How. Can the Legislature Improve .. California's Ability to Accommo
date Growth?

Summary

'.California's population will increase by 8.3 million, or about 30
percent; over the next two decades.

• California's ability do accommodate its current population is
strained in several important respects. Moreover,' because many of
these problems are becoming worse or more difficult to solve, they
also may hinder California's economic growth in the future.

.• Our analysis indicates that. there are two primarY factors. u.nder the
state's c0tl:trol whichcontribute to California's difficulties in accom
modating growth The first factor cpncerns .. the way' in which
decision-.ma!5.ing ..au~horitY~.P.J2f}J:.i/JlllQJ:!JW11(!1l(L4.fl'?§1f1rlt!JI!}ltfl~~!=
~ions .. is d.!!t!ib.utt<4 among thf! VJ!.r.iQJA§,.]et}Jf~1!£,gQJ2e.rrl1Jlent .. The

.secondfactorrel~tes to, the .fllllsiste'!1.qjjJJ.LcQq}ifo1'1l~a.,§.,~Q()fl:()111,i{;
policies with state economi~develoP1flelltgQql~:- --_ :- :-•.. _.:.. .. .

• tfie'i:;gislatiire'{[natheEieciitiv~"iir~;'~h' have three major alterna
tives for strengthening the state's ability to accommodate growth.
Specifically, .the state. C.OUld (1).. expand the role of.regiOnal. bodies in]'
land-'use deCision making, {2}change economic policies related to
growth; and/or (3)··expand its direct efforts to guide planning for
growth and development. . .

In 1987 alone, California's population grew by over 680,000 people-
more people than live in theentite state of Vermont.' While the state's
recent rate of growth (about 2.5 percent per year) is eXpected to decline
somewhat in the foreseeable future, it will still dramatically exceed that
of the· nation as a whole. According to Department of Finance projec
tions, California's popll1ationwill increase by 8.3 million people, or about
30 perc~nt, over the. .next two decades,

.California's groWingpopuhitionand rapidly urbanizing landscape pose
serious' challenges for the state. While all" of· these challenges 'cannot be
addressed inirilediately, it is dear that the Legislature and the Executive
Branch must begin to address these challenges now to ensure that
California:will have thee :roads, housing,dean air and water that will be
necessary to accommodate the additional people. IIi this analysis, we
describe some of the difficulties California is experiencing in trying to
acco:I:QIIlodateits current population. We then discuss why these difficul
ties hav~ developed·· and o¥tJine.a series of. options for strengthening
Calif9rIlia's-ability to accPIIlIllodate its future population.
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HOW WELL IS CALIFORNIA ACCOMMODATING
ITS CURRENT POPULATION?

California's ability to accommodate its currentpopulation is strained in
several important respects. California highways are severely congested in
many areas. The air quality in many regions of the state violates federal
standards, and housing prices are among the highest in the nation. Some
California beaches and bays are regularly contaminated with the over
flow from undersized or decayingsewage~treatmentsystems.

These deficiencies-and others---,.adversely affect the health. of Califor
nia citizens and the .quality of their lives. Moreover, because many of
these problems are worsening or. becoming more difficult to solve, they
may also hinder California's future economic growth. Specifically:

Traffic Congestio'1lls Increasing. About 530,000 hours are lost each day
by Californians in freeway traffic jams. The Departmen,t of Trarisporta
tion (Caltrans) estimates that traffic delays cost Californians around $800
million each·year in wasted time and increased auto·operating costs. The
number of hours .people lose in tramccongestion· is growing by 15
percent annually in Los Angeles and 25 percent annually in the Bay Area.
Given the importance of the transportation system for commerce and
industry, the existence of such delays make California a much less
desirable place for doing business.

Housing Is Becoming. Less Affordable. California's housing costs are
among the very highest in the nation'-andcontinue to escalate. Accord
ing to industry experts, only 21 percent of California households could
afford the median price home of $177,485 in November 1988, down from
32. percent just one year before. Given the impact of housing costs on
business' ability to attract and retain workers, these high costs could
influence businesses to locate in other states.

Air Pollution Problem Is Becoming More Difficult to Solve.Califor
nia has one of the worst air pollution problems in the country. More than
75 percent of Californians live in areas which violate federal dean air
standards. If California's population were to 'remain constant, its air
pollution problem would probably improve somewhat as older cars are
gradually replaced with newer, cleaner cars and as the benefits of other
air pollution control measures are realized. Given the. projections for
strong population growth, however, these factors· will not be enough to
prevent further declines in air quality. Other strategies under consider
ation by air districts, such as staggering work hours and the conversion of
autos to cleaner fuels, are much more. difficult to implement.

Water Pollution Problem Is Becoming More Expensive to Solve. At
least 11 California sewer districts, including the districts which serve the
Los Angeles area and the cities of San Francisco and San Diego, are in
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violation of the federal Clean Water Act. Moreover, because the federal
government recently changed its policy from providing grants to local
governments for the construction of sewage treatment plants to provid
ing loans, local governm~nts will find it more costly to comply with the
federal Clean Water Act. .

Water Supply Is Becoming More Limited. Already, growth in many
coastal and rural areas of the state has been constrained. by the lack of
adequate water supplies. Much of southern California is expected to face
forced rationing in the next two decades if additional water supplies are
not identified. Finally, experts advise that the amount of water that will
be available to serve California's expanding population is being reduced
by the pollution of ground water.

More and More Galifornians Are Voting to Institute Controls on
Growth. Largely as a·result.of the difficulties highlighted·above, surveys
indicate that many Californians are becoming increasingly resistant to
growth in their commuIlities. According to the California Association of
Realtors, almost 200 measUres to control growth have been placed on
local ballots since 1971~and nearly 60 percent of these measures have
prevailed. Almost· two-thirds of these were approved in the last three
years. Growth control measures have been adopted in 80 cities, 14
counties andeight·speCialdistricts in the state. While the specific·.terms
of these measures vary (please see Chart 1) ,most reduce residential
construction iIlthe community-either by mandating predetermined
building caps or by instituting stringent preconditions to development.

Although growth control measures are heralded as ways to manage
development and reduce the ill effects ofgrowth, research indicates that
these measure~maynot produce the results intended by their supporters.
For example, recent studies have found that growth control measures
tend to shift housing construction to outlying communities where there
are few growth restrictions. To the extent that jobs remain in the
controlled community, workers now must travel further from their
homes to their place of eIllployment, increasing traffic congestion.and air
pollution. Growth controls also tend to increase the cost of housing,
resulting in some famili.~sbeing unable to purchase ahome:or having to
spend a disproportionate amount of their income onsh~lter. On the
positive side, growth control measures hav~ had some success in protect
ingenvironmentally sensitive lands and in slowing growth to keep pace
with localih&a~tnlcfuredevelopment.

In s~ary"iCalif0rniais experiencing many serious probl~ms in
accommodliijngour ctirrentpopulation; As California adds new residents,
these difficulties art3 becOInirtg more difficult to solve. In order for the
Legislatu:re to he able to take steps to improve the state's ability to
accommodate growth, we focus in the next sections on why the state is
experiencing these difficulties-and what can be done to address them.



Chart 1.

MajOr Provisions of Growth Control Measures Adopted by Local Voters·

....
8

I···.· MEASURE II BUlldln~ P,ermlt orPopulation Growth Caps

1IIIIrl~lllili!i.1 23%

'Measure establishes a
maximum number of
building permits which can
be issued.or specifies a
local govemmental
population growth limit.

MoratorIum., Height
Umlts " Downzonlngs

52%

Measure institutes various
construction moratoria,
restrictions or zone
changes (e.g., temporary
construction bans, limits
on buildin~ heights,
"downzoning" to require
less intensive use of land,
and prohibitions on the
construction of certain
facilities.)

Voter Approval for
Land-Use Changes

220/0.

Measure identifies specific
land areas and/or
potential general plan
amendments and requires
voter approval before the
identified land can be
developed or amend
ments adopted.

Performance
Standards

8%

Measure specifies
minimum·performance
standards and public
facility levels (e.g., traffic
flow or school availability)
and prevents'or reduces
development if these
standards are not
maintained.

a Source: CalnorniaAssociatlon of Realtors "Matrix ofLand Use Measuf66 1971·1988."Perdentages limited to measures for'whlch effect could be readily determined.Totals do not add to
100 because some measures have muttlple Impacts. ' . '.
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WHY IS CALIFORNIA EXPERIENCING
DIFFICULTY ACCOMMODATING GROWTH?

Our finalysis. indicates that there are two· primary factors under the
state's control that contribute to California's difficulties in accommodat
ing growth. The first factor concerns how decision-making authority over
iniportant land development decisions is distributed among the various
levels of government. The second factor relates to the consistency of
California's economic policies with state economic development goals.
These··faCtors a.re summarized in Chart 2.

Chart 2

Why Is California Having Difficulty Accommodating Growth?

Dated Government Structure.
Leaves Gap Between
Responsibility and Regional
Needs

• Cities and counties lack
responsibility for regional impacts

• Regional organizations lack
authority to mitigate regional
impacts

State Economic Policies
Send Wrong Signals

• Many important services are
underpriced

• Fiscal incentives unduly
influence land use decision
making process

• Few incentives exist for
attainment of state and
regional objectives

Dated Structure Leaves Gap Between
Governmental Authority and Regional Needs

The California Constitution establishes tw6 types of municipal service
providers--,.cities and counties-and assigns responsibilities and authority
to each. At the time the Constitution was drafted, most matters related to
growth and development· could be addressed satisfactorily at the city and
county level. With population growth and advances in communications,
transportation, and technology, however, more and more matters related
to growth have evolved into regional issues which are· beyond the scope
of any single city or county's authority to resolve. Thus, with respect to
regional.issues, the governmentstructure which has served California ha.s
become somewhat dated. There is a gap between local government's



102

authority and the responsibility to mitigate the regional impacts of
growth and development.

This gap is most noticeable in the area of land-use development. One
of the most significant powers vested in local govermnents is the
authority to approve, reject or place conditions on land-development
proposals in' their jurisdiction. Chart 3 summarizes the forces shaping
these local land development decisions. As the chart indicates,. the state
does not playa directrole in the land-use development approval process.
State involvement in local land development matters has generally been
limited to (1) outlining the legal framework within which a cit}':or county
must exercise its land use authority and (2) indirectly influencing land
development decisioris through its efforts to promote affordable housing
and economic development, through infrastructure investments and
through its comments in the environmental review process.

Cities an,d Counties Lack Responsibility lor Regional Impacts.
California.'sapproachto land-use regulation places most of the authority
for land-use' decisions in the hands of cities and counties. At the same
time, however, city and county governments do not have commensurate
levels of responsibility for the consequences oftheir actions. For example,
cities and counties ate not responsible for the achieveinento£air quality
goals within their regions. Land-use decisions made by a single entity can
have advetse impacts on the achievement ofregional air quality goals, as
may be the case when a city's approval of a commercial or iridustrial
project requires longer commutes for the project'seIl1ployees than would
be the case if an alternative site had been chosen.; Qities alld counties also
are not responsible 'for maintaining traffic flow on the state's freeway
system. For example, a city may provide funding forCaltrans to construct
numerous interchanges to a state freeway which'bisects the city. The
interchanges may make land near the interchanges more valuable and
relieve congestion on local roads, but the additional interchanges are
likely to slow the inter-regional traffic which the freeways' were con
structed to serve. Thus, there is often a gap between governmental
land-use decision-making authority and the responsibility for achieving
regional and sta~ewide goals affectE'ld by those .land-usedecisions~

Regional Organizations Generally Lack Authority To Mitigat~

·Regional Impacts. Regional planning in California is generally carried
out by adyisory bodies divided along functional lines. For example,
Regional Transportation Planning Agencies (RTPAs) are responsible for
regional highway and transit planning, air pollution control districts are
responsible for· coordinating district-wide air pollution abatement efforts
and Councils of Governments (COGs) are responsible. for-among other
thing~alculatingeach locality's"fair share" of housing in accordance
with state law.
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How Are· Land Development Decisions Made?
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STATE
GOVERNMENT

FEDERAL
GOVERNMENT

Influences development
decisions through various
housing. econorric and

environmental policies and
Infrastructure investments.

REGIONAL
ORGANIzATIONS

RTPAs. COGs, Air Districts
and other advisory bodies

Influence development
decisions through their

comments on development
proposals and general plans.

They also may influence .
deVelopment decisions

thr.ough formulation ofregi()nal
plans and spending propOsals,

such as the R9jllonal
TransportatiOn

Improvement Program.

.

Influences development
decisions through various
housing, econorric and

environmental policies and
Infrastructure investments.

CITIZENS

Influence development
decisions through comments

on development proposals and
general plan. Can also
sign.leantl)' Influence

development by using the
Initiative process to Institute

controls on growth.
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While regional organizations have significant responsibilities for im
proving the region's transportation network, housing inventory, air
quality and meeting other regional goals, they do not have the authority
to require changes in local general plans or land development decisions
in order to effect these improvements. For example, if a city's general
plan enables far more jobs to be establish.ed than houses, an air district
might comment that additional housing is needed near job centers in
order to reduce the number· of long auto commute trips and, conse
quently, auto emissions. Air districts, however, have no authority to
require changes in the .city's general plan. Similarly, a Regional Trans
portation Planning Agency may comment on the location of a proposed
business park, fearing that construction may result in substantial degra
dation to part of the state freeway system. The agency, however, has no
ability to require changes to the proposal.

State Economic Policies Send Wrong Signals

Over the years, the Legislature, the administration and the state's
citizens have forged public policies-both direct and indirect-which
influence Californians' consumption of goods and services and the
financing of state and local government activities. Although these policies
have been adopted to address a variety of needs, we refer to them as
"state economic policies" because they Tepresent government attempts
to influence economic .deciSions. Ideally, the state's economic policies
should assist the state in itsefforts to accommodate growth. For example,
economic policies should (1)· encourage citizens to use public goods and
services carefully to minimize cost and damage to the environment and
(2) encourage local governments to make land development decisions
which meet state policy objectives and result in attractive and affordable
communities, Our analysis indicates that there are at least three ways in
which California's economic policies fall short from these goals. Specifi
cally:

Many Important Government Services are Underpriced. Govern
ments proVide many important goods and services toCaliforrua citizens
and businesses. For example, governments build roads,.librafies,schools,
universities and jails, and provide water, sewer, and wa~te disposal
services. When governments set the price of a good or service at below
its full cost, they in effect encourage citizens to use the good liberally.
This underpricing may be desirable with certain goods-for example,
governments generally want their citizens to use libraries and parks
freely. On the other hand, sometimes governments prefer their citizens
to use a good very carefully because the good is expensive and can have
negative effects on the environment. In these cases, setting the good's
price at below its full cost may not be desirable because it encourages
additional consumption.
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For example, the state freeway system is one of the mostiniportan.t
publicly provided goods, and its useis underpriCed. While freeway users
in the aggregate pay for most of the cost of building and operating the
freeway system,freeway users do not pay for the health and other costs
of air and noise pollution which freeways cause. In addition, individuals
who drive on freeways during peak hoursdo not pay for the full cost of
the delays they impose on 'others or for the expensive increments to state
freeways required to keep' peak-hour traffic flowmg smoothly. Thus,
freeway use is underpriced in general and peak-hour freeway use' is
particularly underpriced.

California has, simihu problerp.s" in the pricing of. water and waste
disposal, where below-market costs, or flat fees fail to provide .the price
signals that would Emcourage indiyidualsto use less of these, goods.
Raising the ,'price of. these, goods to reflect a greater portion of the full
market co~t would encourage consumers to use these goods and services
more thoughtfully.

Fiscal Incentives Unduly Influence' Land, Use Decision-Making
Process. The fiscal condition of California counties has deteriorated
significantly over the last decade. Califorrua city governments have also
found it more difficult to raise revenues sufficient to provide the full
range of' services their citizen.s demand. This' has occurred for several'
reasons:

• Proposition 13 left local governments, particularly counties, with few
avenues for generating revenues to fund general operaJioIls or to
build infrastructure; ,

• The cost of state-mandated programs has increased faster than the
state and local revenues available to flnaIlce.them; ,and

• The demand for manY local government services has increased.

Our analysis indicates that the strained fiscal condition of counties and
the aspirations ofcities to maintain or expand levels of services, have in
many cases caused them to look to the, revenues generated by ,land
development as a source of funding, This ,has decreased their ability to
use ,their land use, authority to serve traditional l()cal g()vermnent
planning goals, such as ensuriIlg, a balaIlce between jobs and housing,
providing for homes affordable to" all income groups, protecting' open
space, and preventing leap-frog d~velopwent. Growth control' prQPo
nents frequentiycite local governments' pursuit of revenue-g~nerating
land developments and their neglect of traditional planning goals' when
explaining why a growth control initiative is needed.

A key example ofthe effect of strainedloclll flnancfng options on land
use is the undue co;mpetition between localities for land uses which
generate sales and property tax revenues. B.ecause commercial develop-
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ments. generate sales tax revenues and most nonresidential developments
generate more property tax revenues than they cost to service, cities and
counties tend to compete with each other for these land uses and,
occasionally, to permit their construction in areas not well suited for the
purpose. Alternatively, because many moderate- and low~income resi
dential developments result in more expenses to local government (in
terms of schools, public assis~llIlce and.roads) than property tax revenues,
cities and countiell are less likely to solicit or encourage their construc.
tion.

Few Incentives for Attainment of State and Regional Objectives.
While the state has established many policies which depend on cities and
counties for implementation, state· agencies· have few incentives (or
sanctions) at their disposal to reward or discourage city and county
land-use decisions. For example, the state depends on each city and
county to establish policies and programs in the housing element of its
general plan whichVVilI enable the community to proVide its calculated
"fair share" of housing affordable to low- and very low-income house
holds. While the. state Department of Housing and Community Devel
opment (HCD) reViews draft housing elements for compliance with state
law~ there are VirqIally no sanctions which HCD Can impose if these
elements do not comply. Even if the HCD detel'lIlin,es that the housing
element Violates ~tate law, the community is still permitted to commence
and expand redevelopment actiVities, receive federal Community Devel
opment Block Grant funds allocated by the department, and obtain
revenue bond subsidies. Similarly, because state law requires the Califor
nia TrarisportationCoinmission (CTC) to allocate a certain "minirtlUm"
of transportation money to each county, the CTC is limited in its ability
to target transportation funds to support state objectives.

Partially as a result of the lack of incentives and sanctions for city and
county compliance with statewide objectives, we have found that cities
and counties often take actions which are inconsistent with state or
regional objectives. For example, according to the Bay Area Council,orily
one of 97 bay area communities VVill meet its 1980-1990 "fair share" goal
for the proVision of low~ and very low-income housing.

In suIIunary, California's struct:ural gapbetween governmental author
ity and regional needs, and its lack of coordinated economic policies, are
contributingto the sta~e'sdiffichlties.in accommodating growth. In the
next section, we outline options for the Legislature to consider to mitigate
these problems.

WHAT OPTIONS DOES THE LEGISLATURE HAVE TO
IMPROVE CALIFORNIA'S ABILITY TO ACCOMMODATE GROWTH?

The Legislature has three major alternatives for· strengthening the
state's ability to accommodate growth. Specifically, the Legislature could:
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• Shift some land-use approval authority from cities and counties to
regional bodies so that major land development decisions are
reviewed in a regional context;

• Alter economic policies to change the signals received by consumers
and cities and counties; and/or

• Expand the state's direct efforts to guide planning for growth and
development. .

Expanding the Role (tf Regional Bodies

As we discussed above, California's allocation of decision-making
authority for the land development process does not ensure that decisions
are made by the level of government responsible for fully considering
and mitigating undesirable consequences ofthe decision. The Legislature
could correct this by granting additional powers to regional bodies. For
example, regional bodies could be authorized to review and approve
major local land-use development decisions for consistency with regional
goals, including air quality improvement, traffic abatement, and housing
affordability. There are at least two· ways this could be accomplished.

Consolidate. Extsting .. Regional Planning Organizations. The Legis
latUre could consolidate the existing regional planning organizations into
a single r~giomilauthority,headed by locally elected or regionally elected
officials. T4e c.onsolidated organization could then be granted the
additional authority to approve city and county general plans and to veto
major land-use decisions, such as the granting of building perinits for
industrial parks or shopping centers. Regional veto systems such as this
operate to some extent in Vermont and Maine and in the coastal areas of
several states. Establishing a regional authority would ensure that the
costs and benefits of land development decisions are reviewed in a
regional context. The Legislature could also increase the regional author
ity's ability to coordinate local land-use decisions by empowering the
authority to allocate Some additional federal, state and regional transpor
tation funds and to raise funds for transportation, environmental or open
space purposes through taxes or fees approv~d by the voters.

Establish a Regional Adjudicatory Body. Alternatively; .the Legisla
ture could establish separate· new regional adjudicatory bodies: These
bodies could adopt region-wide. growth. plans and hear appeals from
regional organizations, such· asRTPAs, or from cities and counties
regarding ··land use decisions or general plan changes which may have
regional impact.· The adjudicatory body would be empowered to ap
prove, reject or place conditions on the development proposals it
reviewed. A process somewhat similar to this exists in Florida.
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Change Economic Policies Related To Growth

As discussed above, California's economic policies do not consistently
reward consumer and local government actions which enhahce the
state's ability to accommodate growth. Motorists who drive during
nonpeak hours pay about the same tax as motorists who drive during
periods ofpeak congestion. Cities and counties which actively encourage
the construction of low-income housing (1) may generate· insufficient
property tax revenues for general operations and (2) do not receive any
preference in the award of state grants and subsidies. As discussed ih
more detail below, the Legislatur~ could encourage citizens and cities
and counties to work with the state in accommodating growth· by:
adjusting the price of public goods and services, reducing local financing
constraints, and/or providing incentives to cities and counti.es to encour
age them to meet state objectives.

Adjust the Price ofPublic Goods and Resources. Some of the strain.on
California's roads and resources could be reduced by the state, regional
organizations and cities and counties by requiring .. individuals and
businesses to bear more of the costs. of public goqds. For example, the
Legislature could increase the gas tax to more nearly reflect the full
roadway and environmental costs of auto usage. Cities and counties could
adjust water and waste disposal fees to· reflect a greater share of the true
cost of the services. Regional bodies could .be ernpowered to impose
congestion fees on users of freeways during high occupancy times.

Reduce Local Financing Constraints. .As California gains new resi
dents, the demand for local government funds for· roads, police and fire
protection, public assistance, recreation and other purposes will continue
to grow. In order to lessen local governments' reliance on the tax
revenues related to retail, commercial and indu.strial development, the
Legislature has essentially three options:

• Provide cities and counties an additional ongoing revenue source to
lessen their dependence .on growth-related revenues (for example,
distribute additional state funds as unrestricted subventions or
authorize cities and counties to levy new county-wide. taxes) ~ By
improving city and county fiscal conditions, their fiscal reliance on
development-related revenues would be lessened.

• Relieve cities and counties of some existing responsibilities, or
provide them· with greater flexibility in determining how to meet
them. For example, the state could assume responsibilityforfinanc
ing county General Assistance programs. Actions of this type would
reduce the cost pressures. that contribute to deteriorating fiscal
conditions and reliance on develoPIllent-related revenues.

• Establish a mechanism to redistribute the additional local property
and sales tax revenues· resulting from commercial and industrial
developments on a regional basis. This option could reduce the fiscal
incentive present in development-related decisions.
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Provide Incentives or Sanctions. Which Encourage Cities and Coun
ties to Meet State Objecti1?es. The Legislature could encourage cities and
counties to meet state goals by placing conditions, on state.· grants or
targeting subsidies and capital outlay expenditures. For example,the
state could withhold subsidies or grants to<a community whose housing
elementis not in compliance with state law. While placing conditions on
state money should be done carefully and in a manner consistent with
overall state goals, these fl,lnds can provide an effective "carror" to guide
the local decision-making process.

Expand The State's Efforts In Guiding Development

Finally, the Legislature could consider taking action to enhance the
state's role in guiding California's development. These actions could
range from relatively modest steps, such as expanded monitoring of local
efforts to achieve these statewide goals, to more extreme measures, such
as direct intervention in, the land-use decisipn-making prpcess. Below, we
offer three modest steps as an initial point of departure:

Collect Information on the States Per/ormanc.e in Accommodating
Growth. c. As the .state adds new.residents, the Legislature could direct
state .agencies to· gather information on how well this growth is being
accommodated. This could be accomplished to some extent by strength
ening existing stateagericy review functions. For example, under state
law, HeD is required to review'draft local housing elements and is
authorized to review final elements. The HCD is not required, however,
to summarize its findings in any report to the Legislature. The HCD
could be required to:review final housing elements and analyze (1) the
extent to· which local housing elements comply with state law (2) the
effectiveness of local actions to promote housing, and (3) the extent to
which the sum of the units of housing called for in the local elements will
meet the expected need for housing in each region and statewide.

Similariy, the Legislature could amend the California Clean Air Act to
require that local air districts··comment in their existing three-year plans
as toloca! governments' cooperation with air district pollution abatement
efforts. For example, local air districts could comment as to whether {I)
local general plans ensure a balance of jobs and houses, (2) c new
developments are. added c· to the city in a manner which will minimize
auto usage, and (3) local parking policies arec.onsistent with regional
efforts to promote ride-sharing and transit use. The Air Resources Board
could report to the Legislature on the local air districts' comments.

Coordinate State Activities Related to Growth. The Legislature could
improve the coordination of state activities related to growth. For
example, the Legislature could establish a formal role for the state Air
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Resources Board and local air districts inthearinual State Transportation
Improvement Program process. Also, the Legislature could again enact
legislation establishing a comprehensive multi-year capital outlay· plan.
This plan would ensure that the state has a central process for identifying
state infrastructure needs, establishing priorities and developing.financ
ing plans. (Such a plan was approved by the Legislature in 1988, but was
vetoed by the Governor.)

Develop a Statement of Overall Goals and Policies. While the state
requires that cities and counties develop general plans to guide land-use
decision making, the state itself has no such document. State goals, policy
statements and objectives are scatteted throughout state statutes. The
primary objectives of a state planning document would be to identify
where:

• Conflicts exist between current goals and objectives;
• Additional goals or objectives should be added; and
• Impediments to the achievement of these goals and objectives exist.

In 1970, the Legislature took a step toward addressing the need for a
coherent statement of overall state goals and policies when it specified
that the Governor's Office of Planning and Research (OPR)' should
develop and maintain a comprehensive Environmental Goals and Policy
Report and transmit it to the Legislature every four years. The Govern
mentCode specifies that the report is to identify the state's objectives for
land use, population growth, development, transportation, conservation
and other matters. The OPR submitted a report to the Legislature in
1978, but has not prepared a document since that date, The Legislature
may wish to specify in the Supplemental Report of the 1989Budget Act
that the OPR shall develop the Environm,ental Goals and Policy Report
in the budget year. .

CONCLUSION

The state already faces many significant challenges in accommodating
its current population. The challenges posed by the state's future
population are even ·rnore complex and demanding. Many difficult
changes will be needed for California to comfortably accommodate the
coming population growth. While the actual changes could take many
forms-from road pricing to expanded regional decision-making to new
state incentives for cities·and counties--'-it is critical' that the Legislature
and the Executive Branch begin working on these changes now.
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Implementing the California Clean Air Act

How Can the Legislature Ensure That Planning Required by the
California Clean Air Act Results in Improved Air Quality?

Summary

• Despite having one of the most stringent air pollution control
programs in the nation and making significant improvements in air
quality since the early 1970s, qgJjf..2!!!:iE..§..tilUlfl~Jhl1J1Q.Y1}trJIi.,JP/I,t~!
air quality. Many areas of the state, including most urban areas, fail
7OfueetliOth federal and state air quality standards.

• The" deadline for complying with federal air quality standards
expired in l[J88 with many areas of the state out ofcompliance. The
contfnued federal role in achieving air quality goals is currently in
question. ,. As a result, th'e Legislature stepped in and passed the
California Clean Air Act (GGAA) and a number of other related
pieces oflegislation aimed at sJJ:fJ!1g111(jJlivgs,tqteJJndlQf:P} effQrts,to.
i111JZ[flB(fJlir. gy,qUty.

• The CCAA establishes a mandate, independent of thefederal Glean
Air Act, to bring all areas of the state into compliance with,~t'gll!cgJr

qttqlily~§.tq.114(J:!(Js. Specifically, the act (J) establishes a district-level
planning process overseen by the state Air Resources Board (ARB)
and (2) increases both state and air district regulatory authority.

• Our review of the GGAA planning process suggests that 1Jegatipl!JJir
quality' eff!!.£!~I!..o...1fJ.JfJ:lJ:dUs,e,a1)dlrgn~PQt1IJtiQn,Tll(ln.1)i1];g,4'!~isjo.}J§

q,L!!!fL,lqCf!,L,!f}v,~!o:!e"U~l!!1JJ(J,li1JJit..tbe,extent to'Pbicb, .. thff,JlJlM
gplYIJ,!lll,!!!§H;,l!L!IL£!lJ/J:1}/lr,.o;ir.

• In order to en,sur/!Jha.t the pllJ:lming proCess re/J.yiredby JheGGAA
result~j-'!!J!fif!21i!?!L/!Q.tion(J,t:thestat(J,a.nd localllfvel, we recommend
that (J) air districts be given a greater role in local and regional
transportation and land use planning processes, (2) the Legislature
consideroptions to expand air districts' authority to implement local
land use and transportation control measures, and (3) that legisla
tion be enacted giving, all districts the authority, to assess motor
vehicle registration surcharges.

Introduction

In the last year, the Legislature has taken, many significant steps to
address increasingly severe air pollution problems throughout the state.
By passing the most far-reaching of these laws, the California Clean Air
Act, the Legislature acted· to develop a comprehensive planning process
to address California's air pollution problems. This new statewide process,
which requires the active participation of several levels of government,

-~~~---'~--------'~~~-
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fills the planningand regulatory gap created when deadlines for com
plying with air pollution standard~ under. the ft!deral Clean Air Act
expired in August 1988.

In this analysis we describe the continuing air pollution problem that
besets many areas of the state. We then discuss the California Clean Air
Act, which seeks to clean up the state's air within 20 years. Finally,;we
offer some. options and recommendations for increasing the likelihood
that California will actually meet that goal.

Background

California excee<is. all other parts of the country in .. terms of both the
number of days and .the amounfby which the state violat~s .federal air
pollution st~dards.Federal standards est~blish emission levels for spe
cific pollutants (known as "criteria pollutants") , inclu<iing ozone, carbon
monoxide, nitrogen dioxide, sulfur dioxide, .. lead, .and small particulate
matter (known as "P¥-l0") .(A federal PM-I0 standar~was only recently
~et by the Environmental.Protection Agency (EPA); consequently, we
will not address compliance with the PM-lO standard. in. this analysis.)
Under the federal Clean Air Act, states may not exceed the standards for
criteria. air pollut~ts after 1988. Other pollutants that pose potential risks
to California's air quality are not regulated by the federal government as
criteria pollutants. These "noncriteria pollutants" include toXic· air con
tamin~ts,aci<i. deposition (such as a.cid rain) ,ari<i other emissions for
which federal standards have nqt been established. . .

To date, the state's air pollution control program has been directed
toward bringing the state into compliance with federal standards, as
required by federal law. For some pollutants, such as ozone, the state has
set. more stringent standards than the federal government. In the past,
however; state law did not require compliance with state standards by
specific dates.

To 'meet these· standards, California has used several approaches to
control emissions; Foriristarice, cars must have specific types of on-board
equipment, such as catalytic converters, and must be'inspected periodi
cally to ensure that emissions do not exceed permissible levels. Stationary
sources ofpollutants, such as manufacturing industries,'must demonstrate
the ability to comply with emissidnslirnits before receiving anoperating
permit. In general, measures adopted by the state have required specific
pollution control steps rather than provicling individuals with economic
incentives t() redllce pollution.· .,

As a result of these regulatory actions, the state has successfully
complied with some emissions· standards..Chart. 1 shows that.·high
emissions areas of the state now are in compliance with both the federal
stand~rd and the more stringent state standard for sulfur dioxi<ie. Sulfur
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dibxide reductions have resulted from both emission control measures
and economic changes, such as relocation of high-emitting industries to
other areas or other states.

Chart 2 illustrates the compliance historyof these SaI]le four· areas with
regard to lead emissions. As the chart shows, the areas have lowered lead
eIllission levels dramatically since 1976, and today all are in compliance
with the federal standard for lead eIllissions. This reduction in lead
eIllissions largely resulted from requirements for the use of unleaded fuel
in newer vehicles.

Despite control efforts, however, several parts of the state have not
.been able to comply with the criteria pollutartt standards for ozone,
carbon monoxide and nitrogen dioxide. Chart 3 shows that 25 areas of the
state exceed federal standards for one or more of these pollutants, and
thus have been designated as "nonattamment areas" by the EPA.

Since the 1970s, various patterns have emerged in different parts of the
state for these three pollutants:

• Ozone. .Levels of ozone have not decreased markedly in most
nonattaiiIment areas. The South Coast region of the state has shown
a general decline, while many regions have stayed at relativelystable
levels. In some areas, such as the southern San JoaquinValley,ozone
levels have increased somewhat over time.

• Carbon Monoxide. Reductions in carbon monoxide emissions. have
been dramatic. The South Coa.st. region has reduced the number of
days that standards are exceeded tenfold since the early 1970s,
although it still experiences levels greater than any other in the staJe
and is significantly out of compliance with federal standards. The
only area which has not shown a steady decline in carbon monoxide
emissions is the Sacramento area.

• Nitrogen Dioxide. The only area of the state that is still not in
compliance with nitrogen dioxide standards is the South Coast
region. While most parts of the region are in compliance, some urban
areas still do not meet the standard.

Why Has It Been Difficult for the State
to Meet Federal Standards for Some Pollutants?

There are three primary reasons"why air pollution is more severe in
Califorhia than elsewhere and why it is difficult to meet federal and state
standards fqr various air pollutants.·

Weather and Topography. The climate and topography of many
regions of the state work together to maximize exposure to-and the
formation of-air pollutants. Because several areas of the state form
basins, they have static or trapped air patterns which increase exposure
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Selected Areas of Californlaa

1975 through 1987 (micrograms per cubic meter)
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Chart 3

California Counties Exceeding
Federal Air Po!lutlonStandards
January 1989
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to pollutants. In addition, California's weather, with a high proportion of
sunny days, contributes to the formation of some pollutants. Ozone, a
principal component of smog and one of the most significant pollution
problems in the state, is formed by sunlight reacting with "smog
precursors,"gases (such as ca.rbgn dioxide) emitted froJ:!imotor vehicles.

Population .Growth.. .CalifofIlia has· .. eXperienced·· Elxtremely rapid
growth; increasing by almost 16 million pe~ple since 1960. Current
Department of Finance projections indicate that an.additional 8.3 million
people will live in California by 2010. Population growth affects the
amount of pollution in three ways: (1) emissions increase from both
manufa.cturing (primary) industries and the secondary service industries
that support them and the workforce; (2) emissiOIls from household and
consumer products, such as paint or hair-care products, increase; and (3)
emissions increase due to the greater use of automobiles (see below) .As
long as the state's population continues to grow, efforts to control and
reduce air polluj:ionwill be partially offset by increasing emissions from
more sources.

Automobile. Use. Partly a.s a result of increasing population and partly
due to changes ill where Californians live in relation to where they work,
emissions from automobiles hav~ not decreased as rapidly·as those. from
stationary sources. While the total amount ofsmog agents emitted from
automobiles and other motor vehicles decreased from 1979 to date, state
experts expect the amount to rise again after 2000. This is primarily
because the number of miles traveled by motor vehicles is expected to
increase by 5 percent annually. In addition, increasing congestion on
roadways leads to much. higher. emissions from individual· vehicles
because ~ars do not burn fuel as completely at decreased operating
speeds. .

What Is the Federal Role ill Regulating Air Pollution in California?

Under the federal Clean Air Act of 1977 and a subsequent congressional
extension, states were reqtrired to submit to the EPA air pollution control
plans developed by local air districts that would ensure compliance with
federal standards for ozone and carbon monoxide by August 31, 1988
(plans for nitrogendioxide-NO~-wererequired in 1982; and deadlines
were not extended). The EPA's review of state plans placed area~ that
did not meet federal standards by the deadline intb two categories: (1)
potentially sanctioned areas and (2) other nonattainment areas.

Potentially Sanctioned Areas. The EPA is only required to take action,
such as imposing sanctions, against those areas which knOWingly did not
include sufficient measures. to meet standards by August 1988..Four areas
of the state (theSouth Coast region, Ventura County, F!esno County, and
Sacramento County) submitted plans that contained measures to control
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emISSIons to the maximum extent the districts considered feasible, but
that would not result in compliance with federal standards by 1988. In
these areas, the EPA is required to take some action to ensure achieve
ment of federal air quality standards.

Other Nonattainment Areas. The other areas of the state that did not
manage to meet federal standards by 1988 submitted plans to the EPA
that included measures which they thought would meet standards by the
deadline. These areas will be required to submit new plans to the EPA
that demonstrate compliance within three to five years, but will not be
subject to sanctions at this point.

The EPA Approach to Sanctions. For potentially sanctioned areas, the
EPA is required to impose a ban on construction of facilities-such as
large refinery Gomplexes-that would emit more than 100 tons per year

.of hydrocarbOIls, volatile organic compounds (such as gasoline vapors), or
carbon monoxide. To date, the EPA (undercourt order) has imposed the
construction ban on the South Coast, Ventura, and Sacrainento·· areas.
(This sanction is not especially significantin that few, ifany, facilities of
this size are planned in the state in the foreseeable future, largely because
of e~sting air pollution control restrictions.) In addition, the EPA has
other, discretionary sanctions that it couldirnpose on these areas. At
present, the EPA's general approach appears to be to avoid imposing
sanctions on a district so long as the district and·· state continue their
efforts to resolve the air quality problem.

\ "," , .

Wh~t Does tl:te California Clean Air Act (CCAA) Require
State and Local Agencies to Do to Achieve Air Quality Goals?

. - .

With many areas of the state oui: of compliance with federal air quality
stand.ards, the. expiration of the federal Clean Air _. Act deadline has
resulted in uncertainty. This uncertainty is caused by (1) concern oyer
the future direction- of EPA acti()ns and (2) the possibility of congres
sional amendments to the federal act. Because the state's air pollution
control efforts were driven by the federal pr~cess, this uncertainty
resulted in a void in California's efforts to improve air quality.

The Legislature took the initiative by enacting a number of significant
pieces of air po1l4tion legislation. In the area of criteria air pollutants, the
most· significant· piece of legislation enacted _was Ch 1568/88 - (AB
-2595-Sher), known as the California Clean Air Act (CCAA) .. Thisand
other significant legislatioIll'elating to criteria air pollutants are summa
rized in Chart 4. (The chart does not include enacted legislation relating
to noncriteria pollutants, such as toxic "hot spots" and acid rain).

The California Clean Air Act establishes a mandate, independent ofthe
federal CleanAirAct, for state and local government agencies to clean up
California's air. Under _the federal system, specific dE:'ladlines were
established for meeting federaI air quality standards and the states -and
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California Clean Air Act
Chapter 1568/88 - Assembly Bill 2595 (Sher)
Th.iS act establishes a stand alone state air pollution control. prcmr.am. T.he act
establishes a.planning process overseen by the ARB.and provides additional
regulatory authority to ooth the ARB and Air Pollution Control Districts.

Smog Check Program
Chapter 1544/88 -Senate Bill 1997 (Presley)
This act both extends and expands the Smog CheckProgram administered by the
Bureau of Automotive Repairs.

State Agency Rldesharlng
Chapter 1435/88 -- Senate Bill 2723 (Seymour)
This act requires state agencies to develop flex-time and ridesharing programs and
create,s a loan and grant program under the Department of Transportation to
establish vanpools. .' ,

Expanded Authority for Local Air Pollution
Control Districts "
Chapter 1596/88 - Assembly Bill 397~(Cortese)
Chapter 1541/88 - Assembly Bill 4355 (Connelly)
Chapter 1546/88 -- Senate Bill 2297 (Rosenthal)
Chapter 1301187 - Senate Bill 151 (Presley)
These four acts expand the Bay Area (Chapter 1596), SacramentO (Chapter 1541),
and South Coast (Chapter 1546 and 1301) air districts'regulatory authonty.,()ver
mobile and indirect sources of air pollution.

Chart 4

Summary of MaJor Air Pollution Legislation
Enacted During the 1987-88 Legislative Session

•
••
•

local governments were to determine how to meet those deadlines. In
the past, California's air pollution program focused primarily on (1)
requirements for on-board air pollution control equipment for passenger
vehicles and (2) local regulation of laigestatlona.ry sources of pollution.

.,' '. .,-, ' ,

The CCAA makes three fundamental changes to California's, air
pollution program: (1) it establishes the state's existing air quality
standards as the goals to be met, (2) it creates a new process to pll.l.I1and
implement these goals, and (3) it gives air pollution control districts
(APCDs) and the state Air Resources Board (ARB) greater regulatory
authority and enhanced funding in order to better achieve the act's goals.

New Goals and Requirements. The goals established by the CCAA
differ significantly from the federal act in three ways. First, air districts
must meet state air quality standards, which generally are more stringent
than federal standards. Second, the CCM classifies nonattainment
districts into three differerit categorieg-..;-moderate, serious and severe
each with different compliance timeframes' and progressively more
stringent requirements. Third, the CCAA requires that all nonattainment
districts demonstrate annual reductions in excess emissions of nonattain
ment pollutants of at least 5 percent. Under the federal act there was no
requirement to demonstrate annual reductions in emissions,·only that the
states be in compliance with the federal standards by 1988.

Chart 5 shows the specific goals and requirements placed on APCDs
by the CCAA.
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Chart 5

The California Clean Air Act
Requirements For Non-Attainment Districts

ALL NON-ATTAINMENT DISTRICTS

General Requirements
• Meet emissions reductions goal of 5%

per year.
• Upgrade emissions inventory.

. • UP9rade public education program.
• MitIgate air pollution transported to

other districts.
Mobile Source Requirements -~--;
• Require adoption of all reasonable

General Requirements
• Attain state standards by December

31,1994.
Stationary Source Requirements 
'. No increases in emissions from

permitted stationary sources emitting

available transportation control
measures.

• Develop transportation control
program. .

Indirect/Area Source Requirements -
• Develop: area and indirect pollution ...

control program.

morethail 25 tons per year.
• Require reasonable available control

technology on all permitted sources of
pollution. .

.

General Requirements -------j • Require best available retrofit control
'. Attain state standards by December teChnology on all permitted sources of

31, 1997, pollution;
Stationary Source Requirements - Mobile Source Requirements --.,.......,-1
• No increases in emissions from • Substantially reduce the rate of

permitted stationary sources. increase in the number of passenger
trips and vehicle miles traveled.

::::tt::::::::ftf::fff:tI:::l:f:t:::::::::§gV~:6§:::N.QN~AttAtN.M'*NIJP.t$.;tRJ¢.t~tI:t::::t:II::I;::':II::::::II:::t:':t:mm.
General Requirements Mobile Source Requirements ----I
• Meet emissions reduction Q0al of 5% • Substantially reduce the rate of

per year plus 25% per capita reduction increase in the number of passenger
by 1995, 40% by 1998, and 50% by trips and vehicle miles tr13.veled.
2001.· • ·Increase commuter ridership to 1.5

Stationary Source Requirements --- persons per vehicle by 1999...•.
• No increases in emissions from • No net increase in vehicle emissions

permitted stationary sources. after 1997.
Require best available retrofit control • Develop measures for low emissions
tectinology on all permitted sources of automobiles.
pollution.



120

The Planning and Implementation Process under the CCAA. As with
the federal Clean Air Act, the CCAA requires air districts to develop air
pollution control plans. The CCAA, however, requires air districts to

. include elements in their plans not requited previouslyunder the federal
program. These include (1) emission reductions from a wide variety of
sources-mobile sources, indirect sources (facilities like shopping centers

. thllt attract cal"s()rother sQul"Ces of polluti()n)an~areasQurce~{JIlultiple,
nonspecific sources"of pollution such as agricultural burning and use of
consumer products like aerosols) -that previously were not regulated by
districts,arid (2) contingency measures to be implemented if the plan
fails to meet the requirernentsof the act. In addition, the ccAA institutes
an ongoing approach to planning, requiring APCDs to update their plans
for compliance with air quality standards every thre~Y€lars.

The ARB is the state agency responsible for implemeIitation of the
CCAA. Among otherthings, it is responsible for reviewing and approving
all district plans. Once a districtplan is approved by the ARB, the district
must· adopt the individual regulations and control measures necessary to
implement the plart.' The .ARB is responsible for overseeing thisimple
mentation and ensuring thilt'the individual r€lgullltions are adopte<J, and
enforced. Toward this end, ARB enforcement options include (1)
requiring districts to implement contingeIicy measures, (2) withholding
state funding to districts for pollution abatement activities, and (3) taking
over a district's programartdimplementing a plan. on behalf "of the
district. In addition to approying and overseeing the implementation of
district plans, the CCAArequires the ARB to adopt more stringent air
pollution control standards for products sold in California that it cllrrently
regulates, such as niptorvehicles and motor yehicle fuels,artd "adopt.new
standards for many consumer and other products it does not currently
regulate.

New Regulatory Authority Granted by· the CCAA. The CCAA and
:related legislatioIi •• give both the ARB"::md air districts significant new
authority to regUlate previously unregulated soutcesof air pollution. As
shown in.Chart 6, new laws.emicted during the 1987-BS legislative session
grant the state-through the ARB-"-additionalauthority to "(1) set
product standards for .most cOIisumer products, (2) set product standards
for previously unregulated mobile sources of pollution (off-road vehicles,
marinevessels, construction equipment, etc.)~ (3) assess certification fees



1: IChart 6

~ ,', Air Pollution Control Regulatory Authority
By Level of Government Before and After the'1987-88 Session

Passeng~lr vehlc1es8 ISet standards ISet more stringent standards None Regulate use
Assess lees on motor and vehicle Require rldeshare programs
manulacturers Assess motor ~hlcle registration

surcharge lee

Medium and hllavy trucks ISet standards TSet more stringent standards None RegUlate use
Roadside Inspection program

Motor vehicle luels I set standards ISet more stringent standards Vapor recovery program , Vapor recovery program

Other mobile (trains, construction None Set standards Varies by type Varies by type
equipment, marine vessels, etc.) Regulate use

STATIONARY SOURCEs«'
Expanded lee authority IRegulate emis,slons Regulate emissions,(Factories, rellneries, 'etc.) Fee authority for specKle programs

Permtt authority Permtt authority
Fee authortty Fee authority

iNDIRECT SOURCESc
Regurate emissions(Office complexes, retall malls, None None

etc.) Fee authortty

AREA SOURCESd
'.consumer products8 I None I Set standards I Set standards I None

8 In addition, the Department of Consumer Affalrs runs the Motor Vehicle Inspection and Maintenance (srnog check) program.
bOnly the South Coast and Sacramento air districts have the authority to assess this fee.
e In addition, local govemments have land use authortty to plan, permit, regulate and site land developments.
d Include many sources other than consumer products, such as house paints, agricuttura,1 burning, pesticide use, and other small sources 01 pollution.
8 Under the CCAA, APeD,s are prohlbtted from adopting standards different than the ARB until 1994. .....

to.....
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on motor and vehicle manufacturers, and (4) assess fees on stationary
sources of pollution.

In addition, the CCAA grants air districts new authority to (1) control
the use of mobile sources, (2) regulate indirect sources of pollution, such
as office complexes and shopping centers, and (3) assess fees on indirect
sources which are regulated but for which permits are not issued.

The CCAA Requires Development of New Control Measures. The
CCAA will result in districts and the ARB developing a new array of
measures to control pollution because it requires (1) the implementation
of transportation control measures in all nonattainmentdistricts, (2) no
net increase in emissions from new or modified stationary sources in
moderate and severe nonattainment areas, and (3) a 5 percent annual
reduction in emissions.

Unlike many other parts ofthe country, California has already imple
mented many stringent control measures, so that there are very few, if
any, "quick fixes" left to reduce air pollution emissions in the state. In
general, in order to achieve the acfs air quality goals, future control
measures will need to (1) squeeze an additional increment of reductions
from sources already under some degree of control (such as cars and
factories), (2) reduce emissions that previouslywere not regulated (such
as consumer products, diesel engines, and construction equipment), and
(3) alter individuals' behavior either through direct reguIatory'interven
tion or by providing individuals with incenQves to reduce pollution (for
example, the use of diamond lanes or the enc()uragement of flexible work
schedules to reduce traffic congestion). Incentive programs might affect
how much people drive, or wher~ they choose to shop; live and work.

HOW CAN THE LEGISLATURE ENSURE THAT THE PLANNING PROCESS
RESULTS IN ACHIEVEMENT OF AIR QUALITY GOALS?

The CCAA provides a new set of goals for APCDsand the ARB in
achieving air pollution reductions. These goals include. specific annual
percentage reductions in air emissions and require the implementation of
specific types of control measures. In our view, the CCAA is an important
step in bringing about significant reductions in air pollution. To ensure
achievement of air quality goals, however, the Legislature should con
sider taking further steps. These steps would involve increasing the
degree of coordination among the various agencie~involved in planning
at the local level, and improVing the ability of districts to implement
programs that can accomp~sh the goals set by theCCAA.

Goals of Local Agencies Should Be Integrated in the Planning Process

We recommend that the Legislature expand the role ofair pollution
control districts in local land use and regional transportation plan
ning in order to enhance coordination between districts and other local
and regional governmental agencies.
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Both transportation ·and land use .planning decisions. affect the achieve
ment of air pollution control goals, butneither planning process is closely
coprdinated with air pollution control plans. The goals of different local
planning agencies, including APCDs, may conflict,decreasing the effec
tiveness of the planning process.

Land Use Planning. The roleofair districts in land use planning is very
limited. Air districts have no formal role in revieWing city and county
general plans--the major vehicle for land use planning decisions. In fact,
there is not even a requirement that city or county general plans address
air quality by including an air quality element. As a result, local decisions
'concerning the siting of facilities such as office buildings, shopping
'centers, and industrial parks are made outside the purview of the APCD,
even though such facilities· are potential indirect sources of air pollution
because they attract automobiles.

When local agencies site these facilities, their. decisions often reflect
local fiscal priorities that rank commercial and industrial development
higher than residential development. This can result in .. local growth
patterns in .which insufficient h.ousing for. the needed workforce is
available near .industrial and commercial growth centers. Asi conse
quence, indiviquals may live far from their work, increasing the length of
commuting trips. This in tum, increases vehicle miles traveled and traffic
congestion, both. of which worsen air quality..The CCAA directs air
districts to consider controlling indirect sources ofpollution, but does not
clarify how differing goals of local planning.agencies should be balanced
when in conflict.

Transportation Planning. Under the CCAA, districts classified as
serious or severe nonattainment areas are required to. substantially
reduce the rate of increase in passenger vehicle. trips and in miles
traveled per trip. In order to meet this requirement, changes in the way
we us~ automobiles will be necessary. In the past, howeyer, air districts
and the ARB have played only a small role in the transportation and land
lIse decisions that have a direct impact on traffic congestion, travel
patterns. and automobile. use. For instance, air districts have no formal
role.. in the regional transportation improvement planning· process--iIl
cluding both the. development of the longer-term Regional Transporta
tion Plans (RTPs) and the shorter-term program of projects contained in
the Regional Transportation Improvement Programs (RTIPs). Similarly,
the ARB has no formal role in the development of the.State Transporta-'
tlon Improvement Program (STIP) adopted annually by the Californi~
Transportation Commission. The plans reflected in the RTPs and the
.projects to implement these plans contained in the RTIPs and STIP have
broad implications for future emissions from motor vehicles.

- [
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If substantial gains·in air quality are to be made, air quality goals need
to be reflected in the planning process for siting of industrial and
commercial· concerns and transportation projects. Currently, coordina
tion often is lacking between land use and transportation planning
agencies and the air pollution control district Asa result, air quality goals
are not integrated with other local planning efforts. In order to better
facilitate the. inclusion of air quality goals within broader local and state
planning concerns, we recommend that the Legislature (1) require· that
local general planS include an air quality element and (2) specify that
local general plans and plan amendments be consistent.with the APCD
air quality attainment plans. In addition, the Legislature should consider
requiring· air districts to review and comment ,on RTPs and RTIPs, and
the ARB to review and comment on the STIP, as a way of promoting
consistency between transportation and air quality goals.

Legislative Options to .Improve Districts' Ability
to Implement Air Quality Measures

The CeAA has increased APCD authority over some s~urces of air
pollution, but as discussed ~bove, APCDs have only a limited and often
informal role in local land use and transportation planning decisions.
Moreover, they have no permitting authority over new developments or
transportation projects, and little or no authority over the operation of
existing· transport~tibn systems or indirect .sources of pollution..As a
result, general authority granted to air districts by the CCAA to (1)
regulate or decrease emissions from indirect soUrces and (2)·· affect the
use of motor vehicles, may be ineffectual unless strengthened.

There are at least three options available to· strengthen· the ability of
APCDsto·implement effective control measlires on indirect and mobile
sources of pollution.

Explore Methods to Give APCDs Increased Authority over New
Projects and Operation of Existing Projects. Districts could be given
greater regulatory authority over local facilities and transportation
projects. 'For example, the Legislature could expand the number and
types of local projects which are subject to APCD permit requirements.
This approachwould ensure that air quality goals are considered in siting
and operating decisions. The major disadvantage of this option is that it
could result in delays in projects because a new level of govermnent
womdbe interjected into the permitting process:

Better Integrate Decision-Making Roles ofLocal·Government Agen
cies. As·we ·discussed earlier in "Accommodating California.'s Growth," a
single body could be charged with the responsibility for approving city
and cotintygeneral plans, and given the authority to veto major land use
decisions. This would allow better coordination of these decisions with air
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quality objectives. Alternatively, if an adjudicatory body were estab
lished, conflicts between local agencies could be resolved.

Greater Use of Econ·omic lncentives-or Disincentives--to Get Pol
luters to Modify Their Behavior. Generally, APCDs have little ability to
implement pricing programs that make citizens and businesses face the
economic costs of their decisions. Such programs might include mileage
charges for automobile use, or tax incentives to locate indirect source
facilities so as to minimize air quality impacts.

Legislature Needs to Be Informed about
Progress in Achieving Air Pollution Goals

We recommend that the Legislature amend the cdAA to require (1)
air districts to. include an .. analysis of the impact of land use and
transportation decisions on district programs and air quality in their
three-ye~rplan. reviews and (2) the ARB to report th~sefindings to the
Legislature.

Because local land use decisions may impinge on meeting air quality
goals, the Legislature needs tolmo\\' if it should consider taking further
actioIl to strengthen compliance efforts. However, the extent to which
district compliance problems result from local agency decisions on land
use .and transportation projects· is notlmown. While the CCAA requires
APCDs to review their plans every three years to correct deficiencies, it
does not require districts to identify in their plans the extent to which
problems in achieving air quality objectives were due to factors outside
their control, but within the control of local land use or transportation
planning agencies. Although the ARB is required •to report to the
Legislature on expenditures of fees collected and on the funding of large
APCDs, there is no requirement to report on overall progress towards
ineeting state standards, or to identify the extent that local land use and
transportation decisions affect air quality.

In order to ensure that the. Legislature is informed concerning the air
quality impacts of transportation and land use decisions, we recommend
that districts be required to include in their three-year plans an analysis
of the impact of land use and transportation decisions on district
programs and air quality, and that the ARB· report these findings to ·the

.Legislature.. We recommend that the ARB include in its report (1) an
assessment. of the extent that local land use and transportation decisions
prevent districts from meeting the goals of the CCAA, and (2) specific
legislative options to address this problem. If the report indicates that
localities are not acting in a manner consistent with regional air quality
goals, the Legislature may wish to consider further options to more
closely integrate air quality objectives into local planning processes.
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Drivers Should Help Pay for District Programs

We recommend that legislation be enacted extending the authority to
assess motor vehicle registration surcharges to all air pollution control
districts.

. In the past, air pollution. control district programs have focused
priffiarily on stationary sources, and fees charged to these sources have
paid for district regulatory ·costs. Now, however, the ·CCAA authorizes
districts to broaden their scope of regulation to include transportation
control measures and indirect sources. As a result, APCDs will incur costs
to regulate cars and their use.

The CCAA authorized APCOs to increase fees on stationary sources
and assess new fees on regulated indirect sources of pollution.· In addition,
Ch 1546/88 and Ch 1541/88 gave the South Coastand Sacramento air
districts the authority to assess surcharges <>f$1 and $4, respectively, on
motor vehicle registrations to supportaltetnative fuel,indirect source
and mobile source programs. The authority to assess a vehicle registration
surcharge was· not extended, however, to .·other APCDs. As a conse
quence, in most districts. drivers still will not pay the costs of district· air
pollution control programs aimed at regulating the.use ofautomobiles.

In our view, automobile users should pay for district regulatory costs
related to automobile use. Consequently, to ensure that. the cost of air
district regulatory programs are borne by all of the regulated community,
we·recommend the Legislature enact legislation to give· all districts the
authority to assess motor vehicle surcharges similar to the authority
granted to the South Coast and Sacramento districts during the past
legislative session.

Conclusion

The CCAA represents a major new effort by the state to~eet air
quality goals within a 20-year timeframe.As a first step, it requires that
the state and air pollution control districts develop plans for meeting air
quality objectives. In addition, it grants new authority to the districts and
the ARB to strengthen regulatory efforts related to soUrces. of air
pollution that they already regulate, and itextends to the districts and the
ARB the authority to tegulatesome sources of pollution that previously
have not been regulated. TheCCAA, however, does not provide for a
process that balances or integrates air quality objectives With other local
planning goals and land use decisions. This will limit the ability of districts
to achieve the CCAA's air quality goals.

In order to enhance the ability of air districts to actUally meet air
quality goals, we recommend that the Legislature, among other things,
inCrease air district and ARB participationin land use· and· transportation
planning at the state and local1evel, and consider options to increase the
ability of districts to effectively reduce emissions.
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Solid Waste Management in California

Is California Facing A Solid Waste Management "Crisis"?

Summary

• Current fees for waste disposal in California are relatively low.
Future disposal costs are likely to escalate some, but increases
affecting residential and commercial waste generators will probably
be relatively small.

• Fees ~hargcd-ffJ.1:.trash._colle.Qt.tm:ta.1Jd ..djspo£aLof~1J ..dQ:rJ:J2t.!(!flf!£tihe
L.ull.2J!§.tgiJ?rovidi1];KQ9a~fliQrL(JllJIEi~PP§.(lL§er,vices. As a result,
there is liJfk-!col1.omic..i.ncentive-toJeduce_the.1.ZQIY!!}i!..pit,g(1:§te.Qr to
r!!E1!.£l~ 1£.a§l~· ,"'

• State law requires counties to plan on an ongoing basis for the
provision ofdisposal capacity sufficient to last at least eight years.
Most .coJJ.:r)Jie.s-eith.ex..,aJmady,".haQ(u.!LwilL~pgllJ!/!J2(!lQll.!!:l14Y{lJ.!!:tl;1
capg(;jlY_i?J:~g}Jifir:j{L.c.()mply... with_thiLrfl.qYi'!;ttlJlen;t; Some counties,
however, face short-term shortages ofdisposal ;;apacity due in large
part to public opposition to constructing new facilities.

• Despite prohibitions against it, household hazardous waste is often
disposed of in municipal garbage. If these materials are not sorted
out of the waste stream, or if disposal facilities are not designed to
handle such wastes, the result may be water contamination or air
pollution.

• Despite these concerns, our rtfpietlJ, ..i1Jr!iq(!J(}§.tbflt JbereiLno
"cr!~is"-eitheri1f!f!1J"sofcost or landfill.ava#ability.,-in the state's
waste management system.

• However, in order to address certain existing problem areas and
improve the state's solid waste management system, the Legislature
can take steps to:
(J) Ensure that local governments impose fees for waste disposal

that reflect all applicable· costs.
(2) Assist counties in facility siting decisions.
(3) Minimize the potential environmental threats ofdisposal oper

ations.

Californians discard an average of about7.5 pounds of various materials
per person each day. This amounts to more than 38 million· tons of waste
each year, enough to fill 80 football stadiums with trash 100 feet deep.
There appears to be a widespread perception that this mountain of waste
is about to 1?ury.the state and bankrupt it in the process. In contrast to this
perception, the available evidence indicates that, although there are
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problems with the existing. solid waste management system, in general
the waste we produce can be disposed of safely and at .relatively low cost.

This analysis attempts to put the status of waste· management in
California into perspective and focus discussion on those problem areas
that do need attention. We first provide background information on the
structure ofthe solid waste management system. Next, we evaluate how
well the existing system is working.• Then, we bri~fly outline specific
actions the Legislature can take· to address problems with the existing
waste management system.

Background

In California, responsibilitY for solid waste management is divided
between the state and local governments. The state is responsible for
developing general solid waste management policies and guidelines.
Cities and counties rpanage the collection systems and disposal facilities
needed to dispose ofthe waste produced in theirjurisdictions.

. The California Wastl:l Management Board (CWMB) is the Jead state
agency responsible for developing and implementing state-wide solid
waste management policy. The board:

• Sets miniIilumstandards for handling solid waste· and operating
waste disposal facilities,

• Reviews waste disposal facility operating permits issued by local
enforcement agencies (LEAs) to ensure compliance with state
standards,

• Conducts oversight inspections of waste handling facilities to ensure
effectiveness of LEAs,

• Approves landfill closure and postclosure .maintenance plans,
• Approves county solid waste management plans, and
• Evaluates and promotes new waste management strategies.

In addition to the CWMB, other state entities conducta variety of
activities related to solid waste. For example; the Department of
Conservation manages the Beverage· Container Recycling Program, the
State Water Resources Control Board monitors potential groundwater
contamination caused by landfills, the Air Resources Board and local air
districts enforce air pollution standards that apply to landfills and
waste-to-energy facilities, and the Energy Commission evaluates the
energy market impact of large scale waste-to-energy proposals.

In contrast to the general policy setting responsibilities conducted at
the state level, local governments are responsible for "hands on" waste
management activities such as:

• Operating or contracting for waste management facilities and ser
vices within their jurisdiction,
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.• Issuing operating permits to private entities for waste handling
facilities,

• Setting rates for trash disposal services provided within their juris
dictions, and

• Designating local enforcement agencies· (generally county health
departments) and setting fees to cover the cost of enforcement
activities.

To help ensure that solid waste management activities are adequately
planned and coordinated,· the state requires. each county to develop and
implement a comprehensive county solid waste management plan
(CoSWMP). The CoSWMP~ustinclude:

• A schedule of the combined,Gapacity of existing·solid waste facilities
available to the county;

• A plan for maintaining disposal capacity sufficient to last at least 8
years;

• .Plans, including an implementation schedule, detailing how the
county will recycle. atJeast 20 percent ofits solidwaste; and

• An analysis of the econo~cfea~ibilityof the plan, including the cost
of waste disposal in the designated jurisdiction. . .

The CoSWMP must first be approved by the city councils of a majority of
the cities containing a majority of the county's population, and then must
be approved at the countY" level. A .CoSWMP must also be approved by
the CWMB to ensure that the plansatisfles applicable state laws and
regulations. Counties are required to update their CoSWMPs at least
every three years.

There are 389 landfills, 245 transfer stations (facilities where waste is
transferred from the collection truck to a tractor/trailer rig or train for
long-distance hauling) and two waste-to-energy facilities currently oper
atingin California; More than half of the 38 million tons of waste
produced annually in California is disposed of in the state's 10 .largest
landfills. In addition to the·389 operating landfills, there are apprmd
mately 1,BOO closed .landfills that no longer accept waste. The range, of
problems associated with closed landfills varies considerably. Some closed
landfills have few, ihny problems, and are now used for such purposes as
golf courses. Other closed landfills have created such· serious problems
that they have been. listed by the Environmental Protection Agency as
federal Superfund toxic waste sites.

HOW WELL IS CALIFOIlNIA'SSOUD WASTE
MANAGEMENT SYSTEM WORKING?

Economic and enviro:nme.ntal cons~derations are the underlying sub
jects·inmuch·of the recent media attention on solid waste issues, with
particular emphasis given to the subject of landfills. The conclusions often
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drawn in the media are that (1) landfills are a cause of environmental
problems, (2) landfill space is rapidly disappearing throughout the
country, and (3) the scarcity of landfill space is likely to cause significant
price increases for trash disposal services. Our analysis indicates, how
ever, that-at least in California-the situation is not a~ serious as is being
suggested by many..

Current Waste Disposal Fees Are Low and Likely to Remain That Way

Currently, charges for waste disposal in California are relatively low
when compared to other regions of the country or to other basic services.
Table 1 illustrates the fees charged for residential trash collection in a
sample of local governments throughout the state. As the table shows, the
fees for these entities average about $8.35 per month. Fees for commer
cial trash collection are highly variable, depending on the volume of
waste, the frequency of collection, the location of collection bins, and the
type of trash. In general, however, commercial trash collection is less
expensive for, a given volume of waste than is residential collection. At
the prevailing collection fees, it costs each of· us an average of· about 20
bents per day to dispose Of the waste we generate in activities at home
and at work.

Table 1
Residential Trash Collection' Fees

In Selected California Cities
December 1988

Local Agency
Ventura : .
Riverside '..............•.............................. ;....•....... ' .
Sacramento ,
ThoUsand Oaks ..' : .
Oxnard .
San Francisco ..
Oakland .......•.................................................... :"
Los Angeles County .

·SanJose .
·Anaheim...................................•..........................
Milpitas , : .
San Diego .
Los Angeles ; ..

Average ; .

Monthly
Fee

$11.10
10.63
9.68.
9.25
9.15
8.49
8.15
7.37 8

6.31
6.11
5.65

no fee b

no fee b

. $8.35

Weekly Volume
Limit

(gallons)
55
32
q2
45

105
32
45

no limit .
no limit

220
no limit
no limit
no limit

8 Average cost, based on a range offees from $5.25 to$9.50 per container.
b Trash collection and disposal are supported by city general fund revenues. These cities were not

included in the average cost figure. '.

The comparatively small price we pay to dispose of our solid waste is
likely to remain relatively low. This is because solid wastemanagerrient
involves:numerous activities and the cost of o:nIy one of those activities,
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landfilling, is likely to rise significantly in the near future. Differentiating
the various aspects of waste disposal helps to illustrate this point.

After we throw our trash away, it must be (1) collected from the
containers on the curb or in the alley, (2) transferred from the collection
truck to a tractor/trailer rigor train for long distance hauling, (3)
transported to a disposal facility, and (4) disposed ofeither by burying,
burning, or reprocessing (recycling). If waste disposal facilities are
reasonably close, to the collection area, transfer operations may be
unnecessary,.

Chart! illustrates the percentage of overall costs attributable to these
four components, based onthe statewide average landfill tipping fee (the
charge for dumping materials atthe llindfill) and estimated average costs
for collection, transfer, and trarisportlitioll. It shows that collecting waste
from the curb or alley is by far the most expensive aspect of waste
management, accounting for about 65 percent (with costs ranging from
60 percent to 70 percent) of the overallcost of waste disposal. In contrast,
the costo! landfilling-at the rates currently prevailing in California
---generally contributes only about 10 percent (with a range of 5 percent
to'20percent) of the total cost. Costs for waste transfer operations (which
may include the cost of screening for and removing hazardous wastes
and/or recovering recyclable materials) makeup another 15 percent

Chart 1

Distribution of Solid Waste Management Costs
Average COsts for Selected California Cities '
December 1988

8 PrimarUy IandIIUlng.

Collection
'(65%)
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(with a range of 0 percent to 25 percent) of the total cost. The cost of
transporting waste to disposal facilities is similar in· proportion to
landfilling costs-:-about 10 percent (with a range of 5 percent to 15
percent) ..

Landfill tipping fees, which in California currently average about $10
per ton, are beginning to increase, due primarily to more stringent
environmental· regulations. Industry sources estimate that after landfill
operators comply with requirements for new environmental safeguards,
the cost of landfill disposal will probably level off in the range of $20 to $25
per ton. Increasing land acquisition costs may also push tipping fees up.
The impact of land costs on fees, however, is. relatively insignificant
because the cost ofland on which to build a landfill generally accounts for
less than 5 percent of the total cost of developing, operating, closing, and
properly maintaining the landfill. .

These rising tipping fees, however, will not significantly affect trash
collection bills because, as explained previously, landfill costs are such a
relatively small component· of the total cost of waste collection and
disposal. For. example,if landfill tipping fees double from the current
statewide average of around $10 per ton to $20 per ton, the overall cost
of residential waste disposal would probably increase by only about 10
percent (or less than $1.00 per month per household)~

Although the economic cost of waste disposal is likely to remain
relatively low in California, there are still problems with California's
existing system of waste management. The mpst significant problems
include: an economically inefficient pricingsysb~mthatoften does not
impose the full cost of waste disposal on waste·generators, local difficul
ties in siting new facilities, and potential groundwater contam.irlll.tion and
air pollution caused by hazardous materials improperly disposed of in
municipal waste.

The Full Cost of Waste Disposal Is Not Directly Imposed on .Individuals

Individuals often d()ootbear the full cost of disposing the waste they
create. This occurs fot two reasons: .

• Individuals are nbtbilled for trash disposal inproport.ion to the
waste they generate. In somedties,such as Anaheim and San Jose,
residences arecharged>aflat fee for essentially unlimited disposal
service. In other cities, such. as in Los Angeles and San Diego,
residences are not directlycharg¢d even. a flat fee. Instead, funding
for trash disposal services is provided by general tax revenues.

• Disposal fees do not reflect all. of the economic'and social costS
associated with waste disposal. Most tipping fees in California do
not reflect the full cost of financing landfill closure and postclosure
maintenance costs and the cost of environmental safeguards such as
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methane gas and "leachate" collection systems (a leachate is any
substance that drains out of a landfill). Fees also may not reflect the
social cost of nuisances (such as dust, noise, and pests) that may be
caused by landfills.

In both. cases, the true cost of waste disposal is masked and greatly
understated to most individuals. Consequently, people produce more
waste than they would if confronted with the full cost of the service.
Better price signals not only would influence individuals to reduce the
amount of waste they generate, they also would improve the relative
position of alternatives to landfilling (such as recycling) .

Unfortunately, there are several obstacles that make it difficult to
directly and accurately billeach individual for the waste he/she produces
and. that undernrine the benefit of direct· billing:

• Expense of Separate Billing. The procedures involved in billing
individuals for the waste they produce may be so expensive that
billing costs outweigh the benefits.

• Difficulty of Determining the Source of Waste. In many cases,
garbage from numerous sources is combined at one collection point,
such as a large dumpster serving several apartment units. Such
collection systems make it impossible to bill individuals accurately for
the waste they generate.

• Tendency ofHigher Prices to Encourage Illegal Dumping. Direct
billing may increase the level of illegal dumping as waste generators
attempt to avoid paying the full cost of disposing the waste they
generate.

• Relative Insignificance ofWaste Disposal Fees. Tq the ext~nt that
accurate pricing of waste disposal services results in· higher costs,
individuals should reduce the amount of waste they generate.
However, since the magnitude of an individual's trash bill is likely to
be small relative to other expenses (such as housing payments,
grocery bills, and phone expenses) direct and accurate billing for
waste disposal services may not appreciably affect individuals' waste
disposal decisions.

Some Counties Face·Disposal Capacity Problems

Our review of California's waste disposal system indicates that, while
the state is not in imminent danger of running out of landfill capacity,
there are certain counties\vith short-term capacity problems. In response
to the landfill problems experienced by some local agencies, the Legis
lature recently imposed a new requirement on counties that they plan for
disposal capacity· sufficient to handle the county's projected volume .of
waste for at least eight. years. These plans must be updated every three
years, thereby continually extending the eight-year planning horizon.
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Because the capacity planning provision is so new, not all counties have
as yet fulfilled this requirement. Based on CoSWMPs filed with the Waste
Management Board, 46 of the state's 58 counties already have eight years'
worth of landfill capacity. Table 2 lists those 12 comities· that do not now
meet this reqllirement. Mqst of the counties shown are rural counties
with small populations. The list also incllldes. Los Angeles County,
however, which is responsible for almost two-fifths of the state's total
waste stream.

Table 2·
Remaining alld Planned Disposal Capacity for

Counties That Currently Have Less Than Eight Years Capacity
December 1988

County
Calaveras .
Madera .
Del Norte .
Contra Costa ..
Tuolumne .
Sonoma ..
Ventura ..
San Bernardino .
Sutter-yuba .
Los Angeles ..
Lassen ..
Kings .

Totals ; .

Annual
Waste

Generation
(Thousands 0/ tons)

18
78
10

914
43

394
730

1,554
82

14,612
20
93

18,668

Percent
o/State
Waste

Stream
b

0.2%
b

2.4
0.1
1.0
1.9

,4.1
0.2

38.5
0~1
0.2

48.8% d

Currently
Remaining
DispOsal
Copacity
(Years)

o
o
1
3
3
4
4
5
5
5
5
6

Disposal·.
Capacity
Coming

On-LineD
(Years)

100
35

20
40
30
40

300
15
30

35

a Indicates capacity of facilities anticipated to open within 5 years.
b Accounts for less than 0.05 percent of California annual waste generation.
C Volume of proposed facilities Is unknown.
d Detail does not add to total due to rounding.
SourCe: California Waste Management Board.

Table 2 also shows the disposal capacity which is expected to be
available within five years in these counties. It indicates, for instance, that
Los Angeles County soon expects to expand existing facilities or construct
new facilities that will be able to dispose of the county's waste for 30
years. Furthermore, San Bernardino County has reserved a site that,
when fully developed, will be able to hold an estimated 462 million tons
ofwaste-enough capa~ityto handle that county's current annual volume
of waste for more than 300 years. Thus, even those counties included in
Table 2 would appear .to face problems which are gen~rally of a
short-term nature. .. ..

The lack of adequate disposal capacity in some counties is due to the
increasing difficulty in California ofgaining public approval to locate new
waste disposal facilities near urban areas. For example, in spite of the
current shortage of disposal capacity in Contra Costa County, in the 1988
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November general election voters in that county disapproved of all three
initiatives proposing new landfills for the county. In addition, only four
new waste disposal facilities have been sited in the state since 1984.
Consequently, almost all new landfill capacity in California has been
added by expanding existing facilities, rather than siting new ones;

Disposal Facilities May Cause Environmental Damage

The perceived environmental problems associated with disposal facil
ities are probably the most significant reason that few new facilities have
been constructed. For instance, many people are concerned about toxic
w~stes in general purpose landfills. The greatest threat of toxic contam
ination~ however, is posed not by new disposal facilities (which generally
are designed to limit this threat), but by landfills that are now closed.
Many of these landfills accepted hazardous industrial wastes that they
were not designed to handle. Consequently, these closed facilities may
cause groundwater contamination. The full extent and significance of this
problem is unknown. The Water Resources Control. Boa.rd (WRCB)
currently is evaluating the results of water quality assessment tests
conducted at 50 landfills that pose the greatest threat of water· contam
ination.Preliminary results indicate that some of these landfills have
caused low concentrations of contamination in groundwater. The· con
tamination is. primarily from petroleum-related sources:

In addition to the problems at closed landfills caused by improperly
disppsed industrial toxins, existing disposal facilities may contribute to
environmental pollution due to nonindustrial sources,. State law prohibits
disposing of haZardOUS materials in municipal garbage collection systems.
However,many common. hOl}sehold product~uch as paint, batteries,
motor oil, and some househ.old cleaners--,-are. hazardous materials that
people.either unknowingly or. illegally discard in their. household trash.
Consequently, if these materials are not sorted out of the waste stream, or
are. not deposited in waste disposal. facilities that are. constructed. to
handle such materials, they can produce water contamination (if the
materials leach from landfills) or air pollution (if the materials are not
completely incinerated in waste-to-energy facilities).

In addition to pollution problems resulting from hazardous materials in
the waste stream, pollutionmay also be caused by burying materials that
are normally harmless. In landfills, the natural decomposition of biode
gradable. materials, such as food and. yardwastes, produces methane gas.
Landfills can be constructed with systems to collect this gas and use it for
fuel to generate electricity. Olderlandfills, however, rarely have such
collection systems,· and in many cases the. gas. escapes· from the landfill
and causes air pollution. Some cases of gas buildup have even resulted in
explosions.
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New disposal facilities that are properly designed and managed are
much less likely to cause pollution problems than are older facilities.
Landfills can be constructed with impermeable caps and bottom liners
that prevent rain and snowmelt intrusion and reduce the chances oftoxic
materials leaching from the facility and contaminating groundwater.
Waste-to-energy (WTE) facilities that burn garbage as fuel can also be
constructed with high-temperature combustion chambers and filters
enabling them to meet existing air quality requirements.

Although air pollution control requirements regulating emissions from
WTEs are very specific, state regulations pertaining to leachate control at
landfills indicate only that "the [landfill] operator shall take adequate
steps to monitor, collect, treat, and effectively dispose ofleachates."Thus,
the application of available methods of preventing landfills from contam
inating water is toa large degree left up to indivi.duallandfilloperators.

Since landfill management decisions made by local governments can
potentially affect thegroundwat~r used by other entities, th~re is a
definite statewide interest involved in how these disposal facilities are
built and run. In the next section, we offer the Legislature suggestions on
how it might address this concern, as well as the pricing and siting
problems identified earlier. .

OPTIONS TO IMPROVE CALIFORNIA'S WASTE MANAGEMENT SYSTEM

As the- preceding discussi~n indicates, California currentlY-does not
face a waste management crisis. There are, however, a number· of
problems with the existing waste management system, including (1) a
pricing system that obscures choices facing individuals and underprices
waste generation, (2) local capacity concerns in some areas, and (3)
potential environmental damage resulting from (a) individuals disposing
of hazardous materials in municipal garbage and (b)· iIrisorted waste
being disposed of in facilities that are not constructed to contain
hazardous materials. We discuss below ways for the Legislature to address
these concerns, thereby improving the way in which solid waste· is
managed in the state. '

Prome-teFees Tbat Include All Costs for Waste Disposal Services

Fees for trash collection and disposal services should reflect the full cost
of providing the service. Fees that reflect all costs of disposal would
influence individuals to minimize· their waste generation, resulting in a
reduced demahd for landfills. As our previous discussion indicates,
however, there are numerous instances in which individuals areeither
not directly charged for waste disposal or are charged much less than the
full economic and social costs of disposal.
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While there are obstacles to ensuring thatindividuals face the costs of
waste generation, it is possibleto improve pricing systems. For mstance,
many cities have shown that it is practical to impose ttashcollection fees
that are proportional to the weekly volume of waste that is collected from
a household or business. For example, the city of San Francisco charges
residential customers.$8.49 a month for weekly collection ofone 32-gallop
can of trash, and an additional $3.86 per month for each.additional 32
gallon can. The effect of proportional billing on the volume of waste
individuals produce can be dramatic. For example, in 1988 the town of
High Bridge, New Jersey required that town~issuedstickers be placed on
each 30-gallon trash container prior to collection. The stiGkers cost $140
for 52, . and additional stickers cost $1.25 each, Eleven' months after
implementing the sticker system, the town's volume of trash has declined
25 percent.

Thus, perhaps one of the most important steps the Legislature can take
in this area is to promote the direct billing of full waste disposal costs to
users. One way to accomplish this end would be to require CoSWMPs to
include an outline of the billing system and fee rates imposed in eachcity
within '. the county jurisdiction, and compare those fees against the
estimated full costs of providing waste disposal services. Hopefully, this
type of information would help counties-especially tho~e facing short
run capacity problemS-move toward ..a more rational pricing syst€lm.

By promoting direct and accurate. billing .for waste. disposal, the
Legislature would help achieve two positive results. First, individuals
would·tend to minimize the quantity of waste they.produce. Second, this
approach would also indirectly promote alternative waste management
strategies. For example, in California landfill tipping fees averagEl roughly
$10 per ton. The average tipping fee, however, does notreflect the full
cost of ffuancing landfill closure and. postclosure maintenance costs and
the cosfof environmental safeguards. (such as gas and leachate collection
systems). If these costS were incorporated mt() tipping fees, the average
fee wouJ,d probably increase. to about. $25 per. ton. At this fee level,
alternatives to landfill disposal may 1:le more economical. For example,
based on our calculations, the net c;ost of San Jose's curbside recycling
program is roughly $20 to $25 per ton. (depending on tile market J?rices
for certain." recyclables) . Thus, ..under •these. conditions,. the cost of
recycling would be an economically viable alternative to .landfilling•.

Help Counties Resolve Disposal Facility Siting Issues

As noted above, there .are only' a few counties with serious landfill
capacity shortfalls; and the problem' in most of these cases·does not
appear to be overland availability as much as local resistance to having
such facilities sited'nearby. The Legislature'maywant to consider ways to
help localities resolve .impasses in siting needed disposal facilities. One
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way to address this problem wouldbe to grant the CWMB the authority
to certify when local jurisdictions are in need of additional disposal
capacity, and allow the CWMB (or some other designated entity) to act
as arbitrator in stalled local siting negotiations.

Granting a state agency this type of authority has proven successful in
Wisconsin. There, a state agency· first certifies the need for new or
expanded disposal facilities in a given jurisdiction. Next, the prospective
facility operator is required to negotiate the terms of an operating
agreement with the host community's government. If the operator and
the host community cannot reach an agreement, either party may
petition the state's Waste Facility Siting Board for arbitration. Under
Wisconsin's law, the board must select one of the parties' last best offer
(which covers such factors as site location, operating hours arid fees).
Since 1982, 21 siting agreements have been signed in Wisconsin without
any cases going into arbitration.

Consider More Stringent Environmental
~equirements for Disposal Operations

Unless hazardous mat~rials are prevented from entering the waste
stream, separated out before waste is buried or burned, or disposed of in
facilities designed to handle such materials, they may cause water
contamination and/or air pollution. While current groundwater monitor
ing has not discovered any··serious contamination levels, the extent and
significance of the problem is really not kno~. If the Legislature is
concerned about the future threat to the environment from these
hazardous materials, there are at least two options available to it.

First, the Legislature could impose more stringent environmental
protection requirements on landfills. For instance, depending on such
factors as the level of the groundwater, the state could require that new
landfills be constructed with various types of liners and caps capable of
preventing hazardous· materials from leaching· into water supplies. Be
cause the cost of landfilling is a relatively small component of the overall
cost of waste collection and disposal, such a reqUirement would probably
result in only a small increase in. disposal fees for residences and
businesses. Alternatively, the Legislature could requirealllandiiIls only to
accept waste that has been sorted to remove· potentially hazardous
materials. The cost of sorting these materials from the waste stream is
unknown.

Second,·. the Legislature could take additional steps to encourage the
proper disposal of hazardous wastes by individuals. For instance, the state
could require.CoSWMPs to.contain a plan element devoted to household
hazardous waste separation. The CWMB currently provides local govern
ments with technical assistance and advice on household hazardous waste
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as part of the board's hazardous substance information program. The
success of this program in influencing a significant number of individuals
to properly dispose of their household hazardous waste has not been
demonstrated. However, requiring that CoSWMPs include a household
hazardous waste separation element would probably encourage cities and
counties to take advantage of the information available through the
CWMB.

Conclusion

Our review suggests that California is not presently facing a waste
managemerit crisis. The overall cost of waste disposal in California is
relatively low and not likely to substantially increase in the near future.
Most counties have adequate disposal capacity, and there is little
evidence at presentofsignificant environmental damage caused by waste
disposal facilities. There are, however, problems with the state's existing
solid w~te .. management .system: (1) in many areas, waste disposal
services are not realistically priced; (2) some local governments have
difficulty gaining public approval to site new disposal facilities; and (3)
without preventive measures, household hazardous was.tecan pose a
threat to the environment.

To address these problems, the Legislature can take steps to: (1) ensure
that fees· which reflect the true costs of waste disposal. are imposed
wherever practical, (2) assist counties in landfillfacility siting decisions,
and (3) minimize the potential environmental threats of di~posal facili
ties.These steps will help influence· individuals. to mininlize the waste
they generate, stimul~te efficient competition among conventional and
alternative waste management strategies, help maintain an agequate
supply of disposal capacity, and ensure that waste is disposed «(safely.
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State Appropriatie»ns .·Limit

How Should the Legislature Address Problems With the Appropria
tions Limit?

Summary

• Based on the estimates of revenue and the spending plan contained
in the Governor's Budget, the state is very close to its appropriations
limitfor both the current andbudgel years-$134 million and $128
million, respectively.· Using' the administration's long-term forecast
of state revenues, we estimate that revenues will exceed the appro
priations limit by 1990-91.

• State spending authority, as' adjusted for changes in the price of
goods and services faced by the state, has declined under
Article XIII B. '!JJ:el!!!Jtttjf2~!J1!2~.gllQ.t£.~u;ffi£i~!!1Kr£~t~,,~1J,!J?£!!f!!r,g
a1J,th~rity .. to., ,,!,qi"1tq:it}.J;HrrJJ1l.t,~~~.WiQe ....le~e1~,pr.tp keep",pg,qe .witlJ
ii"iie:IliJ~:i~~~~'i9IH?!!!}d;;,. . ..' .. . .. ~"

• In many cases, .tlJf(C1,JrrentlimJtteTlds to d!sto"!~()fJf('rJ1:.T1lf(nt~~cision

TlJa"'iTlfJ, thf!~f!b1! {lrJ4iTl~~0. t~~ ·cos~{lnd:g()1fz,pI~~.ttY,Qiij,e,1?ulilic
s~~tQr."· . , ~ ',' " ,.~ , ·.w,··..·· '.. .. '. .

• A$"~result of the appropriations limit, the state is facing increas
inglydifficult choices about which programs can be funded and at
what level they can be·funded·q~"t!!..lf~"i1J;.l!}!lzLt£,>d~w.q1}l!§ f()r
*,err?tc.f(s'ia$,.in·tJHj.C.q~eqff}ducation·and.:tiaii~PQri(l.ti(t!J,l1.re ....inc.re~s-·
jr,g prfts.$,1f,~~~~()1isP(3}ftljT},g~ylJjectto the ··limit·fJ!:rJ}lf!}j..LttRtldVg.&r..
tJzesta..te§ res.erPeJund.gananly.,l:)l~pm1Jtded{lttJzef!~peTl~eo!other
s'fiit~:1!i~~i;~iIJ:,f"-'"""-" v·

c

- • ,. .•• ••••••

• Because there is no apparent consensus as to which programs should
be eliminated or reduced in order to accommodate the magnitude of
spending increases sought in program areas where demand is
building (such as transportation), and because in tJzel()Tlg~Tl.th,e
!!,"!!!~~~,KAl!1JJl!f(r...the s.tqte§P.~ili~y..to.pro~idethe·services.1ie~il~(jti
~f!f!PJ~f!c$,lqttt'.~l!c()1'lf!,Tr!1i!'!'!Jl;.trQ1My,g effictently, we recommend that
the Legislature place on the ballot a constitutional amendment
calling for the repeal ofArticle XIII B.

• Whether a different type of limit should also be adopted is a 12.0]WJl
c.hgJq,~,g1JJ,y~the..Legislat-1J;Fe4;an-.make. In reviewing the argumentsfor
and against limits, we are not convinced ofthe needfor a limit from
an analytical perspective. If an alternative type of limit is desired,
however, we recommend that several considerations be carefully
addressed in determining how it should operate.
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As discussed in Parts One and Two of this'document, the Legislature
and the Governor face an extremely difficult situation in developing a
state budgetJor 1989-90, In addition to finding a way to avert a deficit for
the current fiscal year, the Legislatlirefaces a funding gap of oVer $1.6
billion between expected .General .. Fund . revenues and the cost of
maintaining current servi~e levels, including .a provision for a prudent
reserve. At the same time, the Legislature faces pressing demands Jor
increased funding for transportation and other infrastructure projects.

Faced .with such prospects, some consideration ordinarily would be
given to increasing:the level of General Fund and special fund revenues.
However, the. Department of Finance's'calculations i:ndicate that the
state is very close to its appropriations limit for both the current and
budget years-$134 million and $128 million under the Iimit, respectively.
This situation effectively precludes the state from considering a revenue
increase as :part of its effort to balance these demands, unless changesJare
made to the appr()P:riations limit. ..

This section provides background on the appropriations limit imposed
by Article XIII B of the California Constitution. It also discusses the
long-term effect on. the budget process and on the provision of state
.services of operating under the . current limit. Finally, this analysis
provides the Legislature with our recommendations as to actions itneeds
to take to ensure that the state can effectivelyaddress.the demands for
state services in.the future.

Background

Article XIII B was added to the State Constitution when the voters
approved Proposition 4 on.the November 1979.Special Election ballot.

Briefly, Article XIII B does threethin~s:

• It limits the level of tax-funded appropriations (General Fund and
special funds) which can be made by the state and individual local
goverhments in any given year. The limit for each year is equal to the
limit for the prior year, adjusted for changes in the cost of living and
population, and other adjustments as required (for example, trans
fers of financial responsibility).

• It requires that state and local governments return to the taxpayers
any revenues collected-'-from both tax andnontax sources-that
exceedthC;; amourtt which can be appropriated in any given fiscal
year.

• It requires that the state reimburse local governments· and school
districts for the cost of cmnplYing with statem~dates.

The limit applies only tb appropriations financed from the "proceeds of
taxes," which include tax revenues, proceeds from the investment oftax
revenues (such as interest earned on tax proceeds), and any revenues
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collected by a regulatory license fee or user charge in excess·of the
amount needed to cover the cost of providing the regulation, product, or
service. Appropriations financed by other sources of revenue (for
example,· bond funds) are not subject to the limit.

Certain specific categories ofappropriations are also excluded from the
limit. These include payments for interest and redemption charges on
preexisting debt or voter-a.pproved bonded indebtedness, appropriations
needed to pay the state's cost of complying with federal1awsand court
mandates, and unrestricted state subventions to local governments. For
additional information on the· background of the appropriations limit,
please see The 1987-88 Budget: Perspectives and Issues, pp. 111-127.

State's Current Position Relative to the Appropriations Limit

Table 1 presents estimates of the state's position relative to the limit for
1988-89 through1991-92, based on the Department of Finance's estimates
of long-term revenue growth included in the Governor's Budget. The
Department of Finance estimates that the state will be $134 million below
its limit in 1988-89 and $128 million below its limitin1989~90, given the
estimates of revenue contained in the budget. Table 1 also shows that,
under the moderate economic growth assumptions underlying the
budget's revenue forecast, the state could have $500 million in,excess
revenues by 1991-92. A stronger-than-expected economy, or higher levels
of capital gains realizations than anticipated by the budget, could easily
result in the state receiving revenues in excess of the limit as soon as the
current year.

Table 1
State Appropriations Limit and

Appropriations.Subject to Limitation
1988-89 through 1991-92 B

(dollars in millions)

1988-89 .
1989-90 .
1990-91 .
1991-92 .

Appropriations
Limit

$'n,fY19
29,184
31,227
33,412

Appropriations
Subject to the

.. Limit
$26,945
29,056
31,427
33,912

Amount
Under/rOver)

the Limit
·$134

128
(200)
(5Q())

• Figures for 1988-89 and 1989-90 are from the Governor's Budget. Figures for 1990-91 and 1991-92 are
estimates by the Legislative Analyst's Office, },ased on the long-term revenue projection contained
in the 1989-90 Governor's Budget. '

Is There a Problem with the Limit?

Two years ago (please see Thei987~88Budget: Perspectives and Issues,
pp. 111-127), we addressed the issue of what the effect of Article XIII B
might be in future years, and whether the state would have a problem in
both· providing the levels of service demanded by state taxpayers and
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complying' with the appropriations limit. This section updates that
analysis and examines how the limit has constrained the state's ability to
provide services. We do not explicitly consider the impact of the limit on
local governments in this analysis.

Current Service Levels Cannot Be Maintained. As we noted two years
ago, the current appropriations limit grows more slowly than the cost of
govermnent services. This slower growth is largely the result of using the
lower of the change in inflation (as measured by the United States
Consumer Price Index-USCPI) or the change in California per capita
income as a cost-of-living adjustment. In seven of the last 10 years, the
USCPI has been the lower index. This index, however, does not reflect
the increased costs faced by governments in providing services. Rather, it
reflects the price changes faced by individual consumers, such as changes
in housing and transportation costs. The price changes faced by govern
ment entities are influenced by other factors not !eflected in the USCPI,
such as salary payments for government workers and construction costs.
A more appropriate index 'for, the measurement of government cost
increases is the Gross National ProduCt (GNP) implicit price deflator for
state and local purchases of goods and services.

Because the GNP index has exceeded the USCPI each year since
1982-83, the current inflation adjustment formula has resulted in a
decrease in state purchasing power since 1978-79, as shown in Chart 1.
Real per capita state spending authority" (the appropriations limit
adjusted for .inflation using the GNP deflator) has fallen from just over
$560 per person in 1978-79 to about $530 per person in 1989-90. If the limit
had beeri adjusted using the GNP deflator since 1978-79, Chart 1 would
show a flat line over time. Instead, real state purchasing power has
declined.

. Becfluse the inflation adjustment that has been used to calculate the
appropriations limit each year has not, kept pace with the cost of
providing government services ,(as the GNP deflator has exceeded the
USCPI), the limit has not provided sufficient authority to maintain
current service levels. As the price of government goods and services is
expected to continue to iner-ease faster than the cost-of-living factor used
in the appropriations limit calculations, the state will find it necessary to
reduce service'levels to compensate for the difference.
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Chart 1

Real Per Capita State Spending Authority
1978-79 through 1989·90'

$580 ...--.......--.--,..----,-"""T'"--r----.,r---r-"....-r---.

570 I--f--;~

550

540

530

79 80 81 82 83 84 85 86 8788 89 90

a 1979 dollars. Data are for fl$Clll years ending In year shown.

Government Spending Authority Will Not Keep Pace with the State's
Economy. When the economy grows faster than. infiation, as it has, in
seven of the last 10 years, the appropriations limit acts to"restrain" the
growth in government spending relative to the growth in.the economy.
However, th~,.~c?noIll)"s,.,~OV\T~R!iJ:l.gswit4JL~xp~ge9... Hy,~9~. for
~~lltinggQy~{nme:Qfs~iYic~s,such as improved,transportation. f~dii~s
to .rnoye .jpcr~l:lSin.g.. amounts otgoods.and services,as wellascomttllJter
tillffic. Yet, because of the limit, existing state services cannot increase"i;}
proportion to the grdwth·fu the economy. The result is 'a lower average
level of government service in the state.

One example of an area in which services have not increasedpropo:r
tionately with the economy is i,S~..g,p,,~!M.~w,~~~I.~S;,!lt.S~veral
reports completed in the last few years nave icientifiedan irifrastructure
funding shortfall in California over the next 10 years that is in the tens of
billions of dollars. In the area of transportation, the 1989 State Transpor
tation Improvement Program (STIP) is now projected to have a five-year
estimated funding shortfall of $4.5 billion. As discussed in our recent
report, A Perspective on the California Economy, th~~E:}J,<inds of funding
shortfalls have .1?11~tt~rII1.conseCluen9E:}sfQrth~futureeco~~inic'heaItllof-'
tll.~,sGt;!le. n;"i:he extent that the current linrit-~p;~;th;~abilitY~rthe"
state and local governments to finance the full range of necessary public
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services in the future, it will hinder efficient economic growth in the
state.

L'nfJt Distorts Public Decision Making. During each year's budget
process, the Legislature must make decisions regarding how available
funding will be allocated among different programs..As part of this
process, it often examines alternatives for funding those programs. In the
past few years, however, the structure of the limit itself has influenced
how. these decisions are made. For example, because the current limit
excludes some sources of revenue (for example, fee revenues) and some
kinds of spend41g (for example, debt service, unrestricted subventions to
local governments), it has provided incentives to fund or implement
programs inefficiently-just to get around the limit. In 1988, for instance,
the Legislature considered legislation to deal with the problem of
abandoned cars by creating new governmental entities-with their own
appropriations limits-in order to be able to raise and spend funds outside
the confines' of existing state and local limits; The. creation of. new

giQ4~~~~,!!!.,~!1ti!L~H~~."tQ~gl!P~~Jh~..c;<:lI!~.g;~!§:~@~ti~~~i~~.;.
t9~,gg§tf,~".GQmp,1~i,gQ,}{.~:g;mu:~Pt. ' .'.

The limit also provides an iJ:lcenti.ye.t9}Ilcrease the use of voter
appr()Ye<l,Poncl§, since the debt~;th;se'bonasisexempnrom1he
ffimt. ':A7';;'-discuss elsewhere in this volume, the state is not in any
immediate danger of having "too many" bonds issued, and a substantial
amount of additional authorizations would have to be approved by the
voters before the stale's debt-service levels reach the point where
concern may be warranted. However, there are many situations where
bond financing may not be preferable to pay-as-you-go financing (for
example, when a project's benefits last only a short time). In such cases,
the use of bond financing increases the cost of the project. Moreover,
while bond financing·allows the state to.spend revenues in excess of the
limit in years when revenue growth is strong, the use of bonds'also locks
jy.,"JYgOOI,~..2tLe,SLU:!r~§.5!~!2tR!!Ym~!ll~~Jhal, ..,c,annQ1J?~,.J:~~<;lJJ~Jf
I'~YenuesJall,in"'the£utw.:.e.. Thus, the incentive to use bonds to get around
the limit can both increase the cost of providing government services and
reduce·the state's flexibility with respect to spending·priorities in years
when revenue growth is not strong.

The constraiIlts of the limit also have produced incentives to increase
the use of tax expenditures. Tax expenditure programs result from
various tax exclusions, exemptions and deferrals which reduce the
amount of revenue collected from the state's "basic" tax structure.
Although tax expenditure programs effectively allow spending outside
the limit, these programs are generally less efficient than direct spending
programs; make legislative oversight of programs more difficult, and add
complexity to the tax system.
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Finally, the inflexibility of the limit has led to llll increase in efforts to
earmark state funds and place programs outside the appropriations limit,
in order to "protect" them from limit-related budget cuts. Propositions 71
and 72, which were defeated on the June 1988 ballot, both sought to
exempt transportation spending from the constraInts of the limit. Prop
osition 98, which was approved at the November 1988 election, guaran
tees K-14 education a fixed percentage of the state budget (roughly 40
percent), regardless of the overall condition of revenues and spending in
the state. Proposition 99, also approved on the November 1988 ballot,
creates a new dedicated revenue source, generated by mcreased taxes on
cigarettes and tobacco products, and places it permanently outside the
limit. The iIicentive to try to remove particular categories of spending or
revenues from normal budgetary oversight makes it increasingly difficult
for the Legislature to allocate state revenues in accordance with overall
statewide priorities.

Special Factors Have Cushioned the Impact of the Appropriations Limit

During the last three years, three factors have cushioned the impact of
the appropriations limit, thereby forestalling the trade-offs among pro
gram expenditures that would otherwise have been necessary.

K-12 Education. One factor that has allowed for additional growth
within the limit for some program areas is a shift in the method of
computing appropriations subject to limitation for school districts. This
change, implemented in 1987-88, reduced the amount of local school
district appropriations that count against the state's limit and increased
the amount charged to school district limits. Thus, while overall state
funding for K-12 education increased by 9.8 percent between 1986-87
and 1988-89, the amount of state expenditures subject to limitation for
K-12 education actually shrank by 6.5 percent. Moreover, it does not
appear that the state can make additional changes of this magnitude in
the method of computing local school districts' appropriations subject. to
limItation in the future, since most of the benefits of these changes have
already been realized. In 1988-89, increases in school district appropria
tions subject to limitation have outpaced increases in the appropriations
limit and we expect that this will continue to be the case for future years.
In part, this reflects the adoption of Proposition 98 by. the voters in
November 1988. As a result, K-12 education will no Jonger help provide
the cushion necessary to accommodate growth within the limit for other
state programs.

Transportation; In recent years, transportation programs have also
helped cushion the impact- of the appropriations limit on other state
programs because transportation programs are largely dependent. on the
slow-growing state gasoline tax for funding. As a result, transportation
expenditures have grown more slowly than overall· state· .spending
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authority over the past several years. In the future, however, it is unlikely
that the state will be able to rely on slow growth in transportation
programs to help accommodate higher-than-average growth in other
state programs. This is because, as discussed elsewhere in this volume,
.increased· expenditures for transportation will be required in the future
in order to meet recently enacted funding requirements.

R8$erve Funding. Finally, in the last three years, none of the state's
overall spending authority has been used to build or maintain a prudent
reserve. In fact, the reserve has been. drawn down each year since
1986-87.' 'The, state' has used, all' of its appropriations authority to cover
stateprograrn requirements, and none has been available to maintain the
reserve. Because the state's appropriation authority in the current year is
"fully allocated" to pay for state prograIIlS, the appropriation proposed to
rebuild the Special Fund for Economic'Uncertainties (SFEU) in 1989-90
mUSt displace' appropriations needed to maintain other state programs
which are subject to the limit. While the state will always face a direct
trade-off between funding the, reserve and spending on state programs,
this trade-off is made more difficult in the budget year because the
reserve has been completely depleted over the last two years. Moreover,
n0rIIlal growth in the limit does not allow sufficient room to completely
,J;'estorethe reserve in Ute budget year without reducing current service
lev:els in other programs areas.

Without changes in state laws or the constitution then, the Legislature
must choose between funding the reserve or funding the current level of
services in a variety of state programs. Yet,' in the long run, even if
statutory and constitutional changes were made to permit reductions to
be made across a larger portion of the state's expenditure base, this basic
conflict ,between: funding, for the 'reserve'and funding for state programs
would still remain.

III summary, the changein the method of accounting for appropria
tions to K-12 school districts, the slower rate of growth for transportation
spending and the lack of additional funding fot the reserve have enabled
the state to avoid difficult limit-forced trade-offs for the last three years.

Program Demands Building within the Limit

~gJ1t lttQ~s~~~p,more Utan"",",80pet_~~!}~ oflill. st~!e appro~n..a
ti~ll~y'pj~,£t,.1Q.,.l1'iiiIm.ti.Qn:",p~th, K-12 education, higher edUca
tion~ Aid to Families with Dependent Children (AFDC) , Supplemental
Security IncomelState Supplemental Program (SSIlSSP), Medi-Cal,
youth and adult cbrrections, and transportation. Ofthese eight programs,
fout-AFDC, SSIlSSP, Medi~Cal and youth and adult corrections-have
consistently grOWIl more quickly than the limit. For example, state
spending on youth and adult corrections grew more than 8 percent more
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qwckly thanJhe limitbetween 1986-87 and 1988-89. The faster growth in
these four programs is largely the result of existing 'statutory require
ments requiring annual increases in spending to accolllIIlodate caseload
and cost~of-livingincreases. -

The faster-thah-average growth in these programs over the last several
years has largely beenaccommodated'by "extiaroom" iIi the limit made
available by other, slower growing programs~ as noted earlier. Yet, the
cushion provided by theseslbwer growing programs _is declining, ,'as
evidenced by the multi-billion dollar increases being sought in the areaof
transportation; For 1989",90,we estiInate that providing K-12 education,
1\FDC, SSI/SSP, Medi-Cal,)'outh and adult corrections, andtransporta
tionprograms with funding increases consistent with current laws and
expectedcaseload growth would conslJmeiover $1.6 billion, of the $2.1
,billion projected growth in the state's, appropriations limit between
1988-89 andJ989-90. This would leave only $500 million available to fund
,the' state's 'reserve and, the. growth in all other state programs.

The ultimate result of' these increasing program demands' is that
spending for programs ,that have histoncally grown more quickly than
the limit will have to be scaled back to accommodate growth in other
programs. Yet, in the face ofillcreasing program demands,there is 'as yet
nO 'apparent consensus as to which of the state'scurrellt programs-can be
reduced or elitninated to accommodate all of, the "existing spending
demands within the limit.
'." .. ."

WhCl,t Should the Legislature[)o?

1\s. discussed above, the state"s current appropriations limit. has a
number ofdefects. Given the state's current demands for services and the
formidable challenges posed by the anticipated growth in (he state's
economy, it appears that the existing limit will significantly constrain the
state,'s ability, to provide the levelofservic/as demanded by its taxpayers.
For this reason, we ,recommend that -the Legislature place on the
statewide ballotaconstitutionalqmendment callingfor the repeal of
A rtide XIII B. - -

Should a Different Type ofLimit Be Adopted? In the event 'that the
Legislature agrees with our reconimelldation that thecutrentliIIiit
should be repealed, it has two basic options. ~jt£~,£hR?J~.;!~~t~!x",gp
~l;ls.Jrl.L<UPQnal-,c9J~~B'~t~,."Qn,spending~,~mQo4i~qjn.Jh~~S!~tm!~~"v9te
reqllirlaIIl~ut on ,e,xpenditllre,aIlcl tax-mea§llre~ .and_lh~_~Y;W,~bi!!hLpf
,};~yi~ll~' Second, it can choose to, adopt a different type of limitwhich"
'ideally "'ould avoid'the shortcomings of the current limit. In considering
these options, it is useful to review the basic arguments whichhave been
advanced in support of and in opposition to the adoption, of limits.
Specifically:
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• Proponents oflimits argue that government cannot always be relied
upon to make'rational spending choices, and' that a limit is necessary
to force the elimination of low-priority expenditures. Without the
elimination of these low-priqrity expenditures, it is argued that
government .' spending' will require a constantly increasing share of
the state's economic resources, and will ultimately become arestrain
ing prlluence on economic activity.

• OpponentS oflimits argue that limits are arbitrary and that there lire
a sufficient number of other restraints on government spending that
can hold it "in check" without a formal limit. These other restraints
include the supermajority vote requirements for appropriations and
tax increases, the line-itelp.veto powerof the Governor, and perhaps
most importantly, the natural constraint imposed by the growth of
revenue. Givell resentc4aI:lg~sin.th.estl:l.te's,!ax. strlIcture, such as
the indexillg of'fhe"P;;;~~~'~coiiletax''an<filieallowarice"ofoffsets
~~~i~~" ~l"al:~ fu.~~~e"'for'neto~"eraffil"Iosses·si:ate're~eii~~sno.1t_.~__ .,,,,".,,~.m. ·~"",·""~~,.=",_~_,,,,,~",,,J~"",,",,,",,., ..,g.~,~,·,·c·'· .""'",-., ......•...,... .. "'.' .•.
Ig!!g~r...~IID ..be...expecte.d"t.QJ~ml'!1Jl~jgnjfj£~tly,fa.ster,t4~P, ..tP.E}..~t~~~.'s
€)cgn.<>.IDY.. In our view, this natural. constraint.will. itself. force .. the
;~considerationAof~£l.ndihQ;e~,iq!:j~~!-;R!JQrtty.sti~"",Rrogr-am~':

In reviewing these arguments, 1jJl!.ll:re.,;not£g:nvi!lf~J1fJ'o.man analy!iq!!!
ll.ersP!J.cti.m",that~the.re""1Je..ed§..,,JQ,.,.b.~.1l.,~pendi'!1g<limit'i From .the Legisla
.!}rr~'s B~S,Rc:lc!iY!f.z.,!h~I~._.~~=I]-~y~~t~~!~,~~,..~~'Lr~~~OI1!Lw:hy-some-SPIt of
fQ.rm1!l.,limit~,Qll•....state~..expendi!w;:ellj~ ..A~'£,c:l,Il.~Jn:Y,,9r....dc:ls!r!!!>le. If the
Legislature chooses to replace the current limit with s~me othm. form of
limit, however,we recommend that it consider. several important factors
in its design.

Impact on Deci$ion Making. As noted earlier, one of the defects of the
current limit is that it has produced a bias 'against making government
decisions in fhe most efficient manner. This bias stems from the limit's
provision ofpreferential treatment forcertairi types of expenditures and
the exclusion ofnon-tax revenues. Oneway to address thisconcem would
be' to use a limit which operates solely as a constraint on' the amount Of
revenue from all sources that can'be :made available forexperiditure.

Impact on Services. A more. reasonable limit would allow government
spending to keep pace with the growth in the state's ~c(momy, so that as
the economy grows,. the services needed to accqmmodate that growth
can be provided. This could be accomplished oyrestricting the lc:lvel of
governmental r€lceipts to a certain percentage of state personal income.
A more difficult issue, however, is how to determine at what level a
revised limit should be set. As a practical matter, this decision must be
based largely on the existing level of state resources, but consideration
should be given to how the expected need for additional funds in such
areas as transportation is to be accommodated.
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Impact on Reserve Funding. Because of the importance of an ade
quately funded reserve .• to the maintenance of state services under
adverse conditions, consideration should be given to .allowing ."excess"
revenues to be allocated to the reserve fund without regard to the .limit.
The expenditure of such funds could then be prohibited except under
conditions where state revenues fell below some allowable level. Under
this scenario, other cost increases, such as unanticipated caseload in
creases would have to be accommodated by reordering priorities among
other state programs.

Impact on Legislative Flexibility. One of the major concerns we have
about a limit is that it can prevent the Legislature from responding to
changing conditions in a timely and effective manner. An override
provision which allows the limit to be changed more easily than the
current limit could provide the necessaryflexibility. .

Conclusion

In the 10 years since the' constitutional limit on appropriations was
adopted, state financial and program decisions have become increasingly
dominated by the constraints of the appropriations limit.'6e9li.9seof
H1sre~sH1g;pqkp'£,gem;mQ~J9rmgherJeYeJs.~f·.expencJ.iture.ill .tr~~P~~-·
tatiop; aIlct, edqSl;ltioP" ".;mg,. ~heynPQ;r.t~ce .. of funding for the resei-ve,
significant pressures~e puildingwjtl1iJ:l.tl::l,ecoIl,strairJ,ts ofJlJ.e limlf.
These pressures will'UltiInately require the elimination ofstate programs
in order to stay within the limit, or the limit will have to yield to these
pressures. Because there is no apparent consensus of opinion as to which
programs should be eliminated in order to allow significant spending
increases in program areas where demand is building (such astranspor
tation), and because in the long run thecW!.e!!t!imiL~J:l~R~!:.!~e

state's. akili!YJo.I>roy'!qe.the,services ..':Uee~eg"Jo .J~eep the"eJ~pnomy
functioiiiilg~efficiegtix~'~e recommend that th;'.Legislature place on Me

~~<_';;"·"·_"_'·;-·-;'.'··'··'":J'i·''''''''''''"'''~~!w:'f'·'~'''''·''''' ',_. "," .

statewiili'biJJlot a constitutional amendment calling for the repeal of
A rticleXIII B. Although there are existing constraints already in place to
restrain the growth of state spending, the Legislature may wish to put in
place a different typ.e of limit. This is a policy decision that should reflect
the Legislature's view as to the ability of the budget process to reconcile
competing demands for the state'sresources. Should another limit be
desired, then it can be crafted to avoid most of the problems which are
inherent in the existing constitutional limit on appropriations. It is likely,
however~ because of the state'sinability to predict the future, that such
a limit would have to be. modified along the way to respond to future
changes in circumstances and the demand for state services.
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The Level of State Indebtedness

Should the Legislature Be Concerned about the Level ofState Bonded
Indebtedness?

Suinm~ry

• California's voters approved over $5.5 billion in new general obliga
tion bonds during 1988. As a result, the state now has over $13 billion
in authorized General Fund indebtedness.

.• Although California s bonded indebtedness is large in absolute
dollar terms, it is not particularly large relative to either the states
economy or its budget. California's bonds currently are highly rated
and popular with investors. .

• Although California s debt burden will increase as the new bonds
authorized in 1988 are issued, the share of General Fund expendi
tures needed to· pay debt service still· will be relatitJely modest
compared to other states -about 3 percent of General Fund
expenditures as opposed to· between 4.5· percent and 5 percent for
other states.

• If the same volume ofnew bonds were authorized in future election
years as occurred in 1988, debt service as a percent o/General Fund
expenditures would increase to somewhat over5 percent shortly after
the turn of the century.

• There is a strong argument against the state establishing a formal
«debt limit, " since such a limit could prevent the state from meeting
the capital outlay needs ofCalifornia's citizens. Ifa debt limit were
nevertheless adopted, it should have some flexibility to prevent this
from occurring.

• What California needs most is a comprehensive multi-year capital
outlay planning process that can serve as the basis for making
decisions about using bonds, including determining how much and
for what purposes debt should be issued. Such a planning process
was enacted by the Legislature in 1988 but was vetoed by the
Governor. Working together to implement such a process during the
budget year should bea top priority for both the Legislature and the
Executive. Branch.

California's voters have authorized the issuance of nearly $15
billion in general obligation bonds during the 1980s, includihg a record of
over $5.5 billion during 1988. This dramatic increase in authorized
borrowing .largely reflects the growing need that .California has for
financing the capital outlay requirements of its exparidiri.g. population.
However, .the increased use of bonds also has raised concerns about
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whether the state'sdebtlevel is becoming too high, and whether some
type of action is needed. to limit the amount of additional borrowing that
can occur in the future.

This analysis addresses the general topic of the state's debt level. It first
.reviews the state's current debt situation, including the volume of
bonded indebtedness presently outstanding and the financial burden that
paying this debt off imposes on the state budget. Next, it discusses the
question of how much debt is. "too. much" anci .. whether' a formal
limitation on debt is adviSable. Firially, it considers how the state can best
ensure that its borrowing capaCity Will be effectively uSed in the' future.

WHAT IS THE STATE'S CURRENT DEBT SITUATION?

In discussing the state's current debt situation,. it is first important to
distinguish between the following four. baSic categories of bonds which
the state issues:

• Self-Uquiqa:ting general obiig(Jtion. (CO) bond8 are bonds which
.are backed by th~ full faith ~d credit of the State of California. This
means that the payment ofprincipal and interest on these bonds has
"first claim" on the state's revenues and other financial resources.
These self-liquidating bonds do not, however, generally impose any
direct costs on the General Fund. This is beca1.lse their debt-service
costs (that is, principal repayment and interest costs) are paid from
revenues generated from the projects they finance, and the General
Fund incurs costs only if these revenues prove insufficient to service
the debt. An example of such bonds is those sold to provide loans to
home buyers, who in tum make mortgage payments that are used to

'. payoff the bonds.
• Nonself-liquidating CO bonds also are backed by the full faith and

credit of the state. However, they are fully paid for by the General
Fund, through' statutory appropriations of principal and interest
payments.

• Lease-purchase revenue'bonds are currently used to finance'certain
higher education and prison capital outlay projects. They are issued
by theState Public Works Board, and their debt service is funded out
of the lease payments made to the board by state agencies that use
the facilities. The money for these lease paylnents is appropriated
from the General Fund in the annual Budget Act. Because theSe
bonds are not voter approved, they are not GO debt. However, for
all practical purposes, the state has taken on a "moral obligation" to
pay them off.

,• Other revenue bonds are issued for a variety of purposes, and are
fully paid for out ofrevenues generated bythe projects they are used
to finance~ Such bonds impose no direct General Fund cost.
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How Much Debt Is There?

Chart 1 shows that the amount of state bonds currently outstanding
includes about $3.5 billion of nonself-liquidating GO bonds, $4.6 billion of
self-liquidating GO bonds and $1.1 billion of lease-purchase revenue
bonds. In addition, there are over $20 billion in other revenue bonds
outstanding. Thus, the amount of debt outstanding that must be directly
paid off by the General Fund-that is, the nonself-liquidating GO bonds
and lease-purchase revenue bonds-is about $4.6 billion.··In addition to
these outstanding bonds, there are about $8.6 billion of nonself
liquidating GO bonds that have already been authorized by the voters
but are as-of-yet unsold, including $5 billion worth of bonds approved in
June and November of 1988.

Chart 1

State Bonded Indebtedness as of December 31, 1988
(dollars in billions)8

$9

8

7

6

5

4

3

2

• Outstanding bonds

mAuthorized but unissued bonds

1988 AUTHORIZATIONS

Nonself-Iiquidating Self-Iiguidating general General Fund
general obligation obligation bonds lease-purchase

bonds revenue bonds

8 Excludes seW-liquidating revenue bonds, which total In excess of $20 billion.

How Significant Is the State's Debt Burden?

Although the amount of outstanding state bonded indebtedness is large
in absolute dollar terms, it is not particularly large relative to the size of
the state. For example, the value of California's gross econoIIiic product
exceeds half a trillion dollars yearly and the state's annual budget is well
over $40 billion.

Probably the single best general measure of California's "debt burden"
is the percent of· total state General Fund expenditures that must be

6-78860
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devoted each year to making debt-service payments on nonself
liquidating GO bonds and lease-purchase revenue bonds. Chart 2. shows
that at present,. this "debt-service ratio" is under 2 percent. This
compares to an average ratio of between 4.5 percent and 5 percent for
other states.

Debt service on general obligation bondsb

Debt service on lease-revenue bonds

- -

Chart 2

General Fund Debt Service and Related Borrowing Costs
as a Percent ofState Expenditures
1980-81 through 1989-90·
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aSource: 1989-90 Governol's Budget. Stale Treasurer and State Controller. Data are for fiscal years ending In years
shown.

b Includes both debt-service payments on bonds and net interest costs 01 loans to bond programs from the Pooled Money
Investment Account (PMIA). . '.

C Includes about $610 million for debt service on general obllgallon bOnds, $4 million for netlntllresion PMIA loans, and
$72 million for debt service on lease-revenue bOnds. '

California also is well below the nation.al average in tertl}s of alternative
debt-burden indicators, such as the amount of general obligation debt
outstanding, both in per capita terms and as a percent 6f statewide
personal income. Thus, California is not at present a "hIgh debt" state.
This view appears to be shared by the nation's bond rating agencies and
the investment community generally. For example, California's bonds are
popular with investors who buy government securities and currently
have a very high credit rating, both of which enable the state to sell its
bonds at relativ~ly favorable interest rates.

WHAT WILL HAPPEN TO THE DEBT BURDEN
AS ADDITIONAL BONDS ARE .. SOLD?

As' currently' authorized but as-of-yetunissued bonds' are marketed in
coming years, the state's debt-service ratio will increase from its current
level. Chart 3 shows that given the budget's proposed bond sales in
1988-89 and 1989-90, and· reasonable assumptions about the timing of
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subsequent bond sales, trends in interest rates and state expenditures, the
debt-service ratio will increase to. approximately 3 percen~ by the early
1990s. Thus, even after the sale of these authorized bonds, California's
debt-service ratio still will be relatively modest compared to other states.
(A more complete discussion of the budget's proposed bond· sales and
debt-service requirements for 1988-89 and 1989-90 is contained in the
capital outlay section of the 1989-90 Analysis ofthe Budget Bill.)

Volume of bonds
approved eat<.h
election year"

~ --- $5 billion

~ ~------__ $4 billion

~:2:::::-_':---....;.o..---......,.---- __ $3 billion

Currently authorized
F=4="'¥"~i:i:""f""""l"""""i'=i:iji:i:i:'''''F''''''I'''"''''fil:i:i:i:ijl'''''''''''t'=T''''''''''I''''':i:i:f''''''''fi'"''''i''''' bonds
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Chart 3

Future Trends In the General Fund Debt-Service Ratio
Under Alternative Assumptions·

1990 1995 2000 2005

aData shown are for fiscal years ending In years shown. The 'debt-service ratIO' represents General Fund costs for paying
off nonsett-lIquldatlng general obligation bOnds and Jeas&-purchase revenue bonds, plus nllt cost of PMIA loans, as a
percent 01 total General Fund expenditures. Projections assume that new bond authorizations are marketed within three
to-four years and paid off over 20 years at an average Interest rateolj'.5 percent.

b Constant 1988 dollars. .

Exactly what happens to the debt-service ratio beyond the early 1990s
will depend upon the extent to which additional bond sales are autho
rized in future election years. For example,Chart 3 indicates that if the
same volume of new General Fund bonds were authorized in eachfuture
election year as was authorized in 1988 ($5 billion), the state's deht
service ratio would drift upward throughout the 1990s and eventually
level off at about 5.2 percent by the early2000s. Alternatively, the chart
shows that the ratio would level off at a lower amount if fewer bonds
were authorized. '

. - ". .' - ,.... :

HOW MUCH DEBT IS IT APPROPRIATE FOR THE STATE TO HAVE?

There is no simple formula· or "rule of thumb" to come up with the
le"el of indebtedness. th,at it is appropriate for. California to have, or for
that matter to say how much debt is "too much." Rather,~e amount of
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debt California issues should reflect a vadety of factors. The single most
important considera'tion on which the debt level should be based is the
need for public projects and programs that bonds are typically used to
finance. These public needs should be identified and prioritized by the
administration and the Legislature in a multi-year statewide capital
outlay plan, which in turn can be used to determine the total amount of
bonds necessary to fund these· needs and the amount of annual debt
service this would entail. The Legislature .. could then arrive at the
appropriate level of bonded indebtedness for the state by making policy
decisions regm:ding which ofthe projects and programs should actually
be undertaken, based on the amount of the debt-service. requirements
relative to other competing expenditure needs. Because bonds are simply
a "tool" for financing the state's capital outlay needs, the focus of the
administration and the Legislature should not be on bonds per se, but
rather on the capital outlay needs of state programs. Of course, in making
decisions about using boIlds, such factors as the state's overall fiscal
condition, the views of bond rating agencies, the interest costs of using
bond financing, and the burden on future generations of repaying debt
must also be considered.

At What Level of Debt Would the State's CreditR.ating Be Jeopardized?

. One of the factors to consider in deciding how much debt ~he. state
should have is how various levels of indebtedness wouldaffect the state's
bond ratings. California has been successful in achieving a high credit
rating by the nation's major credit rating agencies. It is important that the
state try to maintain this rating because a high credit rating helps to
miIrimize the interest costs thatthe state must pay on its bonds. Once lost,
it can take considerable effort to "win back" a high credit rating. Given
this, the effect of issuing additional debt on the state's credit. rating
certainly should be taken into account in· deciding how much debt to
issue.

The 1988 Bonds Pose No Problem. During the past year,we discussed
with a number of financial/experts active in the bond markets how the
issuance of additional.bonds would affect both the state's credit rating
and the. interest rates at which it borrows. The general conclusion
presented to us was that the 1988 bonds would·not adversely affect either
the stat.e's credit rating or the interest rates at which its bonds could be
sold, largely because of the state's relatively low current debt burden and
healthy economy. As noted above, California's debt-service ratio would
remain relatively modest even after the 1988 bonds are sold..• Thus, it
appears very unlikely that the issuance of the bonds authorized in 1988
would, by itSlJl[; cause CaliforIua'sbond ratings to be hurt.

Whatabout the Future? Looking beyond thebonds authorized in 1988,
it is impossibie to predict how much additional debt the state· could
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authorize and issue before its bond ratings would suffer. We have asked
the bond rating agencies this same question on a number of occasions,
and we have never been given a specific answer. Rather, the rating
agencies have indicated that they consider a variety of factors in arriving
at their bond ratings, only one of which is the actual level of debt. For
example, the agencies examine such factors as the state's overall budget~
ary situation, the size of its contingency reserve fund, its economic and
revenue outlook, the purposes for which debt. is being issued, and the
state's overall debt-management policies. Given· this, there is not· neces
sarily any close correspondence between the amount of debt a state issues
and the bond ratings it receives. In fact, there are some states that receive
high bond ratings despite having above-average debt-service.ratios, and
other states that receive lower ratings despite having below-average
debt~service ratios.

It is our general understanding, however, that a state's bond ratings do
come under increasingly close scrutiny when its debt-service ratio stays
on a persistent upward trend, particularly once that. the ratio begins to
significantly exceed 5 percent. As shown in Chart 3, California could issue
significant amounts of additional debt for quite a few years before its
debt-service ratio exceeded 5 percent. As noted above, it is impossible to
predict what the state's bond ratings actually would be if this volume of
indebtedness (or an even higher level) were to be undertaken, since
other factors---,suchas the state's overall budgetary situation-.,,-would play
a key role in the decisions made by the rating agencies.

Will Additional Debt Restrict the State's Future Fiscal Flexibility?

Another factor to consider in determining how many bonds it is
appropriate for the state to issue is their effects on the state's fiscal
flexibility in future years. Generally speaking, the state's fiscal flexibility
is reduced whenever irrevocable future· fiilancial commitments are
mad~, including debt-service requirements. This fact is oftenusedas.an
argument against increased iss.uance of debt. However, the exact effects
on fiscal flexibility of iSsuing more bonds would vary, depending prima"
rilyupon three factors: (l)t~e level of revenues in future years,. (~) the
extent to which the state's appropriations limit constrains the· expendi
ture ofstate revenues, and (3) the. amount of money needed to fund
other, nonbond state programs~

If, for example, state revenues consistently exceed the·appropriations
limit, the debt service for additional GO bonds could be paid from the
excess revenues without having to reduce basicfundinglevels for·other
programs or increase. taxes. (This. is because debt service on voter
approved debt is exempt from the appropriations limit.) On the other
hand, if revenues fall short of both the. appropriations· limit and the
amount of money needed to fundbasic state programs, issuing additional
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bonds could require that nonbond programs be reduced or taxes raised.
(This is because debt service on GO bonds basically has "first claim" on
state revenues.)

SHOULD THERE BE A FORMAL LIMIT
OR "CAP" ON THE STATE'S DEBT LEVEL?

As the state has increased its use of bond financing in recent years, the
idea that the state should adopt a formal debt limit has' received
increasing attention. Given that the Legislature's decisions about funding
public services should be the primary determinant ofhow many bonds
the state issues, does imposing a formal debt limit make sense?

A Formal Limit Isn't Necessarily Needed

There are arguments both for and against having a formal debt limit:

• Opponents of debt limits argue that such limits can interfere with a
state's ability to fund the full range of projectsand programs that the
public demands and the economy needs to effectively function. Such
demands include roads, prisons, schools; water systems and a clean
environment.

• Proponents of debt limits argue that bonds' are often approved
without closely scrutinizing the relative costs and benefits of the
programs they are to finance, partly because bond costs are not paid
until future years and therefore can seem ~'less real" than direct
appropriations. Given this,· proponents say that some type.of limit is
needed to keep ~xcessive amounts of debt from being issued. They
also argue that debt limits can sometiines help a state obtain better
bond ratings, and that a limit can always be raised if more bonds are
truly needed.

While then~ issome truth to both of the above views,it is our opinion
that Califorma does not need a 'debt limit, especially if it implements a
comprehenSive. multi-yearcapitaloutlay planning process like the one
enacted by the Legislature in 1988 but vetoed by the. Governor. This is
because such '~limit could in some cases pre--vent the Legislature and the
Governor ftomexercising. their responsibility to make capital outlay
decisions in a fashion consistent with the needs of the state. While it is
true that there may be some tendency for additional bond issuances to
sometimes be sought simply in order to avoid direct spending, especially
with the constitutional limit on appropriations in place, the use of a
capital outlay planning process would:act· as an effective "screening
device~' to help minimize inappropriate uses ofthe state's bond authority.

If a Limit Is ~evertheless Adopted,~hat Form Should It Take?

If the Legislature nevertheless were to adopt a debt limit, it has several
options to choose from in structuring it. For example, it could place an
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upper limit onper capita debt, or debt as a percent of personal income
or gross state product. Another alternative is to simply place a limit on the
debt-service ratio, thereby ensUring that· debt-service costs do not rise
above a specified percent of total General Fund expenditures. We know
of no firm analytical basis for either choosing amongst these various
alternatives or deciding at what level such limits should be set, other than
that they should not be so low as to keep needed public capital outlays
from being funded. One commonly suggested pption, however, istolimit
the state's debt-service ratio to 5 percent, on the grounds that this is both
the·approximate upper bound of the average for states, and also the range
at which the bond raters apparently begin to become concerned about
excessive debt issuance. As noted earlier,California curri:mtly is well
below this 5-percent threshold and probably would not reach it for a
number of years.

A Debt Limit Should Have Some Flexibility. If the Legislature were
to enact a debt limit, we firmly helievethat regardless of its form it should
not be thought of as an "iron clad," absolute maximUm limit 'on
borrowing. Rather, there should be some flexibility for the Legislature to
adjust the limit upward if and when a legitimate need for is~uing more
bonds .exists. Such flexibility would prevent the limit from keeping
needed capital outlay projects from being funded in the future. At the
same time, requiring that specific action be taken to adjust the .limit
upward would still make it a practical "warning signal" to the Legislature
that any further increases in the debt level need to be carefully reviewed,
given that the more debt there is, the greater is the potential for
debt-related problems to occur.

WHAT REALLY IS NEEDED-A
COMPREHENSIVE CAPITAL OUTLAY FINANCING PLAN

Even if a debt limit were to be adopted for California, the real solution
to the question of how much and what type of debt the state should have
lies elsewhere. Specifically, what California really needs is something
which it has never had-a comprehensive, multi-year state capital outlay
plan which can be used as the basis for determining how much debt is
appropriate and for what purposes it should be issued.

Why Is Such a Plan Needed?

As noted earlier, decisions about bonded indebtedness should reflect
California's needs for the types of projects and programs that bonds are
typically used to finance. This, in turn, requires that a comprehensive
state multi-year capital outlay plan exist that identifies such needs and
their relative priorities. The capital outlay plan can then serve as the basis
for determining what volume of bonds and annual debt-service payments
would be necessary to fund this list of needs. Once this is accomplished,
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the Legislature would have the information necessary to make its policy
decisions about which elements of the plan to adopt, and establish a
comprehensive multi-year schedule for the state's bond financing needs.
Thus, proceeding in this manner would help identify the appropriate
level of state indebtedness and debt-service costs, and also help ensure
that the state's limited borrowing capacity is allocated to different
purposes in an effective way.

No··Such Process Now Exists

Formulating a comprehensive multi-year state capital outlay plan and
using it to identify the state's bond financing needs must involve both the
Executive Branch and the Legislature in order to be successful. In
response to a recommendatioJ} we made in 1987 that such a process be
established, the LegislatUre enacted Senate Bill 2214 (Campbell) in 1988
to accomplish this. The Governor, however, vetoed this measure. Thus,
California still lacks an effective process for determining and ranking
capital outlay needs and making decisions regarding the use of bonds.

Conclusion

Given the increasing urgency of addressing California's rapidly grow
ing capital outlay infrastructure needs, working together to initiate such
a process should bea top priority of both the Executive Branch and the
Legislature during the coming year.
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State Transportation Funding

What Is the Extent of the Funding Shortfall in the State Highway
Transportation Program and What Options Are Available to Address
ItP

Summary

• .Highway user fee rev~nues have not kept pace with. the growth in
state highway· costs. Consequen#y,as highway maintenance and
rehabilitation expenditures outpace revenues, less funds are avail
able for capital outlay projects to improve the system's operational
efficiency or to expand the system's capacity.

• Chapter 24, Statutes of1988, among other objectives, sought to ensure
adequatefunding to maintain and operate the state highwaysystem
and to stop the decline in highway capital outlay funding. The
measure establishedspecific fun;ding levelsfor various categories of
transportation improvements and stated the intent ofthe Legislature
and the Governor to provide additional state resources as necessary
to maintain these funding levels.

• Based on the 1989 State Transportation Improvement Program Fund
Estimate adopted by the California Transportation Commission,
about $4.5 billion in additional resources would be needed over the
next five years to meet the statutory levels specified in Ch 24/88 and
to provide for projects which improve the· operation of· the state
highway system.

• The size ofthefunding shortfall, however, may vary. For instance, if
capacity enhancement projects are programmed annually at a level
higher than is included in the. 1989 Fund£Stimate and a state-local
demonstration program is to be funded #11990-91, the funding gap
{or the five-year period would be about $6 billion.

• The Legislature and the Governor will- need to act during 1989 to
address the highway transportation funding shortfall by raising
revenues or reducing expenditures. The state is limited, however, in
its ability·· to .reduce highway maintenance and operation expendi
tures over the long term without producing adverse impacts .. on
motorists. The state would also need to consider how reductions in
expendituresfor highway projects would affect California's future
economic .prospects.

• The state has several alternatives available to it for increasing
resources to address the transportation funding shortfall. Increases
in transportation user charges would. provide the best approach by
linking system costs with those who most directly benefit from the
system. Accordingly, we·recommend that these fees be increased.
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• The level by which these fees should be increased depends on the
extent to which the state relies on a "pay-as-you-go" system or bond
financing to support transportation programs in the future.

The Governor's Budget for 1989-90 acknowledges a $666 million
shortfall in State Highway Account funding for the state highway
transportation program in the budget year. As discussed in our Analysis
of the 1989~90 Budget Bill (please see Item 2660), the budget proposes
the following actions in order to address this shortfall: (1) transfer funds
from the Motor Vehicle Account and the Highway Construction Revolv
ing Fund, (2)· defer advertising and construction of highway capital
outlay projects, and (3) reduce other State Highway Account (SHA)
expenditures in both the current and budget years.

While this shortfall. in state funds materializes for the first time in
1989-90, .it is not a one-time problem. Based on expenditures currently
planned for the next five years, a funding shortfall will continue to exist
in future years, totaling about $4.5 billion for the five-year period 1989-90
through 1993-94. As a consequence, the State would need to provide
additional resources in order to maintain and operate its highway system
and to carry out the program of capital outlay improvements required by
current law. Alternatively, the State would have to reduce the size of its
highway transportation program.

This section discusses the magnitude of the shortfall in state funds for
the highway transportation program over the next five years based on the
program required by current law. It also discusses the issues the state will
need to address in confronting. this shortfall.

Background

Our review of the 1989-90 Governor's Budget shows that the state
would spend about $2.5 billion in state and federal funds on the.state's
highway transportation program. About69 percent of these expenditures
would be for highway maintenance, operations, project design and
engineering, and local transportation purposes. The remaining. expendi
tures would be for highway capital outlay improvement activities. Apout
$1.2 billion of the program would be funded from federal funds and $1.3
billion from state funds. .

Maintenance and operations expenditures generally are not eligible for
federal funding. Consequently, state funds must be used to pay for
virtually all of these costs. In 1989-90, these expenditures are estimated to
consume about one-half of the available state funds. When· these amounts
are addedto those for highway design and engineering services, andlocal
assistance, about 84 percent of state funds will be .expendedfor noncapital
outlay activities. By contrast, about two-thirds ofall federal funds are used
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for capital outlay projects, with the rest used fornoncapital costs.

Five-Year State Transportation Improvement Program. Under cur
rent law, the' Califoniia Transportation Commission .(CTC) is annually
required to adopt a five-year State Transportation IIIlprovement Pro
gram (STIP). The STIP is the basicglan for all transportatiQn capital
outlay projects funded from state and federal resources. The highway
component of the STIP constitutes the state's five-year highway capital
outlay plan.

Until recently, the amount of projects which could be progr~edfor
funding in the STIP was .limited to those levels which could .• be. funded
from resources reasonably expected to be available after highway
maintenance, operations and other support and local assistance expenses
are met~ The STIP was developed first by estiniating for the STIP period
(1) all transportation revenues available and (2) expenditures for
noncapital costs such as highway maintenance or project design.Remain
ing revenues available for the period were then prograIIlIIled to fund
capital outlay projects.

Capital Program Squeezed by Slow Growth in Revenues

After meeting noncapital expenses, the amount of revenues available
for capital improvements has been declining. This is because revenues
have not grown commensurately with the increase in costs of highway
maintenance anp.,construction, primarily due to the following reasons:

1. Fuel.· consumption no longer adequately reflects the demands
placed on the state's transportation system. The existing highway
financing mechanism-the state gas tax-is based on the consumption of
fueL In other words, the more fuel used by vehicles, the more revenues
that are generated. However, because vehicles have become more
efficient, increased usage of the highway system (miles traveled) has not
resulted in a correspondiIlg growth in fuel consumption or gas tax
revenues.

2; The state's transportation revenue sources are not responsive to
inflationary increases in the costs o/the state's transportation system;
This is because the revenue sources that the state relies on to finance
transportation programs-the fuel tax, weight fees, and· registration
fees-are fixed in dollar terms and do notchange with inflation. As a
result, inflation reduces the purchasingpower of these tax' and fee rates.

3. Revenue generation is not closely lin,kedto funding needs. Because
the bulk of the state's highway system was constructed IIlore than 25
years ago, many road segIIlents are now, or soon will be, in need of major
repairs and rehabilitation in order to maintain their serviceability.
Revenues, however, do not recognize and respond to this' aging of' the
state's transportation network.
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Consequently, as maintenance and rehabilitation expenditur:es in
crease faster than the growth in revenues, lessfUJ:,lds are left available for
capitaloutlay projects to improve the system's operational efficiency or to
expand the system's capacity. .

Legislature Enacts Change in· Funding Policies

Chapter 24,Statutes of 1988 (SB 140, Deddeh), made significant
changes in the state's policies relating to programming and fundmg of
transportation activities. These changes were made, in part, to stop the
decline in highway capital outlay ftulding by establishing specific funding
levels to be maintained through provision of additional resources.

Project Funding Levels. .Prior .to enactment of Chapter 24, capital
projects were programmed in the STIP only up to the amount .of
resources reasonably expected to be available during the five"year STIP
period. However, Chapter 24 establishes the amount for specific catego
ries .of transportation capital outlay. improvements· to be programmed
annually in the STIP. These amounts include: .

• The amount needed for rehabilitation and safety improvements of
state highways,

• $1 billion for projects. which expand the capacity of .the highway
system; .and

• $15'million for soundwalls.

Chapter 24 also makes two' other changes which affect the highway
transportation program. First, it requires .$75 million of. SHA fun.ds be
programmed annually for capital improvements .of mass transit rail
guideways. Second, it establishes a state-local demonstration program to
provide state funds ($300 million in 1990-91) to match local dollars for
transportation improvements.

By setting the above funding levels, Chapter 24 defines a minimum
annual capital outlay program for highway transportation. We estimate
the annual costs of this program to be between $1.1 billion and $1.3
billion beginning·in 1989-90. (The range in program.level depends on a
legal interpretation as' to whether the $1 billion for .highway capacity
enhancement projects is only for construction costs or if it also. includes
related design and engineering support costs. Pending clarification, the
CTC .has programmed. capital outlay costs for these projects at $750
million, with the remainder for engineering support activities.)

When capital outlayexpEmdituresare added tononcapital outlay costs
(maintenance, operations, engineering support and local assistance), the
state highway program under Chapter 24 would average about $3 billion
annually for the five-year period from 1989-90 through 1993-94. (This
program level, however, does not include funding for the state-local
demonstration program.)
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Bond. Measure Failed. Chapter 24 also placed a $1 billion general
obligation bond measure for transportation before the voters at the June
1988 statewide election. This measure was intended to provide the first
increment. of additional money needed to fund transportation programs
at the specified levels. The bond measure, however, was defeated.

Six-Year Financing Plan. In addition to the bond measure, Chapter 24
stated the .intent of the Legislature and the Governor to provide
additional state resources as necessary to support a highway program at
the level specified by the act. In order to determine the additional
resources needed, Chapter 24 requires the Governor to submit biennially
a six-year transportation financing plan that identifies anticipated trans
portation expenditures and the amouIitof any shortfall in state resources
available to fund those expenditures. The plan must also identify new
revenue sources necessary to address any funding shortfall.

The first plan was due in January 1989 with submission of the 1989-90
Budget Bill. However, the adrniIiistration has not yet submitted the
required plan.

1989 STIP Fund Estimate Indicates $4.5 Billion Shortfall

Based on policy guidelines and requirements specified in Chapter 24,
the eTC has adopted. a Fund Estimate of the .. resources available. and
needed to support a highway program for the 1989 STIP period from
1989:90 through 1993-94. This is summarized in Table L

As Table 1 shows, the Fund Estimate projects total resources for the
five years to be about $1O.9billion, while expenditures are projected to be
$15.4 billion. Thus, resources would fall short of anticipated expenditures
by about $4.5 billion. Consequently, if the STIP is to be fully funded
during this period andif federal funds are not increased above antici
pated levels, about $4.5 billion of additional state resources would be
needed.' .

Table 1
Fund Estimate for the 1989 STIP

1989-90 through 1993-94 B

(dollars in millicms)

Expenditures

Total
Funding Sources Resources
State Highway Account.................... $6,270
Federal funds.. .4,653 e

Totals.. .. . . .. .. .. .. .. .. .. . . .. .. .. .. . .. . . . . $10,923

Support
and Local
Assistance

$7,468 0

1,869

$9,337

Capital
Outlayb

$979d

5,109

$6,088

Total
$8,447
6,978

$15,425

Balance
~$2,177

~2,325

~$4,502

a Detail may not add to totals due to rounding.
b Assumes 85 percent of projeCt costs added in 1989 STIP are federally eligible.
o Includes $802 million. in r~servations for workload increases.
d Includes $658 miliion to match federal funds for capital outhiy.
e Funds remaining after funding· $767 million of prior project commitments.
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Size o/Shortfall May Vary. The funding shortfall, however, may vary
depending on the following factors:

First, theFund Estimate reflects a policy decision by the department
and the commissionto set aside about $800 millionfor workload and other
increases in support expenditures,such as highway maintenanCe and
operations, over the five-year period;To the extent that actual increases
in workload vary, the amount of actual expenditures and, consequently,
the funding gap would differ.

Second, the Fund Estimate anti9ipates additional costs of about $550
million to construct projects as a .. result of changes in project scope or
delays in construction schedules. These cost impacts, however, may differ
depending on the actual project scopes and construction schedules.

Third, the Fund Estimate reflects the CTC's decision to program $750
million annually for capacity enhancement projects' for thefive-year
period. If $1billion of these projects is programmed instead, total
expenditures over the STIP period would be $1.25 billion higher,
resulting in a correspondingly larger shortfall.

Fourth, the Fund Estimate also does not include $300 million the
Legislature indicated it intends to appropriate .for a state-local demon
stration program.If ftmding for this program is to be provided in 1990-91,
as intended by Chapter 24, the funding gap would be commensurately
larger.

Consequently, depending on the above factors, the funding gap for the
five-year period froIIl ·1989-90 through ·1993-94 would differ from that
projected by the Fund Estimate. For instance, if capacity enhancement
projects at the higher $1 billion-per-year level are to be funded together
with the 1990-91 funding of the state-local demonstration program,the
five~year shortfall woUld be $6 billioil-or $1.5 biIlion·more than the $4.5
billion reflected in the Fund Estimate.

Resources Inadequate in the Budget Year

The shortfall in funding the STIP is beginning to have a real and
immediate impacton the state's transportation program. As discussed in
greater detail in the Analysis, this funding shortfall first materializes in
the budget year. TheadII1inistration identifies a funding gap of $666
million in the proposed 1989-90 budget, and it proposes to address the
shortfall by a comb.mation .of transfers from other fund sources and
reductions in highway activities. .

Our review shows that the funding gap is anollgoing problem. By
1993-94, the last year of the 1989 STIP, the· shortfall would increase to
about $1 billion annually if the state highway program is funded at the
levels specified in Ch 24/88 and projects are provided to improve the
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operation of the system. Without additional resources, reductions in
expenditures would be required in each yearfrom 1989-90 through
1993-94 to make up the total $4.5 billion gap for the five-year period.

After 1993-94, a shortfall of about $1 billion would continue annually if
no additional state and federal funds become available.

Options to Address Funding Shortfall

The Legislature and the Governor will need to act now in order· to
address the state highway transportation funding problem. The state's
options are to reduce expenditures below currently planned levels,
increase resources, or do a combination of both:

Re.ducing Expenditures-Not a Long-Term Alternative. One ap
proach thatcould be taken to eliminate the funding shortfall would be to
reduce the size of the highway program. However, if the current
highway system is to continue to provide adequate servic~ to motorists,
the state could not achieve reductions in expenditures for maintenance
and operations sufficient to address the funding shortfall. For example,
even .if maintenance and. operations expenditures wim~ reduced by
one7half, only about $500 million would be saved annually (or $2.5 billion
overfive years) . Thus, ther~ would still be a funding gap of $2 billion over
the life of the STIP.. Consequently, in order to eliminate a fund shortfall,
the state would be faced with cutting back state funding of the capital
outlay program and related design and engineering work.

Reducing the capital improvement program, however, may not be a
desirable long-term solution. In making such a decision, the state would
need to consider how such a reduction would affect the California
economy. As we indicated in our December 1988 report, APerspet;tive on
the California Economy, deficiencies in the transportation infrastructure,
like other infrastructure deficiencies, can result in significant economic
costs and inefficiencies. For example, it is conservatively estimated that
congestion. on state·highways in 1987 cost drivers the equivalent of $800
million in lost ~time, vehicle maintenance and operating costs, and
commercial driver· wages.

Increased Resources-A Must for the Long Run. Consequently, the
Legislature and the Governor must seek to. increase resources to fund
transportation programs over the long term, especially if the state
highwayprograni is to be sustained at levels specifiedinCh 24/88. The
state has essentially two options t6 increa.se resources for transportation:
redirect resources from other areas of the state budget or increase
revenues.
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Increased Revenues Are Needed

While the state could redirect resources from other areas of the budget,
it is our judgment that redirections of the magnitude required to make up
the STIP shortfall on an ongoing basis are not feasible without severe
impacts on other state programs. As a consequence, we believe the state
will need to increase revenues. To accomplish this, the Legislature and
the Governor will have to decide what funding source the state should
use and what level of revenue increase is needed.

User Charge Approach Is Reasonable. The state could increase various
funding sources to provide additional revenues. Historically, however,
California has funded its highway system through a set of user charges,
such as the gas tax and weight and registration fees. This approach
charges those who most directly benefit from the highway system for the
costs of the system. While the benefits of an efficient· transportatioll
system extend well beyond highway users, they are the ones who most
directly benefit from the use of the system. In this sense, user charges to
support the system are reasonable.

What Level 01Increase Is Needed? The Legislature and the Governor
will also have to determine the appropriate level.of increase in the
selected funding source. In·part, this decision will depend on the extent
to which the state relies ona "pay-as-you-go" system or bond financing to
support transportation programs. There are advantages !Uld disadvan
tages to both financing methods, which we have discussed in more detail
in our report A Perspective on Bond Financing (December 1987).

Assuming the historical "pay-as-you-go.. ·· approach is used, and $4.5
billion in additional revenues needed for the five-year period were to be
raised through an increase in the gas tax, an average increase of about 6
cents per gallon (above the current 9 cents-per-gallon state tax rate)
would be needed. This increase would generate about $4.4 billion for the
five-year period, assuming historical growth in fuel consumption. To the
extent cities and couhties continue to receive aboutone~halfof gas tax
revenues, as under current law, the increase wouldneed to be twice as
large-about 12 cents per gallon. Concurrent increases in other fees, such
as truck weight fees, would reduce the amount of the needed gas tax
increase.

A.san alternative to the "pay-as"you-go" approach, the state could issue
bonds to be repaid from gas tax or other highway user charges in order
to fund the shortfall in the 1989STIP.For example, raising the $4.5 billion
needed during the period 1989-90 through 1993-94 from bond sales would
require about a 2.2cent iIlcrease in the gas tax ifthe bonds were to be
repaid over a 20-year period. This would be a short-term solutio1J,because
it would fund the shortfall only during the five-year STIP period. To
fund the shortfall after 1993-94, additional tax increases would be needed.
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Appropriations Limit Poses a Constraint. As discussed elsewhere in
this Perspectives and Issues, the state is near the level of appropriations
from tax revenues allowed under the California Constitution. If the
Legislature and the Governor decide. to iricrease. taxes. tofundtranspor
tation program costs on a "pay-as-you-go" basis,it must also determine
how the increased revenue is to beaccomniodatedwithin the appropri
ations limit. One option would be for the state to seek voter approval to
modify or repeal the state's appropriations limit (see below).

The limit, however, would not be a considerationifincreasedgas tax
revenues were. used to payoff voter-approved bonds.

Recommendation

We recommend that the Legislature increase the state's.gas tax and
other highway user fees to .provide additional funding/or the state's
highway transportation program' We further recommen4>that the
Legislature provide for future increases in the8esources based on an
index 0/ highway construction and operation costs,

Our review indicates that up to $4.5 billion in additional revenues will
be needed during the next five ye.arsif the program required by Ch 24/88
is to be capied out. Annually there~ter, depending on the availability of
federal funds, the state highway program willllave a shortfall of about $1
billion. In order to provide the additional resources needed to fund this
program at levels specified in Ch 24/~, we recommend that the
Legislature increase the state's gas tax and otherfe~s.Thelevelby which
these fees should be increased depends on the extentto which the state
relies on a "pay-as-you-go" system or bond financing to, supporttranspor-
tation. prograIIls in the future. .

Elsewhere in this Perspectives and Issues, we. have. recomm.ended that
the Legislature· seek voter approval to repeal· the existing appropriations
limit, and either rely on traditional mechanisms to control·state spending
(such as the 2/3 vote requirement for tax increases) or replace the limit
with one which provides more flexibility to deal with problems like. the
current transportation. funding gap. In either Gllse, this would ·.allow
revenues from such increased taxes to be appropriated to fund transpor-
tation programs. . .

Furthermore, to .ensure that.these user fees keep pacewith.increases in
highway maintenance and improvement costs in the future, werecom
meJ].d that the Legislature provide for periodic.incrt:lasesin these fees
based on an. :index of costs ~o build, maintain and operate the state
highway system. ..
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Year-Round Schools

What Are Year-Round Schools and How Can Their Use Reduce the
Demand for Limited School Facilities Aid Funds?

Summary

• Currently, school district requests for state aid to accommodate
unhoused students through the State School Building Lease
Purchase program far exceeds-by several billion dollars-the amount
offunds currently available from the state. In addition, the demand
for these limited state resources will mount in the coming years as
the K-12 school-age population continues to grow.

• Through the use of year-round education, school districts can make
moretntensive use of existing facilities, thereby expanding the
capacity ofa school site by up to one-third (or more, in certain
cases).

• As a result, year-round school programs can reduce the demand for
school construction funds by·hundreds of millions of dollars~ In
addition, these programs can reduce schooldistrict per-pupiloper
ating costs.

• The academic achievement ofstudents attending year-round school
programs is generally comparable to that of their counterparts in
traditional calendar schools.

• In order to maximize the number of pupils that can be housed with
limited state financial resources for school construction, we recom
mend that the Legislature enact legislation requiring Lease-Purchase
programfunds for new construction to be allocated to school districts
as if the facility would operate on a year-round basis.

Intr-.duction

The Department .of Finance (DOF) estimates that, on a statewide
basis, the California K-12 school-age population will grow by approxi
mately 140,000 students per year between now and 1997, resulting in a
neeqfor an additional 2,100 new schools. The State Department of
Education (SDE) estimates that the cost associated with providing these
add,itional facilities could be. as high as. $11 .billion. There· are several
methods available to school districts to finance their school facilities needs
using either state resources, local resources, or a combination of the two.
First, the State School Building Lease-Purchase program provides most of
the money used by local public school districts to construct and/or
modernize school facilities. Currently, school district requests for state aid
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through theLease-Purchase program far exceed the funding available for
this purpose. Specifically, as of November 1988, applications from school
districts for state aid ($4.3 billion) exceeded existing available funding
($800 million) by approximately $3.5 billion.

In addition to the state program, schooldistricts may raise funds locally
for school facilities through' three primary methods:

• The Mellow-Roos Community Facility Act of1982. Pursuant to this
act, school districts ,are authorized to form "community facilities"
districts, subject to the approval of two-thirds of the voters, to sell
bonds to raise revenue for building new, or modernizing existing
school facilities. '

• Local General Obligation Bonds. School districts are generally
authorized to incur bonded indebtedness for school facilities con
struction purposes, subject to a two-thirds voter approval.

• Developer Fees. Since January 1, 1987, school districts have been
authorized to impose developer fees, as specified; on a per-square~

foot basis upon new residential and commercial/industrialconstruc
tion. These fee revenues can be used only' for the construction or
modernization of school facilities.

One important way to reduce the cost of providing school facilities is
through the use of year-round schools. Year-round school provides a more
intensive use of existing facilities, thereby, expanding the capacity of a
school site, and commensurately reducing the need for new facilities. In
the discussion that follows, we describe what year-round education is,
how its use can accommodate more students at an existing site, why it is
educationally sound, and why we believe it should be an essential
component of any state program to assist school districts in meeting their
school facility needs.

What Is Year-Round Education?

Year-roundeducation is an alternativ~ schedule for learning; it is not an
alternative curriculum for learning.' Students attending a year-round
school go to the same types of classes and receive the same amount of
instfuction-generally 180 days per academic year-as students' attending
traditional nine-month calendar schools. The year-round 'school'calendar
isorgimized into instructional blocks and vacation periods that are evenly
distributed across a 12-month calen:dar year.

Sp~cifically,on atraditional calendar, students generally attendscho.ol
for nine mOnths followed by a thr~e-montll summer vacation. On a
year-round calendar, the' three-morith summer vacation is divided into
several shorter vacation periods which are then spread throughout the
school year. As a result, year-rollndstudentsreceive several shorter
vacations; however, the total artloullt of vacation afforded to each pupil is
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still the same as that of studentsattending atraditional~calendarschoql.
Typically, a yel;l,r-round student receives three one-month vacations or
four three-week vacations during one academic year.

Single-Track Versus Multitrack. Year-round schools can be operated
on either a "single-track" or "multitrack" basis; however, it is only when
the multitrack format is implemented that the capacity ofthe school can
be increased.. A ,single-track system provides . for the entire school
population (that is, all students and teachers) to follow the same calendar
with the same va.cation periods. This means that, at ahy given time, all of
the students and teachers are in school, or they are all on vacation. The
school is typically closed during the vacation periods when neither the
students nor teachers are present.

On a "multitrack" system, students and their teachers are grouped into
different tracks, with staggered instructional blocks and vacation periods.
While one track is on vacation, another track can use its space; thereby
allowing for an increase in the capacity of the school. For example,
depending on the actual calendar used, students·and their teachers may
be divided into four tracks. At anyone time, three of these tracks, or
three-quarters of the school's students! teachers, will be in school, and the
remaining track, representing one quarter of the school's students/teach
ers, will be on vacation. (The remaindl:'lr of this discussion will focus on
the characteristics of multitrack· programs because it is only on a
multitrack systemthat the capacity of a school site can be increased and
corresponding facility-related costs· reduced.)

Chart 1 compares the different attendance patterns for a traditional,
single-track and multitrack calendar program. It shows that both the
traditional calendar and single-track calendar can abcormnodate.onlY 600
students and that all students are either in school or on vacation at the
same time. Chart 1 also shows that, by dividing students into four tracks
and staggering instruction and vacation periods, the multitrack calendar
can accommodate 800 students, a 33 percent increase in capacity.

Track Assignments. On a multitrack system, students and teachers
typically are assigned to one of either three or four "tracks." There .are a
variety of methods for assigning students. to tracks including: (a)
geographically (that is, by address), with entire blocks, sides of strE'lets,or
apartment buildings assigned to the same track; (b) randomly (for
example, alphabetically); (c) by ability grouping (for example, by a
studEmt's proficiency with English); (d) self-selection; and (e) individu~

ally (that is, a one-by-one placeme~~ to custoinize the characteristics of
each track).

Most districts offer parents the opportunity to. indicate a preferred
phoice of tracks, and also provide for students from the same family to be
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Chart 1

Attendance Patterns
Traditional, Single-Track and Multitrack Calendar Programsa

For A School Which Can Accommodate 600 Students At AnyTime

SEP OCT NOV DEC JAN FEB MAR APR MAY JUN JUL AUG

:\rR~p,rlQ.N~ti\

All 600 Students

All 600 Students

TrackC
200 Students

TrackD
200 Students

SEP OCT NOV DEC JAN FEB MAR APR MAY JUN JUL AUG

Vacation

D School

a For purposes of Illustration, we have assumed: (1) a "60·20" calendar (60 school days -or about 3 months -on and
20 days - or about one month -off); (2) that school starts September 1and ends June 1. (3) no winter vacation, and
(4) that full capacny Increase can be obtained.
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assigned to the same track. Similar variations occur regarding the
assignment of teachers to tracks, although generally a much larger degree
of self-selection is available (providing that each track yields the neces
sary number of. teachersfor each grllde level).

Shared Classrooms. Because a classroom remains in use when one
track goes on vacation, teachers are generally grouped so that four
teachers share three classrooms. Teacher grouping is generally made on
the basis of grade level, so that similar supplies and equipment can be
shared. . .

By necessity, the sharing of rooms requires a revised system for the
storageofteabher and classroom materials during the "off-track" period.
Most multitrack programs have developed some type of modular or
portable storage system that can be moved between classrooms and
storage areas. Innovative designs in schools specifically designed and built
to accommodate year-round programs provide a central teacher storage/
workspace area linked to several classrooms.

Year-Round Education in California

According to the SDE, there are currently an estimated 69 California
school districts operating year-round school programs, with about 360,000
students (about 8 percent of pupils statewide)· attending such programs.
Thirty-five of these districts operate multitrack programs, with an
estimated 300,000 students enrolled in such programs. A review of
districts operating multitrack year-round programs indicates that the
majority of these programs-approximately 90 percent-are operated at
the elementary school level, with the remainder operated at the junior
high or senior high school level. For the most part, multitrack programs
have been implemented for the sole pllI"jJose of relieving either site
specific or districtwide overcrowding.

Table 1 identifies the 10 districts which have the greatest number of
students attending multitrack year-round programs. It shows that during
the current year, the 10Jargest multitrack year-round programs include
approxiInately 234,000 stu4ents, or about 25. percent of the districts'
overall enrollment. Of these programs, the Los Ailgeles Unified School
District (LAUSD) operates the largest program, with an estimated
135,000 students participating, and the Oxnard Elementary School Dis
trict operates the most extensive program, with all of its students
attending year-round programs.
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Table 1
Ten Largest Multitrack Year-Round Programs

(by district)
1988-89

Enrollment
Year-Round

Percent of
District Districtwide Number Total

1. Los Anieles Unified............................... 594,000 135,000 22.7%
2. San Diego City Unified........................... 117,000 i7,700 15.1
3. Fresno Unified......... 65,500 17,900 27.3
4. Santa Ana Unified................ 40,000 12,000 30.0
5. Montebello Unified 31,600 8,200 25.9
6. Lodi Unified....................................... 22,500 9,900 44.0
7. Fontana Unified................................... 22,300 7,600 34.1
8. Rialto Unified.. 17,300 7,700 44.5
9. Oxnard Elementary............................... 11,800 11,800 100.0

10. Hesperia Unified ;.. . .. .. . 10,900 . 6,200 56.9

Totals " .. ... . . . .. .. . . . . .. . . . . . .. . . . . . . 932,900 234,000 25.1 %

Of the 10 largest school districts in California, six currently operate
multitrack year-round school programs, with a range from between 5
percent to 35 percent of students attending a year-round program.

Variation ofCalendars. Our review indicates that there are four basic
calendars used by the districts in the state· which operate ye~-round
programs. The .calendar adopted by a school district for its year-round
education program determines the frequency and length of the instruc
tional blocks and vacation periods that students and teachers will receive.
Generally, the type of calendar selected does not. affect the extent to
which a facility will be able to accommodate additional pupils; rather, it
only affects the number of transitions students and teachers have to make
between periods of instruction and vacation.

The majority of students attending multitrack year-round programs are
accommodated by some variation of the following four··basic calendars:

• "90/30." On the "90/30" calendar, each track of students and their
teachers are present in school for 90 days (18 weeks) , and then recess
for 30 days (6 weeks). This calendar is similar to a "two semester"
1;chool schedule iII that instruction occurs during two 18 week blocks,
each separated by a six-week break.

• "60/20." On the "60/20" calendar, each track attends school for 60
days (12 weeks) , and then recesses for 20 days (4 weeks). On this
type of calendar, students/teachers are present in school during
three three-month blocks, each separated by a one-month break.

• "45/15." On the "45/15" calendar, students/teachers are present in
school for 45.days (9 weeks), and then recess for 15 days (3 weeks).
This calendar involves four transitions-the . most of any of these
calendars-between instruction and vacation during an .academic
year.
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• "Concept 6." This calendar provides for only 163, rather than 180
days of instruction; howeVer, the. school day is.lengthened by 25 to 38
minutes, depending on the grade level. Consequently, over an
academic year students still receive the same amount of instructional
time as their counterparts in a traditional-calendar school.

The "Concept .6".calendar divides the year into six instructional terms
(each about two months long), with students required.to attend four of
the six terms (for an eight-month school year). This calendar allows a
district to accommodate the greatest percentage increase il1 additional
students (up to"50 percent) . Despite this, Concept 6 has not been used by
many districts. This is because, prior to July 1, 1988, school districts (with
the exception of the LAUSD) were prohibited from offering students
fewer than 175 days of instruction per academic year. This made the
Concept 6 calendar difficult to implement. From July 1, 1988 through July
1, 1995, however, current law authorizes all school districts to offer a
Concept6-type calelldar, provided that the total amount of instructional
time provided to .students meets existing statutory requirements.

Table 2 provides a comparative summary of these four basic year
rou:nd calendars with that of the traditional-calendar. school. It shows that,
although the length and. number of instructional terms vary among the
different calendars, all but the Concept 6 calendar provide students with
the same number of instructional days-generally 180-per acadeniic year.
Table 2 also shows that, although the length and number ofvacations vary
between the different calendars, all students· receive approximately 12
weeks of vacation, except for Concept 6 students, who receive approxi
mately 16 weeks of vacation.

Table 2
Comparative Summary .

Traditional and Year·Round School Calendars

Calendar
Features
Number of instructional days .
Number of instructional terms .•.....
Length of tenn : ~ .

Number of Vacations .
Length of Vacation .
Maximum percent capacity gain .
Number of Tracks .

a. Not applicable.

Traditional
ISO

1
ISO days

(36 weeks)
1

12 weeks
a

90/30
ISO

2
90 days

(18 weeks)
2

6 weeks
33%
4

60/20
ISO

3
60 days.

(12 weeks)
3

4 weeks
33%
4

45/15
ISO

4
45 days

(9 weeks)
4

3 weeks
33%
4

Concept 6
163

4
41 days

(8.2 weeks)
2

8.1 weeks
50%
3

... As mentioned above, districts·often modify a particular basic calendar
format in order to meet their individual needs. For example, one school
with a typically low enrollment during January arranged its calendar so
that the school was closed that. month. Other districts that. wanted to
provide a slightly longer vacation period during the summer months
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lengthened the vacations falling during this period and commensurately
shortened other breaks. Our review of California school districts which
operate a year-round program indicates that no two districts have
identical calendars; in fact, it is not uncommon for a single district to
operate several different calendars.

No "Best" Calendar. .Our review indicates that, although there are
virtually an unlimited variety of calendars that can be implemented for
year-round education, there is no single "best" calendar; For example, a
school needing to accommodate only 20 percent more students may not
want to implement the Concept 6 calendar, which provides for increasing
student capacity by up to 50 percent. Similarly, a district with a larger
degree of overcrowding might deterIIline that it makes more sense to
operate one qr several Concept 6 calendar schools, rather than an
increased number of "45/ IS" or "60/20" schools, each of which individ
ually affords a smaller capacity increase. A district with overcrowding
only at the high school level might elect to implement the Concept 6
model, as it provides the greatest flexibility for scheduling classes where
students rotate amoq.g teachers because it has fewer but larger tracks. On
the other hand, a district with overcrowding only at the elementary level
might opt for a calendar which allows for the easiest transition for
students from a year-round calendar elementary school to a traditional
calendar secondary school. In sum, our review indicates that the "best"
calendar is the one that fits a particular district's (and its community's)
needs.

Capacity. As illustrated above, most multitrack calendars allow for a 33
percent increase in capacity. Most schools, however, achieve a lower
capacity increase for several reasons.

First, not all classrooms that are available on a. traditional calendar can
be maintained as classroom space in a year~roundcalendar progra.rtl. For
example, because generally one quarter of the teachers are not presentat
anyone time,space needs .to be alloca.ted for the storage of these
teachers' :rn.aterials and as a workroom· in which they can prepare
upcoming materials during their "off-track" time. Second, because the
school site is incontinual use, such necessary maintenance and upkeep
activities· as cleaning and painting are difficult to perform·unless some
classrooms are periodically"cycled out" and kept empty and available for
such services. Finally, in order to operate "intersession" programs~the

year-round school equivalent of summer school-additional classroom
space must also remain unoccupied.

Uses ofIncreased Capacity. The increased capacity that results fr()m a
multitrack system· may be desirable for reasons other than providing
space for unhoused students. For example, where overcrowdirighas
already been accommodated through other means-such as using libraries,
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computer labs, special education or multipurpose rooms as classroom
space-the conversion to multitrack may simply allow a school site to again
"free up" these areas for their originally designated educational purposes.

Where overcrowding is unique to a particular site or sites, rather than
districtwide, the increased capacity can be used to reduce or eliminate
the need for busing students from a crowded site to one that has available
space or for altering individual school site attendance areas.

The increased capacity also can be used to integrate selectively a school
that is segregated racially, socially, or by ability. For example; the
increased capacity generated at a racially segregated school can be filled
with students of underrepresented race~.

Finally, a change to a year-round calendar could be made to reduce
class sizes without having to expand the facility. For example, a school
with an enrollment of 480 students and an average class size of 30 students
requires 16 classrooms. To reduce the class size by 20 percent (to 24
students per classL four additional classrooms (a total of 20 classrooms)
would normally be required. By converting to a multitrack schedule,
however, the school could make five additional classrooms available,
thereby avoiding the costs of constructing any additional classroom
spaces.

Advantages and Disadvantages

There are both benefits and costs-monetary and otherwise-associated
with operating multitrack year-round educational programs. Below, we
focus on two of the more significant areas of state concern-the costs and
savings a,ssociated with year-round schools and its impact on students'
academic achievement. In addition, we summarize other advantages and
disadvantages of a multitrack calendar.

Costs and Savings. In the area of capital outlay, the use ofmultitrack
year-round programs could result in major state and local savings in
school construction and rehabilitation costs. For example, our analysis
indicates that, on average, it costs almost $5 million to purchase acreage
and build a new elementary school to house 500 California students, for
a per-student cost of about $10,000. Thus, each unhoused student who is
accommodated through the use.of a year-round schedule saves the local
district a significant amount of capital. outlay funds. For. the state, the
implementation of year-round programs in lieu .of constructing new
facilities would reduce the demand for state school facilities aid funds by
potentially hundreds of millions of dollars.

These savings would be offset by certain capital and one-time costs to
operate year-round schools. For example, many schools would require air
conditioning and added insulation to operate during summer months,
and almost all schools would have additional storage needs. Our review
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indicates, however, that these one-time 'costs are fairly small in co:mpar
ison to the capital savings.

In the area of operating expenditures, we are aware of only two in
depth financial analyses which compare the costs of year-round and
traditional· schools: one by the Oxnard Elementary School District and
the other by the San Diego City Unified School District.

The Oxnard district is an entirely year-round district serving approxi
matelyll,BOO K-8 students. In a study conducted in 1986-87, the district
compared actual per-pupil costs over a four-year period (1981-82 through
1985-86) of operating its year-round schools to its costs of operating
traditional-calendar· schools. The study found that the· annual per-pupil
cost of maintaining year-round schools averaged about 5.5 percent (or
$123) less than·what the district paid for traditional schools. The district
attributes the overall savings primarily to economies of scale-that is, the
additional enrollment· permitted by· a year-round program did not
require a proportionate increase in expenses. In addition, the study
identified four specific factors which contributed to these· operational
savings:

• Sharing of classroom and reference materials since four classes of
students share three sets of :materials.

• Avoiding the cost of additional benefit packages, as staff extended
from lO-month to 11~ or 12-month contracts did not require addi
.tiona! benefits.

• . Reduced student and teacher absenteeism.
• Reduced school site burglary and vandalism,

The San Diego Unified School District is a K-12 district serving
approximately 117,000 pupils. Of these, almost 18,000, or 15 percent,
attend year-round schools. In a study focusing on the 1987..88 school year,
the district compared the ongoing operational costs of accommodating
excess enrollments through year-round schools to those of traditional
schools. The. district determined that, on an ongoing, per-pupil basis,
there were no increasedcosts when capacity·was incre.ased by 20 percent
and there were. savings of $8.92 per pupilper year when capacity was
increased by 25 percent; (The dis.trict's analysis also identified $400,000 in
one-time costs associated with the conversion to year-round operations.)

Thus, while there currently is limited information on this is~ue, the
evidence from these two studies indicates that, on a per-pupil basis, the
operational costs of year-round schools are slightly less. than those of their
traditional calendar counterparts. .

Academic Achievement. In evaluating year-round education, a critical
concern is its impact on academic performance. The field of literature
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addressing this issue is q:uite,Jimited. FollowWg. are· the conclusions .of
several of the studies that have been conductec;l: . .

• A 1979 study of the Pajaro ValleYIJJ?:ifi~d.SchoolDistrict conducted
by the. Stanford Research .Institute iriQicated that its year-round
~chool program had little impact on a student's. achievement. test
scores.

• A 1984 study conducted by the Los Angeles Uriified School District
concluded that its' year-round programs relieved overcrowding
without reducing educational quality or negatively affecting stu
dent's academic performance.

• The authors of a 1986 stridyof proficiency scores in the OXnard
Elementary School E>istrict found that year-round students outper
formed traditional students in math, but the reverse was true. in
reading-although the differences in performance in bothc~seswere

small.
• The SDE, in a 1987 report onyear-round,education, analyzed test

scores of stpdents attendingtraditional,11ingle~track,and multitrack
calendar.schools. AllowingJor thEl speci~l needs and demographics 9f
the communities in which multitrack year-round schools have been
placed, SDE concluded that the year-round calendar is a viable
educational option "that can be associated with achieveme,nt at or
above predicted levels."

Thus, a review of tlJ.ese st~dies sugge~ts that students, in. year-round
programs generally do no better or no worse than their counterparts in
traditional calendar schools. We also discussed the issue of academic
achievement with various practitioners during the corirse"'(jf our review.
There appears to be a general consensus among principals and teachers
in year-round schools that students' retention·of subject matter is greater,
thereby leadingtoa reduction in the amount of' time that must be
devoted to. reviewing old material and enabling more new material to be
covered.

OtherCd'nsiderations. Chart 2 highlights mariy of the advantages and
disadvantages associated with multitrack yeai-rbundeducation programs.
Specifically, the chart indicates that year-round education can irtcrease
both the supply of substitute teachers arid teachers' overall earnings to
the extent that "off-track" teachers make themselves available as substi~

tute teachers during soIIieorall,of their vacation time. Our visits.to
districts operating ye,ar-round programs indicate that .. almost all,offer
off-track teachers first pri()rity .' for substituting at their. home school
during their vacation periods. Multitiackprograms generally also offer
the opportunity for classified personnel (for eXaIllple, .. maintenance and
cafeteria workers) to increase their overall'earnings by corivertiilg from
lO-or ll-monthcontracts toful1;;yearcontracts.
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Chart 2

Multitrack Year-Round Schools
Advantages and Disadvantages

Fiscal:·-~----------I
o May present large initial implementation

costs for building renovation (for example
the addition.of air conditioning or storage'
facilities).

Administrative: ----------1
o Increases difficulty in scheduling schoolwide

educational and extracurricular activities be
cause one group of staff/students is always
absent. •

o Makes irdifficult to communicate with "off
track" students and staff.

o Increases scheduling problems with trans
portation, central supply, and maintenance.

• Presents storage difficulties for "off- track"
teacher's and classroom materials.

o Generally requires an increased level of c0
ordination with ancillary community service
organizations that provide recreational and
child care services to vacationing students.

o May be difficult to schedule children from
the sarne family that are in different grades.

o Becomes more difficult to regroup students
. once they are assigned to a track.

Employment:-----------I

o May redl!<:e staff professional development.
opportunities, to the extent that courses are
offered only in the summer••

Other: --------'------1
o Parents have difficulty adjusting to a change

in the traditional school calendar.
o Periodic vacations may create baby- sitting!
child care problems.

o May be difficult for families to coordinate va
cations where children attend different
schools that do not use the same calendar.

Flscal:~-~-"""'"--'-'--'-~-'--'-----l

o Is a cost-effective alternative to constructing
or modernizing a new facility.

o Can reduce per-pupil operating costs.
o Reduces student and teacher absenteeism.
o Reclucesschool site burglary and

vandalism.
Facility Utilization:---------1

o Generally increases school site capacity up
.to 33 percent depending on the calendar
selected, number of tracks, and other facility
needs, Alternatively, allOWS for a reduction
in class size, without adding additional
classroom spaces.

o Acts as an alternative to busing, double
sessi,;,"s, or extended day schedules when
overcrowding is present.

o Increases both school and oommunity
facility use.

o Allows more students to attend neighbor
hood schools.

o .Increases flexibility for meeting district
desegregation needs.

Academlcllnstructional: _.----'----1
o Reduces the amount of remedial review

done each September after the traditional
vacation period learning regression.

o' Encourages/requires teaching staff to be
better organized.

o Enables intersessions to be offered for
enrichment/remediation programs at more
frequent intervals than summer school.

Employm.nt:~-~---------1

.. Increases availability of substitute teachers
to the extent that year-round teachers elect
to substitute during some or all of their "off
track" periods, and also increases salary
opportunities for those teachers electing to
substitute.

o Provides the opportunity for year-round
employment for both support service
personnel and educators.

o.May provide secondary students with
greater opportunities for vacation

.employment.
Other:--------------I

o Allows staff and families the opportunity to
take vacations during "nonpeak" times.
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Chart 2 also indicates that there are many admiriistrative difficulties
associated with operating a multitrack year-round program, such as
communicating with off-track students and 'staff, arid scheduling such
activities as maintenance, transportation, staff development and school,
wide events. In addition,. discussions with sch?ol district personnel
indicate that parents frequeritlyresist attempts to convert to a year
round education program untilmany of the advantages and disadvan
tages. can be identified and thoroughly discussed.

Legislature's Interest in Year-Round Education

State School Building Lease-Purchase Program. As noted earlier, the
state currently has an estimated $800 million in bond funds available to
finance $4.3 billion in requests from school districts under the ~tate

School Building Lease-Purchase program. This aid is provided primarily
in the form of grants. To the extent thatschool districts file additional
requests for aid between now and the next time additional funds could be

. made available to the program-either July 1989 (an appropriation in the
Budget Act) or June 1990 (bond funds provided at the next statewide
electiou) -the disparity between requests and. availability of funds will
continue to grow.

In addition to aid provided through the Lease-Purchase program, the
Legislature also has enacted two year-round school "incentive" payment
programs-SB 813,(Ch 498/83) and SB 327 (Ch 886/86)-which provide
approximately $30 million annually to eligible. school districts operating
year-round programs.. [A detailed discussion ofthese programs appears in

, our 1987-88 Analysis (please see page 1008) and 1988-89 Analysis (please
see page 889).]

There is one low- or no-cost method through which the Le~e-Purchase
program could promote the use of year-round schools, thereby increasing
the number of pupils that can be housed with available state revenues.
Specifically, the Legislature could revise the funding allocation formulas
to reflect year-round school operations.

Revise Funding Formula. Under current law, school districts qualify
ing for the new construction program are awarded a total amount of
funds based on a complex funding formula. This formula assumes that the
new school to be constructed will operate. on a traditional nine-month
calendar, rather than on a multitrack year-round calendar. However, if
the facility to be built were to operate on a year-round basis, the same
number of students could be accommodated ina smaller facility at a
significantly lower cost. To the extent that the state were to allocate funds

. on this multitrack basis (assuming a minimum 20 percent capacity
increase), the $800 million currently available for expenditure could
finance the equivalent of $935 million (an additional $135 million) in new
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facilities construction. (The savings is less than 20 percent because there
are certain fixed costs-such as basic acreage allotments and administra
tive facilities-that do not vary with the incremental addition of students.)
To the extent that the state were to allocate funds onthe assumption that
newly constructed schools could accommodate greater than a 20 percent
capacity increase (such as the Concept 6 calendar, which yields up to a 50
percent capacity increase), state savings would be even greater.

Summary and Recommendation

We recommend that the Legislature enact legislation reqUf,nng
Lease-Purchase program funds for new construction to be allocated to
school districts as if the facility would operate on a year-round basis.

Our review indicates that multitrack year-round programs greatly
reduce the demand for school facilities, are educationally sourtd and
provide a viable alternative to the traditional nine-month calendar
educational program. In light of this, and given the state's limited
financial resources for constructing new school facilities, our analysis
indicates that it is appropriate for the state to promote the use of
year-round educational programs in lieu of the traditional nine-month
calendar schools. Further, we can find very little analytical justification
for the state to .continue to provide funds under the, Lease-Purchase
program for the construction of traditional, rather than year-round
schools.

Accordingly, to maximize the number ofpupils that can be housed with
available state revenues, we recommend that the Legislature enact
legislation requiring Lease-Purchase program funds for new construction
to be allocated to school districts as if the facility would operate ort a
year-round basis. In implementing this recoinmendation, the Legislature
would not have to require districts participating in the Lease-Purchase
program to operate year-round schools. Rather, the funds would be
allocated as if the school were to be operated on a year-round basis, and
the district could retain the option to operate the school on a nine-month
calendar basis if locally rajsed funds were used to construct the larger
(and more costly) facility needed to house the· same number of students.



184

State Asbestos Abatement Programs

How Can the Legislature Best Address Asbestos Abatement in State
Owned Buildings and K-12 Public Schools?

Summary

• Since 1984-85, the Legislature has appropriated approximately $105
million to abate hazardous asbestos-containing· materials in· state:'
owned buildings and K-12 public schools. Based on asbestos surveys
conducted by vqrious state agencies, the future cost of abating the
most hazardous remaining ashestos conditions could exceed $2()()

million in state-owned/state-supported buildings. Removal of all
asbestos in state-owned/state-supported buildings, hqwever, could
exceed $1 billion. The future cost ofasbestos abatement inK-12
schools is unknown. .

• We have identified the following problems ···ivith current· state
asbestos abatementprograin~: (J)no clear basis for determining the
health risks of asbestos in buildings; (2). inconsistent criteria for
determintng abatement project priorities; (3) excessive reliance on
rem,ovalof asbestos~.rega!dlessofitscondition; and (4) inacC1Jrate
information about the, flfture costofabatement projects.

• The best available evidence indicates that the airborne asbestos
concentrations in most buildings are well below the levels for which
there is a conclusive health hazard. Given this, and the risks
associated with abatement projects, we recommend that the Legisla
ture fund abatement projects only in those cases where concentra
tions of airborne asbestos· are 0.1 fibers per cubic centimeter or
higher-the federal regulatory asbestos limit for· workers.

• If, however, the Legislature on a policy basis decides to continue to
fund asbestos· abatement, its programs should· be guided by four
principles:(J) projectsshould be funded in priority order, by level
of hazard to be addressed; (2) removal ofall asbestos, regardless of
its condition, is not necessary to protect public health and safety; (3)
the abatement method adopted for any given project should protect
the health and safety ofbuilding occupants in the most cost-effective
manner; and (4) asbestos abatement work creates hazards which
must be carefully controlled.

• Based on these principles, we recommend several specific steps the
Legislature should take to improve the efficacy of its asbestos
abatement programs.

• We also identify the future abatement costs the Legislature may face
and discuss how those costs can be funded.
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The existence of asbestos in public buildings has recently received a
great deal of public attention, in part because of the uncertainty
surrounding the health risk of exposure to low concentrations of asbestos
in buildings, and in part due to the high cost and high risk of asbestos
abatement efforts. Over the past five fiscal years, the state has spent $105
million to identify and remove asbestos in buildings owned by state
agencies, in state-supported higher education facilities, and in K-12 public
schools. Over the next several years, the Legislature could receive
requests to fund asbestos abatement projects totaling hundreds of
millions of dollars more.

In this analysis we provide background on the problem of asbestos
exposure and summarize the state's response to asbestos in state-owned/
state-supported buildings and K-12 public schools..We then review
certain problems with the state's current abatement programs, and offer
recommendations as to how to improve those efforts.

BACKGROUND

What Are the Health Risks of Asbestos Exposure?

From the mid-1940s to the mid-1970s, materials containing asbestos
were widely used for insulation, fireproofing and acoustical purposes in
the construction of buildings. Under certain conditions, these materials
are or may become friable-that is, when dry they may be crumbled or
broken by hand pressure. Once crumbled or broken, these materials may
release asbestos fibers into the air.

Risks to Workers. Sustained, long-term breathing of high concentra
tions of asbestos fibers, as a result of working directly with asbestos
containing·materials,is a known, quantifiable health risk. It significantly
increases the risk of lung cancer. Long-term exposure in occupational
settings· can also lead to mesothelioma, a· rare cancer of the lung and
abdominal membranes, and asbestosis, a chronic and progressively
restrictive lung disease. Workers in the construction,automotive repair,
and shipbuilding industries are considered particularly vulnerable be
cause they frequently come mto contact with high concentrations of
airborne asbestos in the course of their work. The removal or repair of
asbestos-containing materials poses a health risk to construction and
maintenance workers because high concentrations ofasbestos fibers are
generally released into the air by such work. These workers are protected
by a variety of state and federal regulations concerning the conduct of
work which involves disturbance of asbestos-containing material. For
instance, federal regulations require workers dealing with asbestos to
take specific, protective actions (such as training and periodic medical
exams) when airborne concentrations reach 0.1 fibers per cubic centi
meter (cc).

7-78860
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Risks to Building Occupants. In contrast, the health risk posed to
building occupants by aging materials that contain asbestos is uncertain,
and is the subject of controversy. There are no medical reports of deaths
resulting from exposure to low concentrations ofairborne, asbestos in
buildings. According to the U. S. Environmental Protection Agency
(EPA), asbestos-containing materials, left in good condition and undis
turbed, most likely pose a negligible risk. to health. In fact, the best
available evidence indicates that average concentrations of airborne
asbestos in buildillgs, even in areas withsignificantly damaged asbestos
containing material, are 100 to 1,000 times lower than the aforementioned
federal exposure limit for asbestos workers (0.1 fibers/ cc of air). Neither
EPA, nor medical researchers, however, have shown tha(there is some
"threshold" concentration of airborne asbestos at which exposure poses
no health risk. Consequently, EPA regards the presence of asbestos
containing materials in buildings as, a potential health risk.

Why Is Asbestos Abatement a Concern of State Government?

There are currently thousands of state and public school huildiilgs in
California, many of which have some asbestos "materials' in them. For
purposes of this analysis, we categorize these facilities in two groups:

• State-Owned/State-Supported Buildings. We use this definition for
buildings that are either owned by or whose operations are sup
ported by' the state. These,' include facilities, occupied by 'state
agencies as well as campuses of the University of California, the
California State University and the. community colleges. This does
nO,t include private buildings leased by the state or public K-12
schools. '

• Publi~ K-12 Schools. Although these schools are state-supported, we
consider them separately because asbestos abatement in the, public
schools is curnmtly conducted under a unique set of state ,and federal
,statutes and regulations. '

State-Owned/State-Supported FiJcilities. Tablel shows that the state
owns and/ or supports approximately 19,000 buildings (containing about
192 million gross square feet of building space) . Many of these were built
during the 1950s and1960s, when use of asbestos in building materials was
common. Consequently, the vast majority of these buildings probably
contain some asbestos.
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Table 1
State-Owned and State-Supported Facilities

Gross
Square Feet

(in OOOs)
60,000

Number of
Buildings

10,600
Agency
Non-Education ; .
Higher Education:

University of California ; : ;.. .. 3,800 60,900
California State University.......................................... 1,195 27,350
Community Colleges................................................ 3,420 44,000

Subtotals ;. (8,415). (132,250)

Totals. .. . . . . . . . . . . .. . . .. .. .. .. .. .. . . . . .. . .. . . .. . . .. .. . . .. . .. . .. . .. . .. .. . 19,015 192,250

Public K-12,Schobls. The State Department of Education indicates that
there are about 7,100 K-12 public schools in California. Many of these
schools were built between 1946 and 1972, .a period during which
asbestos-containing building materials were in common use. Federal law
and regulations have required K-12 schools to take asbestos abatement
measures since 1982. The state funds twoprogiams to help school districts
bear the financial burden of this abatement

How Much Has the State Spent on Asbestos Abatement?

Although the state is not required to take any abatement actions, it has
in recent years funded asbestos abatement· programs for state
owned/state-supported buildings and K-12 public schools. Since,1984-85
approximately $105 million has been appropriated, to identify and abate
asbestos. Almost half oHhis amountwas provided from the General Fund
(including tidelands oil revenue). The rest. was provided from bond
revenues and the State Transportation Fund. Chart 1 shows the distribu
tion of these funds. It indicates that almost half of the funds have been
spent on state higher education facilities, about one-third on non
education state agencies and almost one-quarter on K-12 schools. The
specific abatement programs are discussed in m()re detail below.

THE STATE'S RESPONSE TO ASBESTOS IN
STATE-OWNED/STATE-SUPPORTED BUILDINGS

What Does Federal and State Law Require?

Neither California nor Jederallaw requires state agencies which own
buildings to undertake asbestos abatement measures within the buildings;
Moreover, neither California norJederal law contains standards for
identifying an indoor asbestos hazard (except in K-~2 schools-see
below) other than disturbance of asbestos-containing materials during
repair or renovation of a building.
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Chart 1

Funds Appropriated for Asbestos Abatement
1984-85 through 1988-89

Total Appropriation =
$105 million

K-12 public schools
.. $25 million (23%)

Higher education
$47 million (45%)

Non-education
state agencies
$33 million (32"k)

The EPA, however, recommends that all building owners take actions
to prevent conditions which may lead to release of asbestos fibers within
a building. A recently enacted state law (Chapter 1502; Statutes of 1988,
Connelly) requires building owners who know of asbestos-containing
construction material in their buildings to notify their employees of the
nature and location of the material: Building owners must also inform
employees about the health risks of asbestos and proper procedures for
handling asbestos-containing .. materials.

Federal and state laws make specific proVision for controlling the
release of asbestos fibers during repair, renovation or demolition ofa
building. Regulations established pursuant to these laws 'define maximum
permissible levels of asbestos exposure for employees engaged hl such
work, establish licensing and registration procedures .for contractors
permitted to do asbestos-related work, and· govern the work and· safety
practices of such contractors.

Although the state is not required to take. any specific abatement
a.ctions, it has in recent years established and funded several programs to
address asbestos in its buildings. . ..

Department of General Services Asbestos Abatement Program

An asbestos abatement program was established in the Office of the
State Architect (OSA) in 1986-87. This program, which has received
appropriations of approximately $19 million, is part of a larger effort to
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control or eliminate toxic substances in state facilities. These funds have
been used for the following purposes:

• Surveys ($4.5 million). GSA recently completed, under contract,
asbestos surveys of all state-owned buildings other than higher
education facilities. The surveys rank the hazard posed by asbestos
containing material according to friability ,of material, asbestos

icontent, condition of material, accessibility of material, and .level. of
human and mechanical activity near the material. GSA conducted its
asbestos surveys in two phases. The first, covering approximately 20

.' million square feet, was completed in 1987-88. The second phase,
covering approximately 40 million square' feet, was completed in
November 1988.

• Asbestos Removal ($12.5 million). The program also funds asbestos
abatement projects for buildings owned by General Fund agencies.
GSA plans to spend $10.5 million (some work is complete, all
contracts to be awarded by June 30, 1989) for the removal of
asbestos-containing material judged to require immediate action
(friable' and damaged). In addition, GSA plans to spend about $2
million (all contracts to be awarded by June 30,1989) forremovakbf
asbestos-containing material identified during 1987~88 and judged to
require action within two years of identification (friable with
potential for damage) .

.• Admin#.strative Costs ($2 million) .. These costs have been incurred
for OSAstaff· (currently eight personnel-years),operating expenses
and equipment. '.

The OSA estimates that it will need an additional $63 million to remove
all·, remaining asbestos-containing material judged to require action
within two years.

Inadditiort to funds appropriated to the. GSA asbestos abatement
program, $1.7 million has' been appropriated directly to General Fund
agencies for asbestos-related repair arid maintenance projects~ GSA has
handled the' contracting for most of this work, as well as the design work,
where necessary.

Asbestos Abatement Programs of Special fund Agencies

Buildings owned by the Department ofTransportation (Caltrans) and
other special-funded agencies, including the California Highway Patrol
(CHP) and the Department of Motor Vehicles (DMV) , were included in
the GSA asbestos survey of state buildings. These agencies fund their
abatement programsthrough their own budgets, rather than through the
OSA program; Caltrans has allocated $12.2 million in State Highway
Account Funds. since 1985-86 to remove asbestos-containing material in
district headquarters facilities. Not all of the material removed was
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identified, by OSA as reqUlrmg immediate or short-term action. In
addition, DMV has spent $300,000 in Motor Vehicle Account funds for
similar purposes.

The OSA estimates that the future cost of addressing immediate and
two-year projects in buildings owned by special fund agencies is $21
million., Staff at Caltrans and DMV indicate that they will immediately
seek funds to abate asbestos conditions identified as needing immediate
attention. Caltrans staff also indicate that they will propose removal of all
asbestos-containing building material identified in Caltransfacilities by
the OSA survey, regardless of whether the asbestos is friable or damaged.
The DMVand CHP have not yet developed long-term plans for asbestos
abatement.

Higher Education Asbestos Abatement Programs

The Legislature first appropriated funds for asbestos-related work in
higher education facilities in the 1984 Budget Act. Since then, the
Legislature has appropriated over $47 million from the General Fund or
from bonds whose debt service is paid by the General Fund to the
California State, University. '. ($21.5 million), the California Community
Colleges ($18.7 million) ,and the University of California ($6.9 million)
for each system to ,operate an independent asbestos assessment and
abatement program.

The California State University. The CSU initially surveyed its
facilities for asbestos-containing materials in 1984-85, and resurveyed
these facilities in 1987-88. Using a hazard ranking system, CSU distin
guished between materials (1) to be removed as soon as possible, (2) to
be isolated and removed when feasible, (3) to be repaired a:ndmain
tained, (4) or simply to be monitored and maintained. In 1988 BudgetAct
language, the Legislature specified that money appropriated to rtamove
asbestos at. CSU. campuses be spent only' em projects in the fIrst two
categories. The 1987e88 survey consultant estimated that asbestos removal
work in thesecategorieswillcc;>sta totalof$52 million. This estimate,
however,'significantly underestimates the full cost of this work because it
does not count the cost of replacing asbestos-containing material that has
been removed. The CSUhasallocated a·total of $16.6 million (allofits
1987-88 and 1988-89 ,asbestos abatement appropriations) to projects. in
categories (1) and (2). ' '

Community College Districts. At the direction of the Legislature (1985
Budget Act language), each district conducted an asbestos survey of its
buildings. Surveys were conducted by district employees using a ranking
system similar to the system used by CSU inits first asbestos survey. The
Chancellor's. Office compiled district reports to create a· statewide
ranking of asbestos conditions by severity. The Chancellor's Office policy,
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however, is to remove, as soon as possible, all asbestos-containing
material identified in the survey, regardless ofitscondition on the threat
it poses to occupants. The Chancellor's Office estimated that it would cost
$25 million to remove all the identified asbestos. Between 1985-86 and
1988-89, the state has appropriated $18.7 million (General Fund) to the
community colleges for asbestos abatement.

Staff in the Chancellor's Office now indicate that the $25 million of
work identified in the survey significantly understates the cost of
removing all asbestos-containing material in the .community college
system, for two primary reasons. First, many districts did not include the
cost of replacing. asbestos-containing material·after it has been removed.
Second, some districts have subsequently hired an asbestos consultant to
resurvey their buildings. The consultant has discovered more than twice
the amount of asbestos-containing material identified in the original
survey.

University of California. All UC campuses have recently completed
asbestos surveys of state-supported facilities. The surveys, based on a
procedure developed by the Berkeley .campus, classify asbestos
containing materials into one ofthree categories: (1) materials that now
present an active and serious hazard, (2) materials with damage and
potential for further deterioration into a serious hazard, and· (3) Illaterials
presenting little or no active hazard. Language in the1985 Budget Act
required th.at the University allocate all asbestos abatement funds for
projects in· the first category, before addressing any lower priority
project, University staff indicate that they continue to follow this
guideline in allocatingasbestos abatement funds. The state has appropri
ated $6.9 million to UC since 1984-85 for these activities. Based on a
preliminary analysis of asbestos surveys, University staff estimate that the
future cost of abatement work in the first category exceeds $75 million.

THE STATE'S RESPONSE TO ASBESTOS IN K-12 PUBLIC SCHOOLS

What Do State and Federal Law Require?

Federal Law..The federal Asbestos Hazard Emergency Response Act
(AHERA) is the most recently enacted (1986) and the most stringent
federallegislation concerning asbestos in K-12 schools. The EPA regula
tions (published in October 1987) establishedpursuant to the Act require
each K-12 school to:

• Identify and assess the condition of all asbestos-containing material in
school buildings;

• Develop an asbestos manageIllent plan based on this assessment
prior to October 12, 1988 (or prior to May 9, 1989, if an extension is
granted);
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• Inform all parent, teacher and employee ... organizations that an
asbestos management plan exists and is available to the public for

. inspection; and
• Begin implementing.responses to asbestos-containing· material (in"

cluding· abatement, .employee training,. and monitoring and mainte
nance) , as recommended in a management plan, by July 9, 1989; The
AHERA regulations set no .deadline for completion. of asbestos
abatement actions.

These regulations permit broad local discretion in choosing responses
to asbestos containing material, in order to protect human health and the
environment. A school may choose the least economically and operation
ally burdensome action from a range of alternative responses; Alterna"
tives include removal, repair, encapsulation, enclosure, and/or monitor
ing and maintenance, depending on the type and condition of asbestos
containing material identified.

The fiscal effect of AHEM on K-12 public schools includes the costof:
deyeloping management plans (including an asbestos inspection), pro
viding special asbestos maintenance training and programs, and taking
asbestq~ abatement actions specified in managElment plans. Based on
EPA cost estimates, and assuming that all 7,100 California public K-12
schools.contain some friable· asbestos-containing. material, the cost. of
developipg management plans· could total $20 million. tq. $30 .million
statewide. At this time, the cost of providing AHERA-required training
and maintellance programs, and taking asbestos abatemElnfactions·for
school districts statewide cannot. be estimated. The Office of Local
Assistance (OLA) , within the Department of General Services, should be
able to estimate these costs after it has received asbestos management
plans from all. sCllools in early May 1989. .

The AHERA. requires twq things of the states. Each state must adopt.an
accreditation program for asbestos professionals and workers which is at
least as stringent as the EPA model program. In additiqn, a state agency
designated by the Governor must rec~iveall management plans. A s~hpol

district must implement its plan if that state agency does not disapprove
the plan within 90 days after receipt. In California, the Governor
designated OLA as the agency which will receive these plans. The 1988
Budget Act includes a GEmeral Fundapprop:riation of $1.1 million (19
personnel-years) to OLA for review of asbestos management plans from
K-12 schools. As discussed in the Analysis (Item 1760-001-001), OLA is not
conducting a substantive review of these plans. Instead, it has contracted
with the Franchise Tax Board to perform an essentially clerical verifica
tion that required forms have been completed.

State Law. Chapter 1751, Statutes of 1984, created the Asbestos
Abatement Fund. Under this statute, monies in the fund, which is
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supported entirely by the General Fund, must be distributed by the State
Allocation Board to match local funds for the containment and removal
of hazardous asbestos materials' in public .K-12 schools. The statute
requires a dollar-for-dollar match of state .a:nd local funds, but permits the
board to increase the state share of the match where necessary to
complete critical abatement projects. The policy of the board is to
provide 50 percent of the cost of qualifying abatement projects in large
districts, and 75 percent in small districts. Subsequent legislation set the
following criteria for determining eligibility for grants from the fund:

• The asbestos must be friable or potentially friable, as identified
through visual inspection and laboratory analysis of samples; and

• The airborne concentration of asbestos within a building must
exceed either 0.01 fibers/cubic centimeter (cc) or the airborne
concentration ofasbestos in the outdoor air immediately adjacent to
the school, whichever is higher.

State Funding of Asbestos Abatement in K-12 Public Schools

Asbestos Abatement Fund. The Legislature has appropriated a total of
$24.75 million from the General Fund to the Asbestos Abatement Fund
between 1984-85 and 1986-87. There have been no appropriations to the
fund since that time. The State Allocation Boai"d has set aside $24.4
million for asbestos abatement projects· that qualify under the program.
OLAestiIIlates that it has received an additional $5.6 million in applica
tions whichqualifyfora grant from the Asbestos AbateIIlent Fund, but
for which Do funds are available. .. ,

By November 1988, OLA had released only $16.2 million to school
districts because several districts had not completed the necessary project
documents. In order to hasten the undertaking of qualified.projects, the
State Allocation Board adopted a policy in March 1988 of rescinding
apportionments over one year old where the applicant has not submitted
the documentation necessary for r,elease of funds. In October 1988" the
board.iilitiated this policy by rescinding and reapportioning $3.3 million.

Propo$ition 79. The 1988 School Facilities Bond Act was approved by
the voters on NovemberS; 1988. This Act authorizes the State Allocation
Board to apportion up to $100 million of the $800 million in bond
proceeds for identification, assessment and abatement ofasbestos in K-12
public schools. The measure specifies no further criteria for allocation of
these monies. The current policy ofthe;board is to allocate these monies
only where a school has been closed because of an asbestos hazard, either
by order' of a court or by the Department of Industrial Relations. In
addition, th~ board requires" school districts to pay 25 percent of the cost
of removing asbestos iri each eligible project, and"all of the cost to replace
asbestos-containing material with non-asbestos material.
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WHAT ISSU.ES AND PROBLEMS ARE RAISED
BY STATE ASBESTOS ABATEMENT PROGRAMS?

Five basic questions should be answered in determining the state's
approach to asbestos in its buildings:

1. What degree of hazard is posed to building occupants by asbestos in
building material?

2.. In what priority order should asbestos hazards.be abated?

3. What methods of asbestos abatement are the safest and most
cost-effective?

4. What is the full cost of asbestos abatement proposals?

5. What procedures should be established for handling asbestos per
mitted to remain in the buildings after abatement projects have
been completed?

Our review of state-funded asbestos abatement programs, based on
these questions, raises the following issues and problems. which warrant
consideration by the Legislature.

1. There Is No Clear Basis for Determining When
Asbestos in Buildings Constitutes a Health Hazard

As .discussed above, , EPA reports that the best available evidence
indicates that average concentrations of airborne asbestos in buildings,
even in areas with'significantly damaged asbestos"containihg, material,
are 100' to 1,000 times lower than the' aforementioned federal asbestos
exposure limit for workers. Moreover, there is no known health hazard
associated with exposure to airborne asbestos at such low concentrations
- the levels most likely to' be encountered by building occupants.
Concerns about exposure to low concentrations of asbestos >are based on
extrapolations from the documented adverse health effects of exposure
by workers to high concentrations of asbestos over a period of years.
Research, however, indicates that such extrapolations are not reliable
because they are based on too many unproven assumptions. Thus, the
state has undertaken multimillion dollar abatement projects~
iQ;:k'vel COn~!!1li!9Jis.<q£.~!£o;n;asbeStos1orwhIchH1E;'~'is~~ri
~ -~~~'~~~~"_~_'''"'=''''W'''''~'''~'~'''~'''''''''''W''''=><~.,~---- .2. Asbestos Abatement Projects Are 'No't Proceeding on, a Priority Basis

Asbestos abatement work is going forward on projects ranked under
·five different procedures using inconsistent criteria. Moreover, in some
cases, the ranking of projects is· based on incomplete information, The
Legislature, therefore,. does not have,consistent data on which to base
decisions about the relative priority ofabatement projects proposed by
various agencies.
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Inconsistent Criteria.OSA, CSU, and the community colleges use
different criteria for setting priorities,· but at least· the criteria are
somewhat similar and compatible with the criteria established in the EPA
AHERA regulations. The University of California usesan..independently >

developed set of criteria. Due to data limitations, we have been unable to
assesuhecompa~tyof uq's~~t~L!iiJ.lli:!!!~se,,~i~9.EiQtherJ~ge..~
The criteria used to set priorities for allocating state asbestos abatement
funds to K-12 public schools are not compatible with thec;riteriaused in
any of the other state programs. In fact, the air monitoring and school
closure criteria used in the K-12 program are so restrictive that they
would result in the denial of state support for school projects which would
be funded under other state-funded asbestos abatement prograins,

incomplete Information. The University of qalifornia, the CommunitY-7
Colleges and OSA have not yet ranked all asbestos abatement projects on !
the basis of a comprehensive asbestos survey. Consequently, neither J
these agencies nor the Legislature can judge the priority of projects!
currently submitted by them for- funding. J

,~

3. Alternatives to Removal Are Not Fully Considered

The EPA recommends that decision makers carefully weigh the cost
and hazards of removal against the cost and hazard of leaving asbestos
containing material in place and controlling· it by an alternative method
(repair, monitoring and maintenance{enclosure, or encapsulation);

State agencies, however, have adopted a very limited range of aba.te
ment methods. At one extreme; some state agencies· have adopted a
policy of removing all asbestos from. their facilities. Others, while
permitting some asbestos materials to stay in· place, do not consider
options to removal of. asbestos in the abatement projects. they do
undertake. ..Q.¥trans and the_Comrgunity Colleges. for •exaniple,~
mm9'y~~~_~~ps_of control f~Q~.coll.~ing.materi_~·By
contrast, OSA and CSU acknowledge that under certain conditions,
asbestos-containing material is best managed. through a regular program
of obserVation and maintenance until it can be removed in the course of
building renovation or demolition. Neither OSA nor CSU, however,
consider the choices of repair, encapsulation, or enclosure over reIlioval
on a project-by-project basis.

4. Existing Estimates May Significantly Understate
the Future Cost of Asbestos Abatement

Based on our review, we conclude that asbestos abatement proposals
received by the Legislature often understate the full cost of the projects.
Forexample~the estimated future costs of asbestos 'removal projects at
CSU and the Community Colleges do not include the cost of replacing
asbestos~containingmaterial after it has beenreIlioved.Moreover, none
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of the available estimates under any of the abatement programs include
the potentially significant costs of displacing building occupants during
asbestos abatement projects.

5. There. Are No Statewide Standards for Conducting an Asbestos
Monitoring and Maintenance Progr~m .

Asbestos consultants hired for every major survey of state"owned
facilities recommend monitoring arid maintenance as a means of control
ling' certain asbestos-containing material. TheM are, however,no' stale
wide standards for determining the components of such programs:

• What activities a.re ryquired, and how often?
• Which maintenance staff' and supervisors should get state and

federally required training for handling asbestos?
• Howmuch special equipmenti.snecessary?

The Legislatlneneeds such st~dards to make informed decisions
about funding requests from state agencies to establish. and operate
asbestos monitoring and maintenance programs.

HOW CAN THE LEGI$LATU~E IMPROVE
ITS ASBESTOS ABATEMENT "PRQGRAMS?

As discussed above, the EPA and other experts generally agree that
asbestos in buildings is clearly a health hazard when airborneconcentra
tions reach levels of 0.1 fiber/ cc. Where airborne concentrations of
asbestos in buildings reach .this level, asbestos a.batement should be
undertaken. The best available evidence fro~ m'-chn~ver,-indi.clltes

that concentrations of airborne asbestos inmostbuildings are wellbeIaw
kvels for ~hich tfiere is~yconcrusive'evraerice'or~]iealfp:'ha~~~cLi\s
such, there i~ curreii1ly-no'~Clear'anaIyHcarbasiSloJiisnrylli(:texpenauure
of funds on virtually aU proposed, state-supported .abatementproject.s.
Moreover, thy. pressllre' to .rem,ove asbestos irlbuildings because of
potential health hazards needs to be weighed. against the potential for
leaving workplaces and schools .in worse c(mdit~onasa. result .of~bate
ment projects. Accordingly, we recommend that the Legi#ature fund
abatement projects only in those cases where concentt:ations of airborne
asbestos are O.lfibersicc or higher. SQQ!Jlc!the Legis~l:l.tllre decide to taky
this ~cti<?n,. it. 'YQuld_del~Jt~!QJLQILthsUQ~IQ!lti2C2!:<liiQ~iJ=~

:~.~.-.,.~.::.:..~.a.:'.~.S.s~w~FE::!~r=~~;~::r.l.~l
renovation or repair project. .:J

The suggested. airborne' concentration .standard~
the future based on the advice of researchers and other experts on the
"..........,.,_~.'"'.. "'" e '4& ,'" n;<¥_,~ ..---.....,~__..,......~""". "'_'''''U~'''''_''';'''''''.''';'''''''~~'~_''·'''''''''''''~'C_'''''_'.,".~~·

health rIsks associated with eJ.q>osure to low concerilfations of airborne
"'''''''''''~~_....~~'''''-'''''''J:"~ ....,-_.""="~..."."...<~:..~._,,,-_~~,, ...,,,,......,,,,,,,=.=~.;,,:,,,.,..=.".-.<;<n,·-"'~-""-'''''''''·~/-'-''''''.-''''.C

. ~. "-''''-'--'~''''''.I'';''''''''
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~. lnorder to ensure this input, we recommend that the Depart
ment ofHealth Services, in cooperation with the Department of Indus
trial Relations, assemble and summarize' the best .• available evidence
90ncerning thehealthrisks of expos1J~.t0J~concentrations ofasbesios
and the~k§.ass<1.ciated'Y!!h~~~E~The departments should
present.this infornlation to .the Legislature during the fall of 1989 and
periodically. thereafter.

If the Legislature, however,decidesas a matter of policy to continue, its
cqrnmt approach to asbestos abatement, we recommend tha,tituse the
following principles as a guide to develop a statewide, program that will'
address the mo§t serious potentialasbestos hazards in state-owned/state
supported buildings ,and K-12 schools:

• Asbestos abatement projects should befunded in priority order, by
level of potential hazard: The potential hazard posed byasbestos
containing materials varies with the location and condition of the
material. EPA regulations (under ARERA) explicitly acknowledge
that under sOme conditions, asbestos-containing materials present a
serious active or potential hazard, while·these materials under other
conditions present little chance of releasing aSQestos fibers.

• It. is not necessary to remove all asbestos-containing materials,
re.gardlessof conditio.n, in, order to assure the safety .of bu.ilding

, . , . ,. .

occupants. Materials that do n()t pose, a hazard can be left in place
,ancl monitored and maintained according to appropriate proc!3dures.
.Such ma~erials can. then be removed either .(1) after all hazardous
conditions are abated or (2) during the ILOnnal course of building
renovation. . . .

.' The" method 'of abatement adopted for 'any given project should
protect the health and safety of building occupants in the most
cost-eJfective manner. ThefedetalAHERA regulations recognize a
broad range of ~1!~r,!!3;.gy'es toasqej>tos Lemo~ (repair;encapsula
tion, endosure, and monitoring and maintenance) as.potentially
sufficient to protect building occupants.

• Asbestos abatement work 'creates hazards and therefor(! fI1,ust be
carefully controlled. The LegislaDIre should ~ss~re th~t.all state~
funded agencies which administer asbestos abatemEmt programs take
adequate precautions to protect the health and safety of workers and
building occupants exposed toabatenientprojects.

Using these 'principles, we .make the following recommendations
(except where otherwise noted, the' Legislature could carry out these
recommendations as part of the budget process):

LThl'Legislature should only fund abatement of the following
asbestos <conditions (including those inK-12 schools) 'in the priority
listed:



(1)

,,)
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The asbestos is friable, exposed to building occupants, and airborne
asbestos concentration exceeds 0.01 fiber /ce, unlesstheeoncentra
tion in the air outside the building is greater than O.Olfiber/cc. (In
the latter' case, abatement should be considered only if airborn.e
asbestos concentration inside the building exceeds the level in the
outside air~Otherwise,air from external sources would recontam-

, inate the building as soon as abatement is completed.)
• t)

\~ (2) The asbestosis friable; daIhilged,and'exposed to buildingoccu
Cpants, but the airborne asbestos concentration does notexceedthe
specified limits.

(3) The asbestos i~ friable and undamaged, but is very likely to incur
damage that would exp<?se buildfug occupan'ts' to asbestos fibers.

'~~H) The asbestos is friable .I:lnddamaged, 'but airborne.transmission of
\). asbesto~ to occupied buildfug spl:lce is highly unlikely. ' '

With the exception of the. air monitoring standard, these criteria are
consistent with the criteria used in the CSU and OSA asbestos surveys and
in AHERAregulations to identify the highest priority asbestos abatement
projects ina buildfug. 'I:llit~air_mGRitQLing~standard"is.recommelld~e.dcctc.

gi..!e hi~~ttlP~k~!iQP.,§jn~which...l:eleJ!§~~.QL~~!?£s!.~~_f!~~~Qas
l!2hL~~9.urr~ While we have no analytical basis for using the 0.01
level as a standard, it is the level currently specified in statute for state
funding of asbestos abate:ment in K-12 public schools. The Legislature
should reevaluate this standard as more conclusive information about the
risk of exposure to low conc~ntrations of asbe~tos becomes available.

Application of these criteria to a state prograJIl. for asbestos abatement
in public K~12schoolswould require a ~..s.tatutes This is

.>-because current law permits stl:lte fun9:ing only ifairborneconcentrl:ltion
ofasbestos exceeds the 0.01 fibers/cc level. '.

If the Legisll:lturewere to use these criteril:l, it would exclude many
projects stl:ltel:lgencies now propose to fund (for example, Caltrans plans
to eliminate all asbestos - e~en if it is not fnable) ~. Thus, adoption of
these criteria wollld' reduce the demand for state abatement funds.

2. The Legislaturll should. create a Task Force on Aspestos Abatement
Priorities and Procedures. This task force should inch,lde representatives
from OSA, UC, CSU, the community colleges, OLA, and theK-12 public
schools. The task force should acconlplish the following. and report to the
Legislature in the fall of'1989: ' ,

\~"

• Reyiew the. criteria used by. these agen,cies to,.place projects. in
...priority order for consistency wi~h.·the criteria listed above;".
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• Recommend a statewide standard for the conduct of asbestos
maintenance and monitoring programs, including training of main
tenance· employees, critical tasks, essential equipment, and.program

. organization; and
• Recommend statewide standards for the qualifications and responsi

bilities· of asbestos . project· inspectors employed on state-funded
projects.

3. The Legislature should expand the OSA asbestos abatenientpro
gram to include immediate and short-term abatement projects identi
fied by the OSA asbestos survey in special funded agencies. The
Legislature should not fund independent asbestos abatement programs
for each of these special fund agencies. Budgeting and administering
their abatement projects instead through the OSA program would
provide the following benefits:

• Abatementprojects identified in the OSA surveys would proceed in
priority order, statewide, regardless of fund source;

• Special fund departments could take advantage of OSA's experience
in contracting and monitoring asbestos abatement work; and

~. the Legislature would .know' the' full cost of' asbestos abatement
activity.

tn addition, special fund agencies should be required to identify. the
cost of planned asbestos abatement activity in the Budget Bill and to
transfer those funds to OSA.

Because of the practical difficlJ.lties of undertaking the higher educa
tion programs through OSA, the !lystems should continue to identify and
fund abatement costs in their individual Budget Bill items. They should,
however, conduct their asbestos abatement projects in accordance with
the funding criteria established by'the LegislatUre and thefindings of the
task force.

4. The Legislature should require the State Allocation Board to
develop a program for allocating Proposition 79 asbestos abatement
funds according to the criteria outlined above. The OLA should report
to the Legislature in the fall of 1989 concerning its policies and
procedures for reviewing applications under this program. Moreoyer,
OLA should provide the Legislature with quarterly reports on the status
of these.applications.

5. The Legislature should require every funding proposal/or an
abatement project to include an analysis showing how the recom
mended abatement action assures the safety of building occupants in
the most cost-effective manner. Such an analysis would assure the
Legislature that state asbestos' aba.tement'proghims are considering
alternatives to asbestos removaL State agencies should consider such
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alternatives as encapsulation, enclosure, repair, or monitoring and main
tenance, where they assure the safety of building occupants. In addition,
cost estimates should include the costs of displacing building occupants
while abatement work is in progress and the cost of replacing asbestos
materials with non-asbestos materials:

6. TheLegislatureshould require before.,.and-afterairsamplingforall
state-funded asbestos abatement projects. Budget Act language cur
rentlY,requires asbestos abatement contractors working for OSA, CSU,
UC,and the community 'collegesto leave a facility at least as free of
airborne ~sbestos as when they start work. This assures that state-funded
abatement projects will mitigate,' not aggravate asbestos .hazards. This
requirement should be extended' to all state-funded projects, including
K-12 schools.

WHAT FUNDING ALTERNATIVES EXIST FOR FINANCING ASBESTOS
ABATEMENT IN STATE-OWNED/STATE-SUPPORTED BUILDINGS ANDK-12
SCHOOLS?

Future Costs

Table 2 shows that the estimated future cost of asbestos abatement in
state-owned/state-supported buildings, under the guidelines recom
mended above, is $231.4 million. This estimate assumes that funding is
restricted to projects which meet the four funding criteria we recom
mended above. The estimate includes state-owned non-education facili
ties ($84 million) and state-supported higher education facilities ($147.4
million). In contrast,'OSA indicates that the cost of removing all asbestos
from state-owned, non-education' facilities would exceed $1 billion.

Table 2
Future Cost of Asbestos Abatement in State.Owned and

State-Supported'.Buildings:
Projects That Meet LAO Recommended

Funding Criteria
(dollars in millions)

AgenCy
Non-Education:

General Fund (OSA Program) "._ .
Special Fund Agencies , '.' ..

Subtotal, Non-Education .' .
Higher Education:

Community Colleges .
California StateUniversity ..
University of California .'; ; ; ..

Subtotal, Higher Education ..

Total .

Future Cost

$ 63.0·
21.0·

($ 84.0)

$ 37.0·
35.4 •.b
75:0·

($147.4)

$231.4

• Does not include potential costs of displacing employees and/or students.
b Cost of asbestos removal only. Does not include replacement of asbestos-containing material with

non-asbestos· material.
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The future cost·.of asbestos abatement in the public K.;12 SChObls is
uncertain. However, the $100 million potentially set.::tside.for .asbestos
ab,atement under Proposition 79, if allocated. to puplic 'K-12~choolson a
dollar-for-dollar matching basis (see below) , may be sufficient to abat,~ all
friable asbestos. :rhisconclusion is based on EPA .cost estiwates of
asbes,tos abatement in K-12 schools, the average cost ofasbestos abate
ment projects fund~d since 19~-86 from the Asbestos AbateII;lent F\lnd,
and information concerning tp.e average cost of abatemellt projects noted
in the few.asbestos management plansalreac:ly received by aLA.

Funding Alternatives for State-Owned Buildings ..... . .'. <

The Legislature has three alternative means 6f funding the future cost
ofasbestos abatement:

• General·Fund.·and various special funds;
• General obligation bond financing;
• Redistribution of tidelands oil revenues. .

Factors which theLegislatureshould consider in deciding on a method
of funding for asbestos abatement include:

• Over what period of time should projects be completed?
• What effect will use of funds for asbestos abatement have on the

availabilit,y of funds for other state programs?

For example, if the Legislature decides that abatement of the most
serious asbestos hazards should occur within five years, it will require an
immediately available source of funds which can support appropriations
of about $46 million annually. The use of General Fund or special fund
appropriations or redistribution of tidelands oil revenues (to the extent
they are available) in such amounts would have significant immediate
effects on the availabilit,y of funds for other programs. As an alternative,
the Legislature could propose a bond measure for voter approval. While
approval of a bond measure could require a year or more, the annual
impact on the General Fund would be much smaller, as costs would be
distributed over a period of up to 20 years. The total cost of using bonds,
however, would be higher, because of interest payments and finance
charges.

On the other hand, if the Legislature decided that asbestos abatement
could occur over a longer period of time, the annual level for asbestos
abatement expenditures would be smaller, and the need for an immedi
ate, large funding source (such as a bond measure) would not be so
important.
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Bond Funds for Asbestos Abatement in K-12 Public Schools

We recommend that· the Legislature 'enact ·legislation to allocate
Proposition 79 bond funds according to the matching formula now
used for the Asbestos Abatement Fund monies.

Utider the current formula for grants from the Asbestos Abatement
Fund (AAF), the state pays half or more of the total cost of an eligible
project, depending on the size of the district responsible for it. The·totlll
cost; includes asbestos removal, if necessary, and replacement with
non-asbestos material. Under the State Allocation Board's current policy
of allocating Proposition 79 bond funds, howElver, the. state pays 75
percent of abatement removal costs and none of the costs of replacement.

We find no basis for having these inconsistent fundi~g allocations.
Consequently, we recommend that the Legislature specify in statute that
all state funds for asbestos abatement iri· K~12 schools be· ;allocated
according to the matching formula now used for the AAF. The higher
local match required for the AAF would help assure that school districts
choose the most cost~effective meanS of asbestos abatement when
designing a project eligible for state. funding.,
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Calif~rnia's Prisons

How Can the Legislature Minimize theeost of an Ever-Expanding
System?

Summary

• Califo1'!lia is in the midst of the largest prison construction effort
ever undertaken in the United States.

• The Legislature in this decade has appropriated $3 billion to plan
and build prison facilities at 21 locations throughout the state. Based
on overcrowding guidelines chosen by the California Department of
Corrections (CDC) and the departmen(s late~t projection ofinmate
population growtfl,< the state will n(Jed to spend an additional $1.6
billion on prison facilities. At the end of this construction effort,
prisons will be more overcrowded than when the construction
program began.

• The annual cost ofrunning the prison system will increase from $1.6
billion to $3.1 billion between now and 1994-95, a 90 percent increase.
This growthtvill come at the expense ofother state programs subject
to the appropriations limit since thelitnit is expected to grow by
roughly 50 percent during this time period;

• The Legislature· has options to significantly. reduce the additional
costs ofbuilding and operating·an expanded prison system. These
options include: selective reductions of prison sentences, changes in
parole supervision, expansion of the conservation camp system, and
overcrowding facilities more intellsively than currently planned by
CDC.

• We recommend that the Legislature consider all available options to
minimize cost~ before appropriating funds for addWonal prison
facility construction. . .

.We .recommend that the Legislature direct CDC to improve its
Facilities Master Plan to assist the Legislature in this process. We
further recommend that the Legislature consider CDC's Facilities

. Master Plan and all CDC capital outlay funding requests during the
annual budget process.

In response to a burgeoning prison population, the Legislature in· the
past eight years has appropriated approximately $3 billion to plan and
build new prison facilities throughout the state; The California Depart
ment ofCorrections (CDC) ,however, projects additional capital needs of
almost $1 billion through the year 1993. Even at the end of that period,
the state's prisons would be overcrowded by an average of 134 percent.
In addition, by 1994-95 the state would be spending at least $3.1 billion
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annually (in 1994 dollars) tpQperate these correctional facilities. This is a
700 percent increase in the cost of operations since 1980, with inflation
accounting for only.one-seventh o{ the increase,

Given the increasing share of the General Fund budget absorbed by
the prison system, the Legislature may wish to examine ways to control
these future costs. In this analysis, we: provide background on the state
prison system and CDC's current five-year facilities plan, examine the
future costs associated with that plan, and suggest several ways available
to the Legislature to reduce - oratleast minimize - the costs of housing
state prisoners.

Background

In mid-1980 California's in.mate population was approximately 23,500,
which was roughly equal to the prison system's design capacity. Between
that time and June 30, 1988, the inmate population mOre than tripled,
growing from 23,500 to 72,100. Looking ahead, CDC now projects an
inmate population of 110,200 by mid-1994.

In respOllse to this burgeoningpopulation, California initiated. -and is
now in the midst of - the largest prison construction effort ever
undertaken in the United States. Since 1980, the Legislature ha~··autho

rized construction of more than 40,000 new prison beds. As ofJl-me 30,
1988, about 21,100 of these beds were completed and occupied. The
remainder were under either construction or design. Theeompletion of
these beds will increase· the prison. system's design qapacity by nearly
three times, to. 63,900· beds.

Chart 1 shows past and projected increases in the state's prison
population and design capacity. The chart also includes the design
capacity of COmIllunity-based beds-locally operated facilities housing
parole violators andlor inmates on work furlough programs. These
community-based .. beds, while outside the prison· system per se, do
provide housing .for some· inmates. As Chart· 1 shows, prison sX"stem
overcrowding is the difference between the actual or projected popula
tion and the designcapacities of the prison system and 'community-based
facilities.

The CDC has been able to overcrowd its facilities by placing .two
inmates in cells designedfor one and convertinggymnasilWls and other
activity areas into dormitories. Prison system overcrowding peaked in
March 1987 at 178 percent of design capacity before beds addedby new
construction began to outpace populatior:l increases. Today, overcrowd
ing stands at 158 percent of design capacity.
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Chart 1

State Prison Population andCapacltya
1980 through 1994 (Inmates in thousands)

o Overcrowding

r;:::;1, Design capacity, of '.
lliJ community based beds

•
' PrisOn/Camp desigh
capacity .' ,. ,

Total Population
'" entire bar

80 81 82 83 84 85 86 87 88 89 90 91 92 93 94

8- ,: _ -, - - _" .' ,"
Dataas.of June 30 for each year. Population Is based on CDC's fall 1988 projections. Projected design capacity Is
based on COC's five-year fai:llitles masterplan.,' .

,CDC's Five"'YearFacilities Mas!er Plan

The CDC annually submits to the LegislatUre a five"year master plan
for new facility construction. In addition, supplemental report language
adopted in the 1987 Budget Act directs CPC to submit this plan by

,December of each year so that the Legislature may review it in
conjunction with the Governor's anImal budget. The most recent plan
available to the Legislature at the time this analysis was prepared was the
plan submitted for the 1988-89 Budget and updated in May 1988. The plan
calls for construction by 1993 of 9,800.beds·that as yet have not been
authorized by the Legislature.

. This plan is based on two fundamental factors-projected increases in
inmate population and a policy ofdeliberate overcrowdtng(with, .over
crowding guidelines yaryiJ1g by)n!llate.sec;urityc;lassification levels). We
have concerns with the adequacy of the plan with regard to both of these
factors. First, the plan' is based on a population' projection thatrtow is
outdated. The latest CDCprojection, released in the fall ofl988, indicates
that theprisoilsystem will have 'to accommodate 5,500 more inmates by
1993 than was assumed in the plan, Second, even under the earlier
population assumption; the plan did not'.calLforthe construction of
enoughheds to meet the plan's stated overcrowding.objectives.. This
situation is exacerbated by the latest population projection. '
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According to CDC staff, the department intends to release a new
five-year facilities master plan (for 1989-90 through 1993-94) prior to
budget hearings. The new plan will be based on CDC's fall 1988
population projection. Presumably, it will. call· for construction of more
beds. .

Future Population Growth. Population growth is a key determinant of
the future costs of building and operating an expanded prison system.
Chart 2 shows three projections. of population growth through June 30,
1993. CDC's current five-year facilities master plan is, based on the
department's spring. 1988 population projection, which is shown by the
lower line on Chart 2. That projection indicates an inmate population of
99,800 in 1~3.Themiddleline represents CDC's most recent projection,
made in the fall of 1988. It indicates'a population of 105,300 in 1993 and
110,200 in~994.

Chart 2

AlternatlveProjeFtiorts 'of Inn'latePopulatlons
1983 through 1994 (In thousands)· ". .
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a Data as 01 June 30 for.each year.
b Prolectlon assumes population Increases by 8,300 In'mates per year (the average annual Increase between 1985

and 1988).. ' ..

Although growth. is higher in the fall 1988 projection, both estimates
assume that annual population increases will be smaller than in recent
years. Prior CDC projections have made the same assumption, however,
and have consistently fallen short of the mark. For example, as Chart, 3
illustrates, in fall 1983 CDC projected that the inmate population would
increase by 17,500 from June 30, 1983 to June 30, 1988. Instead, the
population increased by twice. that amount.
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Chart 3

Comparison of Previous Population Projection
with Actual Population
1982 through 1988 (in thousands)-
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_ Data as of June 30 for each year.

CDC's current projections may still underestimate eventual population
growth. In view of the above, and for purposes of estimating a potential
range of future capital and operating costs, we have estimated a
continuation of recent population trends. Under this "steady population
increase" scenario (see Chart 2) ,8,300 inmates would be added each year
(the average increase over the lastthree years), reaching 121,900 in 1994.

The Plan ~ Overcrowding Targets. CDC's master plan states the
department's intent to limit overcrowding to "manageable" levels. CDC
would accomplish this by setting guidelines for maximum overcrowding,
varying from 100 percent of design (:apacity (for medical/psychiatric
facilities) .to 130 percent (for maximum security facilities and reception
centers) . According to· the· plan, completion of authorized and planned
facilities would result in an average overcrowding level of 126 percent of
design capacity in 1993.

It should be noted, however, that with· the prisons proposed in CDC's
construction plan, overcrowding for some· inmate .... categories would
exceed CDC's guidelines. As Table 1 shows, the overcrowding guideline
for minimum security beds is 120 percent of design capacity. Yet CDC's
planned construction would result in overcrowding of 143 percent of
design capacity for minimum security beds.
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Table 1
CDC Overcrowding Guidelines and
Outcome of Current Master Plan

Classification
Reception Centers .
Level I (minimum security) .
Level 11. .
Level III ..
Level IV (maximum security) .
Women .
Medical/psychiatric ..

,Difference
-3%
23
-1

-12
6
9
7

, a Based on spring 1988 population projection' and planned construction.

Moreover, the average overcrowding ratio cited in the plan is based on
population projections made in the spring of 1988. CDC's most recent
projections (fall of 1988) assume 5,500 more inmates by 1993 than the
spring projections. Based on the latest population projection, completion
.of currently planned and authorized construction would result in average
prison/camp overcrowding of 134 percent in 1993, with overcrowding
exceeding the guidelines in five of the seven be~ classifications.

The plan also assumes that the number of community-based beds will
increase from 1,970 to 6,370 by 1993. This assumption appears to be
optimistic, given that the number of these community beds increased by
only 670 (from 1,300 to 1,970) between 1982 and 1988. If the assumed
increase in available community-based beds is not realized, further
overcrowding of minimum security, women's prisons and camps would
result.

Bed Shortfall in FaciUtiesMaster .Plan. CDC's five-year master plan
is, divided between "Stage 1" and "Stage 2" projects." The Legislature
already has authorized construction of all Stage 1 projects and has
appropriated funds for various adVance planning activities for all Stage 2
projects.' The Legislature, however, has not yet authorized the specific
Stage 2 projects. The nature 'of these projects will have major implications
for futUre capital ()utlay and' support expenditures. '

Under Stage 2, CDC prqposes to increase prison capacity by 9,800 beds,
consisting of: (1)4,500 minimum security (Levell) beds, (2) 2;900
reception center beds (the point of entry for th!3 system,. where new
inmates are evaluated and" assigned to prisons of appropriate security
levels), aIld, (3) 2,400 medical /psychia.tric.beds (no distinction is ,made in
the plan between medical and psychiatric beds). As noted above, this
plan is based on (1) a populationprojection that is now outdated and (2)
overcrowding levels for some inmate categories in excess of CDC's
guidelines. '



Bed Classification
Reception Centers, , ..
I (minimum security) ..
II ..
Women .
Medical/psychiatric , .

Totals ......•. ,., .............•....... , .
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Table 2 shows the numbers ofbeds (beyond those already authbrized)
that would have to be constructed by 1994, based on CDC's overcrowding
guidelines and more recent inmate pbpulation estimates. The middle
column of Table 2 shows, for instance, that based on CDC's fall 1988
population projection, the state would need to build 19,900 beds by 1994~

On the other hand, if the "steady population increase" scenario were
used, the state would need to build 27,800 beds, a difference of 7,900 beds.

Table 2
Additional Beds Needed to Meet
OvercrOWding GUidelines Under

Alternative Population Projections

Authorized Additional Beds Needed
Bed (Fall '88 (Steady population

Capacity pop. pro}.) increase scenario)
6,480 4,100 5,100

11,003 .. 9,500 13,500
15,507 2,200 4,000
4,442 1,000 1,600
1,535 3,100 3,600

·38,967 19,900 27,800

FUTURE COSTS

Future prison system costs consist of capital and operatihgcosts.
Approximately 95 percent of the state'sprison capital outlay expenditures
in this decade have been funded through either general obligation or
lease-purchase revenue bonds (both types of bonds are ultimately repaid
from the General Fund). About 95percent of CDC's annual operating
costs are met through the General Fund. In this section.we review the
costs the Legislature will face in the coming years as a result of its
construction program-past and proposed.

Capital Costs

According to the CDC's current master plan, the Legislature willrieed
toappropriate ~pproximately$lbillionover the next five years: $900
million to carry out Stage 2 projects and construCt the Imperial County
prison (authorized asa Stage 1 project), and $116 million. to renovate
/ modify older prison facilities. .. . .

These costs, however,are much higher if CDC overcrowding guide
lines are met, and alternative population estimates are used. For instance,
we estimate a capital outlay cost of approximately $1.6 billion under
CDC's most recent population estimllte, and a cost of about $2.0 billion
under an assumption of steady population growth.

General Obligation Bonds. Of the funds appropriated in the 1980s for
prison construction, about 60 percent has come from general obligation
bonds. This financing source is the least expensiVe form of debt financing
available to the state. If the $1.6 billion of capital outlay expenditures
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required under CDCs latest population estimate were funded by general
obligation bonds sold at an interest rate of 7.5 percent, the principal and
interest payments would cost the General Fund about $2.9 billion over
the next 20 years. This would be equivalent to approximately $2.0 billion
in 1989 dollars (which adjusts for the effect of anticipated inflation on
payments made in the future).

Lease-Purchase Revenue Bonds. Over one-third of the funds appro
priated in this decade for new prison construction have come from
lease-purchase "revenue" bonds. These bonds, .which do not require
voter approval, entail higher financing costs than general obligation
bonds. In the context of prison facilities, the term "revenue" is a
misnomer. This is because prison facilities do not generate any revenues
that can be used to repay the bonds. Revenue bonds for prisons are repaid
from the General Fund. For example, the Governor's 1989-90 Budget
includes $55.3 million from the General Fund for payments on existing
prisol1. revenue bonds.

Ifthe $1.6 billion program needed under CDC's overcrowdingguidelines
and latest population estimate were funded entirely by lease-purchase
revenue bonds, we estimate the principal, interest and other Jinancial
payments would cost the General Fund approximately $3.1 billion over
the next 2(} years (or $2.2 billion in 1989 dollars).

Thus, we estimate the state would pay a premium of about $175 million
in 1989 dollars from the General.Fund by using lease-purchase revenue
rather than general obligation bonds.

Operating Costs

Since 1980-81, CDC's annual support budget has quadrupled, from $400
million to $1.6 billion in 1988-89. Table 3 provides an indication of what
two population projections mean for future General Fund costs. to
operate/maintain an expanded prison system. The cost projections are
based on the 1988-89 estimated per inmate operating cost ($19,355),
adjusted for an assumed. 5 percent annual inflation rate. (We also have
made allowances for different per capita costs experienced in. the
department's parole and community bed programs.) Under CDC's
current population projection, the department's annual support budget
would increase from $1.6 billion in 1988-89 to $3.1 billion in 1994-95. If,
however, inmate populations continue to increase each year as they have
during the last three years, the annual cost would rise to $3.4 billion in
1994-95. This increase in operating costs (between 93 percent and 112
percent) over the next six years far exceeds the increase of roughly 50
percent that we expect in the state appropriations limit during the same
period. Growth of this magnitude in the CDC support budget. must
therefore come increasingly at the expense of other state programs
subject to the appropriations limit.



1988-89 cost ", ", i ' ..

1994-95 costs based on CDC's fall 1988 population projection' .
Based on steady population increase scenario •.b •••• : •••••••••••

Table 3
Annual CDC Support Costs

Based ,on Alternative Popula~ionProjections

Support
Costs

(billions)
$1.6
3.1
3.4
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Percent 01
General Fund

Budget
4.2%
5.7
6.3

• Based on 1988-89 inmate costs lldjusted by 5 percent per year for,projected infiation. Assumes per
inmate costs will not increase as degree of prison overcrowding declines. '

b Assumes population increases by 8;300 inmates per year, which was the average annUal increase
experienced during the last three years.

The above projections 'probably understate the eventual costs because
we have not adjusted per capita costs to account for increases that shoUld
be expected as more prisonshecome operational and overcrowding ratios
decline relative to current overcrowding ratios. Asa prison becomes less
overcrowded, per inmate costs increase because the fixed costs of
operating the prison are spread among fewer inmates. The higheriper
inmate cost related to these factors should be available to the Legislature
so that cost implications of the various options in meeting prison' needs
are known. Data' on these factors, however, are not currently available.

The Special <:aseof Medical and Psychiatric Beds

CDC's facilities plan calls for the addition of 2,400 medical/psychiatric
beds at an estimated cost of $240 million. The plan does not indicate how
many medical and psyclliatric facilities, should be built or ,where they
should be built. The plan also does not indicate how CDC determined its
needs for medical/psychiatric beds. At the time this analysis was written,
CDC staff were unable to provide data substantiating the basis for this
estimate. Clearly, a rapidly'" expanding inmate population requires an
increase in medical/psychiatric services. Whether ornot this requires
more psychiatric and acute care medical beds located, in correctional
facilities depends, however, on the exte.nt to which CDC (1) uses existing
prison system medical/psychiatric beds and (2) contracts for medi.
cal/psychiatric services at outside hospitals.

In the Supplemental Reporlof the 1987 Budget Act the Legislature
directed, CDC to ,develop and, submit (1) a' definitive systemwide plan
addressing CDC's shorHemi and long-range plans for providing health
care services to inmates arid (2) areport ouits use ofconfractedand
in-house medical services. The language specified that CDC submit the
systemwide plan t()the Legislature by October 1, 1987and·subIliit the
report On contracted arid ih-houseservices by November 1, 1987. CDC
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submitted the report on contracted and in-house services on April 27,
1988. To date CDC hasnotsubmittedtherequested systemwide plan.

.Contracted and In-House Services. The Legislatute requested that the
report on contracted and in-house services include "a review of the
criteria and guidelines used to determine whether medical services will
be provided in-house or on a contractual basis." Thy CDC's reportlists
current guidelines for determiIling'whetherI>,~qentswill be treated
in-house or outside the institution. These guidelines state that patients
will be treated outside the instit~tionwllenneedyd "speCialized" equip
ment, diagnostic procedures.. or physician services are not available
in-house. This, however, does not help the Legislature address the main
issue in planning for· medical!psychiatric. facilities: Which services should
CDG provide in-house?

Systemwide Plan. The Legislature needs the .plan it requested in 1987
to assure that the stateis effectively addressing inmate medical needs.and
doing so in a cost~effectivemanner.Tobe useful, the plan musb--'-at a
minimum-c-Clearly assesS current and projected needs, distinguishing
between .acute care and psychiatric needs, emergency and elective
surgery needs, and the growing problem of AIDS. The plan should
include cost-benefit analyses to address the issue of which services should
be provided in-house and on a contracted basis. In evaluating where
facilities should be built," the'" plan >also .needs to address fully the
availability ofmedical. specialists. to·work within' the specific correctional
facilities .•

OPTIONS TO MltilMIZE THE.(:OST OF THE. ST~T~'S PRISONSYS'I'EM

We recommendthat the Legislatureconsidl!'Foll available options to
minimize capital and support costs of the prison system before
appropriating funds for additiopal fac,ilityconstruction.

As described above, the prison systeIIlWilI continue to place heavy
fiscal demandS on· thestafe.At the same time the Legislature responds to
these demands, it is relisonableto 'examine ways tomintmize the
pt()jected costs of building and .operating prisons. We haveereviewed
several options to control spending that can be grouped intbthree
categories:.. (1) methodS of .reducing the. rate of .. growth of inmate
populations, (2) measures to reduceper capita cost.s ofconstructing and
operatiIlg ~llcilities, and (3) steps to improve the process ofrevie'Ying
Cr:>G caI?ital Qutlay plans and. projects, inCluding an option to reguce the
cQstof financiI).g cap~tal outlay pioje~ts. '.

Several of tlleseoptions iI,lvoJvediffipultpolicy choices, in which the
CQst implication~ must be weighed against the i,nterests of public safety.
These options, however, could result' in major reductions in General
Fund costs for the prison system.
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Options to Reduce Inmate· Population

Three significant options fall under this category: (1) selective redu.c
tion of prison terms, (2) early release and (3) changes in parole
supervision.

Selectively Reduce Prison Terms. The siIIlplest way' to reduce the
ongoing cost of the state prison system is to reduce prison terms Jor
selected offenses, thus incarcerating inmates for shorter periods of time.
Forinstance, ifsentencing laws were modified tOl"educe the prison terms
of all newly admitted inmates by an average of 30 days per inmate, there
would be aneventual,ongoing reduction. in the inmate population of
roughly 1,600. The resulting savings wOllld be an estiIIlated:$80 million in
capital outlay expenditures (by not having to bUild as many new prison
beds) , and $37 million in annual operating costs by 1992-93. These savings
would increase inout~years as the reduced prison terms applied to a
larger prison' population.

Early/Release. Another option that has been used effectively in other
states to reduce the number of inmates in the·' prison system and limit
overcrowding is to release some inmates a short time prior to the end of
their terms. Such a program could, for example; allow CDC to release on
parole certain nonviolent inmates 30, 60, or 90 days in advance of their
scheduled parole dates. For instance, ifall property offenders admitted in
1986 were released an average of 30 days before their sentences were
completed, the state would reduce inmate-years by 720. As a result, the
state would save about $7.5 million in one-time operating costs. As this
option does not reduce the prison population on an ongoing basis, it
would not achieve savings in capital costs. Early release could be tied to
overcrowding levels and could be used under limited circurnstances
such as when the prison system reaches a certain level of overcrowding
or when the release is authorized by emergency proclamation of the
Governor or resolution by the Legislature.

Changes in Parole Supervision. The fastest-growing segment of the
inmate population consists of parolees who have been' returned to
cust:odyJor (1) offenses that probably would not have been prosecuted,
or (2) violating parole conditions in some way-such as failing urine tests
for marijuana usage or failing toreportto a parbleofficer as required. The
CDC could reduce the number of technical violators returned to custody
by modifying the conditions itiIIlposes on parolees or developing
additional resourcesJor supervising technical violators in the community,
rather than returning, them to the institutions.

For instance, if 10 percent fewer parolees were returned to custody for
technical violations of their parole, .the depaitment would eventually
achieve a reduction in inmate population of approximately 1,800. This
would resulfin capitiHsavings ofabout $120'million and savings in annual
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incarceration costs, by 1991-92, of about $40 m,illion. It is likely that the
operational savings would be offset to some extent by additional expen
ditures in parole supervision and programming that woUld be necessary
to achieve the 10 percent revocation reduction.

Options to Reduce Construction/Operating Costs

Inaddition to reducing the inmate population, there are at least four
significant ways the state can minimize construction and operating costs
of its prisons: (1) modify overcrowding levels, (2) meet· minimum
security bed needsbyexpanding the conservation camp system, (3).meet
additional minimum security bed needs by expanding housing at existing
prisons and (4) detet:ririne the optimum mix ofin-house andcontnicted
medical/ psychiatric "services.

Modifying Overcrowding Levels. Design bed capacity represents the
number of inmates a prison is designed to house under ideal conditions.
Design bed capacity. can be exceeded on a long-term basis, however,
through double-ceIling and multiple shift operations of educational/vo
cational programs and ,other activities. In, fact, GDC's plan is to over
crowd by as much as 130 percent of design capacity in maximum security
prisons and reception centers. .

As described in the "Background" section, CDC·· has established
overcrowding'guidelines for all of its bed classifications. The department
has not, however, provided"information identifying the implications of or
the bases for these overcrowding ratios.·The Legislature "needs the above
information because overcrowding at a greater intensity than outlined in
CDC's master plan could significantly reduce construction needs aswell
as the department's operating costs. On the other hand; overcrowding. at
any level raises questions concerning staff and inmate safety," humane
treatment, and availability of programs and services for the inmates.
These questions need to be"addres~ed regardless·of the amount of
overcrowding. To assist the Legi~lature in. evaluating overcrowding
levels, CDC needs to provid~ construction and operating cost informa
tion, and programmatic and security implications of various overcrowd
ing assumptions. With.this information, the Legislature (and CDC) can
choose amongoverGrowding alternatives, knowing whateach implies for
CDC's future capital and support costs.

Expanding the Conservation Camp System." CDC operates 39 camps
statewide,including 30 jointly operated with the Department of Forestry
and Fire Protection and five with the Los Angeles County Fire Depart
ment. Qualified Level I Aminim\lm security) inmates are selected and
trainedJor work,"in the. Camps, which are designed to accommodate from
80 to 160 inmates. (Level 1 inmates who do not qualifr for Gamp work
eSCape risks or those unable to engage in vigorous physical activity__are..

, . . ,.: . •...-. '--.<'. ,:.-. ',' "". '.
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housed in conventional millimum security prisons~) Camp inmates
provide firefighting services as well as conservation work, (such as tree
planting, :repairing levees and clearing logging debris from streams);

Camps are less costly to build arid operate than. conventional prisons,
due largely to less stringent security requireIIlents,CDC's master plan
indicates a per-bed construction cost of $35,000, for all types of Levell
beds, but does not show a cost for camps versus Level I beds in aprison
setting. According to CDC staff, the department does not haye reliable
estimates of the rela.tiveper capita costs to operate camps an.d Level I
prisons. The department's five-year plan also does not indicate what
portion of the proposed 4,500 Level I beds can or will bernet through the
camp program. The plan simply indicates that "the department is also
considering expansion of the camp program."CDC needs to provide this
information to the Legislature so that it can be considered along with
other factors ,in determining the extent to which Level I bed needs
should be met through camps. '

Expanding Level I Facilities at Existing Prisons. The state's maxi
mum and medium security prisons include· separate housing for some
minimum security (Level I) inmates. The Level I inmates perform a
variety of tasks thatare needed for the operation of the prisons arid which
take place outside the security perimeters established for other inIIlates.
Many existing prisons have sufficient land and infrastructure to accom
modate additional Level I housing. This approach has potentially signif
icant cost advantages compared to constructing new Level I prisons since
there would be no need to acquire land, install major new utilities and/or
build administrative. and support facilities.

Determining the Proper Mix of In-House and Contracted Medi
cal/Psychiatric Sei'vices;The cost of providing' inmates with adequate
medical, dental and psychiatric care is significant. CDG's ·1988-89 budget
for these services, including pro-rata facilities operations costs, exceeds
$200IIlillion, or almost $2,900 per inmate throughout the prison system.
The cost' of constructing new medical and psychiatric .beds is' also
significant, an estimated average cost of $100,000 per bed according to
CDC's five-year facilities ,plan.

In addition to infirmaries and clinics at each prison, CDC operates
three acute care hospitals aIld,in cooperation with theDepartment 6f
Mental Health, psychiatric care facilities at the California Medical FacilitY
in Vacaville.' CDC contracts with outside hospitals for specialized medical
services not available in CDC facilities.

To the extent CDC cohtracts for medical/psychiatric services, it can
reduce the need to constructnew medical/psychiatriC beds, for savings of
roughly $100,000 per bed. There als()niaybe'potelltial operating savings
from an increased use of contracted medical services. The" Legislature,



216

however, does not have the detailed data and cost 1:>enefit analy§e§ it
needs to evaluate these alternatives and to determin~ theoptimUIll mix
of contr~cted and in-llouse s~rvices. This, essentially, is, the information
the, Legislature requested in1987 and. still has not received.

Options tolrnproveReview/Firiancing
of'Capital"Outlay Plans and Project.

We xec(nnmend that the Legislature implement the options discussed
below, to improve the review/financing of 'capital outlay plans and
projects. '. ..

The Legislature can better assess and control future prison costs by
receiving 'more, meaningful and timely information on CDC's capital
outlay plan .and by reviewing' the plan and funding needs in the annual
budget process.

.Needed Improvements in Facilities Master Plan. CDC's ~urrent
Facilities Master Plan needs to be improved in many waysin order to
become a. usefttl guide for the Legislature (and the department): Such
improvements would include: . .

• Ass~ssing indetail needsfor medical and psychiatric' beds.
• Identnyingthe number, nature and1ocation off~cilitie~ proposed to

meet overall bed needs.
• Specifying a time frame for authorization, planning and construction

of facilities.
• Assessing projectslactions that would be needed in the event

underlying assumptions, such as projected population, changeover
time.

• Includitlg operating cost estimates for each type of facility, ancl
assessing how operatirlg costs wottld be affected by.different levels of
overcrowding.

• AssessiIlg th,e efficacy .of alternative courses ", of action,. including
alternatives "to incarceration and, options to minimize construction
costs.

To obtain the information the Legislature needs in making decisions
with significant long-T;ang~ policylfiscal impacts, and to assure that. the
most c()st effective financing option is available; we recommend that the
LegislahIre adopt supplemental report language, directing CDC to
incorporate the above improvements into its facilities master plan.

The submittal of such an improved plan will a.ssist the'Legislature in
assessing the needs,optionsandcostsof the prison system. Moreover,
throllgh careful. planning and timely submittalof information to the
Legislatur~,the mostc()st-effectivemethod of financing the capital needs
cottld .be. determined. .
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General Obligation Bonds More Cost-Effective Than Revenue Bonds.
So far, the state has relied almost exclusively on bonds to finance new
prison construction. Of approximately $3.billion in construction costs in
this decade, the state has used about $1.7 billion in general obligation
bonds, almost $1.2 billion in lease-purchase revenue bonds and about $100
million from the General Fund and the Special Account for Capital
Outlay. (SAFCO). The magnitude of prison capital outlay needs relative
to available resources (that is General Fund and tidelands oil revenue)
makes the choice of funding altetnatives, as a practical matter, between
general obligation bonds and lease-purchase revenue bonds.

As discussed in the"Future Costs"section, the state pays a "preIIrium"
(in the form of higher financing costs) to use revenue bonds instead of
general obligation bonds to finance prison construction. We estimate that
the state would pay added costs of approximately $175 million (1989
dollars) from the General Fund over the next 20 years if the estimated
cost for CDC's capital outlay needs were funded through lease-purchase
revenue bonds rather than general obligation bonds. Moreover, revenue
bond payments are subject to the appropriations limit and therefore lirhit
the Legislature's ability to fund competing needs. In view of this, the use
of these revenue bonds should be used only under the most urgent
circumstances. In most cases, such circumstances can be avoided through
proper and timely planning.

On several occasions, however,·CDC has placed the Legislature in the
untenable position of· either approving proposals for lease-purchase
revenue financing or having needed prison projects delayed. With proper
planning on CDC's part and timely submittal of the plans to the
Legislature, further use of lease-purchase revenue financing could be
avoided, with significant savings to the state.

Evaluation 0/ Prison Facility Needs Should Be Part 0/ the Budget
Process. In addition to a more useful five-year facilities master plan, the
Legislature also needs the opportunity to review CDC's master plan and
construction requests during the annual budget process in the context of
overall CDC and state funding needs. In recent years .CDC has not
presented its plans and funding requests for new prison construction in
the Budget Bill. Instead, it· has presented its funding requests for new
facilities in separate legislation, generally late in the legislative· session.
This places the Legislature in the untenable position of attempting to
meet the prison overcrowding problem without benefit of the context of
an overall approach to the state's prison needs and the opportunity to
evaluate the impact on other state programs. This process is neither
beneficial to the state .nor necessary. The process could be improved
substantially through proper planning on the department's part, and by
presenting capital outlay .plans and· funding requests in the annual

8--78860
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budget. Therefore; we recommend that the Legislature consider CDC's
facilities master plan and all capital outlay funding requests in the annual
budget process along with other statewide spending needs.

Blue Ribbon Commission May,Develop Additional Options

The Blue Ribbon Commission on Inmate Population Management,
established by Chapter 1255, Statutes of 1987, is composed of leaders of
the California criminal justice system, representatives of the judiciary and
law enforcement, and various other experts. It is charged with the
mission to review the state's system for dealing with prisoner and parolee
populations, and examine whether there ar~ viable alternatives, and
solutions to the problems of overcrowding and rising costs. The commis
sion's first 'report to the Governor and the, Legislature is due in
September 1989, with a final report due by the end of the year. In these
reports, the commission may recommend other options (in addition to
the ones discussed here) that would reduce the growth of the inmate
population or that would reduce the costs of housing inmates once they
are in prison.

CONCLUSION

Faced with an ever-increasing inmate population, the state for most of
this decade has attempted to build its way out of a prison overcrowding
situation. Following the appropriationof approximately $3 billion for new
prison construction, overcrowding today (158 percent of capacity) is
worse than it was when the construction program began (100 percent ,of
capacity). Evenif the Legislatrirespendsanother $1 billion, (per CDC's
current plan) over the next five years, overcrowding will be about 141
percent at the end of that period. Moreover, annual CDC support costs
have climbed from $400 million in 1980-81 to an estimated $1.6 billion in
1988-89. Under CDC's current population projections these costs will rise
to at least $3.1 billion by 1994-95. Thus,in 14 years, CDC's annual support
budget will have increased by $2.7 billion or almost eight-fold.

Under the current appropriations limit, the increased annual cost of the
state's prison system will necessitate significant.reductions in the share of
General Fund resources available for other state programs. This is
because the rate of increase in the cost of the prison system will
dramatically outpace both anticipated General Fun<i revenue growth and
inflationary increases for other state programs.

The Legislature has options for minimizing the projected costs of
building and operating/maintaining prisons. These options include-but
are not limited' to-selective reductions of prison, terms, early release
programs, changes in parole supervision, expansion of the conservation
camp system,addingminimum security housing at existing prisons and
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improving the legislative .review/financing process .. for capital outlay
plans and projects.

Many of the options considered in this review involve mmunum
security inmates, a category where trade-offs between significant cost
reductions and public safety considerations are most favorable.



220

Federal Immigration Reform: An Update

What Is the Status of the Expenditure of Funds Provided· under .the
Federal Immigration Reform and Control Act (IRCA)?

Summary

• More than 1.3 million persons have applied for legal status in
California under /RCA, a substantial increase over last year's
projection of 900,(}()().

• The budget year will be a critical one for thousands of newly
legalized persons seeking to meet the educational requirements of
/RCA.

• The administration has substantially revised its five-year expendi
ture plan for federal State Legalization Impact Assistance Grants
(SLIAG) due to revised estimates of (1) program utilization and (2)

federal funds available to the state.
• There have been very few claims for SLIA G funding in the current

year. Although the reasons for the lack of claims are not clear, the
administration believes that the newly legalized population may not
need the level ofhealth and welfare services originally projected and
that some may fear disqualification from legalization because of
federal rules regarding the use of public assistance by this popula
tion.

• The SLIA G expenditure plan offers a number of issues for consid
eration by the Legislature, including: the reliability of the program
cost estimates, the reliability of SLIA G as a funding source, the
problems of data collection, funding uncertainties at the federal
level, and the use of SLIAG to fund other services.

In 1986, Congress approved legislation amending federal law governing
legal and illegal immigration into the United States. This legislation,
known as the Immigration Reform and Control Act (!RCA), authorized
general amnesty for certain groups of illegal aliens already in the United
States, holding out eventual citizenship to these individuals. In addition,
the legislation created employer sanctions in hopes of discouraging future
illegal immigration.

The !RCA legislation included $4 billion in federal funds to pay for the
costs of certain state and federal services that would be available to legal
aliens, as well as the costs of registering, reviewing, and approving
individuals applying for legal alien status. These funds-known as State
Legalization Impact Assistance Grants (SLIAG)-are generally available
to the states from 1987-88 through 1991-92.
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In this section we review SLIAG expenditures in the current year and
the administration's revised allocation plan for SLIAG for 1989~90 through
1991-92. We discuss several issues related to SLIAG in more detail in our
individual department reviews included in the Analysis of the 1989-90
Budget Bill.

The Legf:ilizatio!'l Procells

The IRCA recognizes two new groups that may lawfully gain citizen
ship in the United States.

pre-82s. Undocumented aliens who have lived in this cdUlltry contin
uously since January 1982 may become legal residents if they applied to
the federal'Immigrationand Naturalization Service (INS) between May
1987 and May 1988 (the Governor's Budgetrefers to these individuals as
"pre-82s'~) ; After reviewing an application for legalization, the INS grants
eligible individuals temporary resident status. Each applicant then must
submit an application for permanent residency status within a one-year
period beginning with the 19th month after the person was granted
temporary· residency. "Collsequently, these newly legalized persons'must
submit applications for permanent residency status to the INS between
November 1988 and November 1990.

Special Agricultural Workers. The IRCA permits undocumented
iminigrants to apply for temporary resident status if they worked in U.S.
agriculture for a minimum of 90 days between May 1985 and May 1986.
These individuals are known as "special agricultural workers" (SAWs).
The deadline for SAWs to apply to the INS for temporary status was
November 30, 1988.

Number of Persons Seeking Legal Statlls Greater than Expected

Last year, the Departmen~()fFinance (DOF) estimated that 900,()()()
individuals would seek legalization in California.. Based on the latest
figures from the INS, the department now estimates that approximately
1.3 million individuals "have· applied for legal status. This inclu.des
approXiIhately 945,000 persons who were in the United States prior to
1982;aIld 370,000 SAWs. According to the DOF,newlylegalized persons
represent approximately 4.5 percent of the state'stdtal population. More
than halfofallapplicaIlts for legalization in the nation live in. California.

Budget Year Is Critical for Legalization Process. Newly legalized
persons must meet specified criteria in order to convert to permanent
residency. One of the most important criteria. is that each person must
shdw progress toward attaining minimum competency in English, his
tory, and civics, INS regulations indicate that individuals can meet these
requirements by either. passing a short INS exam or by attending
English-as-a"second~language (ESL) and civics classes for at leastAO
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instructional hours in an approved 60-hour course. These educational
requirements make the budget year a critical time period for providing
adult educational services in· order to ensure that all newly legalized
persons have the opportunity to convert to permanent residency status.

The Administration's Proposal for the Use of SLiAG Funds

As discussed above, the IRCA appropriates $4 billion to reimburse state
and local governments ·for the costs ·of health, welfare, and education
expenses incurred in assisting newly legalized persons. These monies,
minus the federal costs of Medi-Cal, Supplemental Security Income/State
Supplementary Program (SSI/SSP) , and food stamps that are provided to
eligible persons (known as the federal offset), will be allocated to states
based on a specified formula. .

Five-Year Expenditure Plan. Table 1 displays the amount of SLIAG
funds estimated to be available to· California and the expenditures of
these funds from 1987-88 through 1991-92 as proposed in the Governor's
Budget. These estimates were compiled by the Health and Welfare
Agency (HWA), which has been designated the lead agency for IRCA
implementation. Of the total funds available to. the states (after adjusting
for the federal offset), the agency estimates that approximately 58
percent will be allocated to California, for a total of $1.8 billion over the
four-year period. This amount is $64 million higher than the amount
estimated last year, based on the state's latest application for funding to
the federal government.

Although the IRCA allocates funds to states over Rfour-year perlod, the
Governor's Budget proposes to spend these funds over a five"year period,
from 1987-88 through 1991-92. Fede!al regulations allow states to carry
over SLIAG funds from year to year. Consequently, by carrying surpluses
over each year, the budget proposes to make sillIicient funds available to
supportprogram costs in the fifth year, 1991~92.

Substantially. Revised Expenditure Plan. The five-year expenditure
plan shown in Table 1 has been substantially revised from the plan
presented to the Legislature last year as well as the plan ultimately
included in the 1988 Budget Act. According to theHWA,therevisions
have resulted because ofrevised estimates of program utilization in the
prior and current fiscal years and because of the revised estimate of the
total funds that will be available to the state.

In conjunction with the revised five"year expenditure plan, the Direc~

tor of Finance notified the Legislature on January 19, 1989 of his intent to
substantially revise the. expenditure plan for the current year from the
one approved by the Legislature in Control Section 23.50·of. the. 1988
Budget. Act. The control section provides limited authority to the
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Table 1
Federal SUAG Funds

Availability and Proposed Expenditures
1987-88 through 1991-92
(dollars in millions) a

State Fiscal Year
1987-88 1988-89 1989-90 1990-91 1991-92 Total

Funds available
Federal allocation to California b.•.•.. $427.8 $423.2 $416.5 $425.8 $106.1 $1,799.4
Carryover from previous year ........ 286.0 393.4 257.6 284.3 ~

Totals, funds available............... $427.8 $709.2 $809.9 $683.4 $390.4 $1,799.4
Proposed expenditures

Public assistance
Health:

Medically Indigent Services
program ......... ; ............ $68.4 $130.6 $238.9 $238.9 $238.9 $915.6

Medi·Cal ........................ 6.3 22.6 46.6 56.9 61.7 194.0
Primary care clinics ............ 10.0 11.6 23.1 23.1 23.1 91.0
County medical services........ 4.9 18.0 18.0 18.0 58.8
California Children's Services .. 0.6 1.6 2.5 2.5 2.5 9.6
Subtotals, healili ................ ($85.3) ($171.2) ($329.0) ($339.4) ($344.1) ($1,269.0)

Mental health ..................... $3.0 $3.0 $3.0 $3.0 $12.0
Welfare:

General assistance .............. 0.1 1.1 4.7 5.7 5.7 17.3
Foster care ...................... 2.6 2.7 2.3 2.1 9.6
AFDC-FG&U ................... 0.1 0.5 2.1 5.1 5.2 13.0
SSI/SSP............... ; .......... 0.1 1.5 2.9 3.7 3.1 11.4
Food stamps .................... 0.1 0.5 0.7 0.7 0.7 2.7
IHSS............................. 0.1 0.2 0.2 0.2 0.7
Subtotals, welfare ............... ($0.4) ($6.2) ($13.2) ($17.7) ($17.0) ($54.6)

Housing............................ $2.5 $4.0 $4.0 $4.0 $14.6
Administration, public assistance. 0.2 5.6 5.0 3.8 3.8 18.4

Totals, public assistance ........ $85.9 $188.5 $354.3 $367.9 $371.9 $1,368.6
Education ...........................

Adult education ................... $30.0 $100.0 $180.0 $20,0 $10.0 $340.0
K-12 supplemental ................ 4.2 2.8 1.4 8.4
Administration, education ........ 0.1 1.8 2.3 1.0 0.5 5.7

Totals, education................ $34.3 $104.6 $183.7 $21.0 $10.5 $354.1
Public health

Health:
T8/leprosy control ............. $5.0 $8.1 $0.6 $0.5 $0.3 $14.5
IRCA subvention ............... 8.6 3.5 6.6 3.4 2.2 24.3
Sexually transmitted diseases... 4.0 1.7 1.0 0.5 7.2
Laboratory support ............. 0.3 0.3
Immunizations .................. 0.6 0.5 0.2 0.1 0.1 1.5
Perinatal services ............... 1.3 2.8 1.1 1.2 1.2 7.6
Family planning ................ 1.0 3.2 1.6 1.7 1.7 9.2
Child health and disability pre-

vention........................ 0.7 0.7
Adolescent family life .......... 0.2 0.5 1.0 1.1 1.1 3.9

Administration, public health..... 0.3 2.1 2.1 1.7 1.4 7.5
Totals, public health ............ $21.6 $22.7 $14.3 $10.2 $8.0 $76.7

Grand totals, proposed expenditures.. $141.9 $315.8 $552.3 $399.1 $390.4 $1,799.4
Carryover to subsequent year......... 286.0 393.4 257.6 284.3

a Source: 1989-90 Governor's Budget. Details may not add to to"tals due to rounding.
b Based on estimates by the Health and Welfare Agency.
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Director to move funds between the items scheduled in the section after
notifying the Legislature of his intenttodo so. Table 2 shows the revised
expenditure plans for the current yefil" compared to the 1988 Budget Act
and for the budget year compared to the original expenditure plan
included in the 1988-89 Governor's Budget. As the table shows, the
administration proposes to reduce the amount of SLIAG funds allocated
to welfare programs by 90 percent and substantially increase the amounts
for medically indigent services and education programs.

Few Claims in the Current Year. As indicated above, th~primary

reasons the administration proposes to revise the SLIAGexpenditure
plan is to reflect its revised estimates of program utilization. In fact, at the
time this analysis was prepared, many programs had not spent any of
their SLIAG funds. Specifically:

• Health. The Department of Health Services advises that it is still
processing claims for 1987-88 and has processed no claims for the
current year in the county medical services and medically indigent
services programs and less than $100,000 in claims in the Medi-Cal
program. The department expects to begin processing 1988-89 claims
for county health services beginning in March 1989. In addition, the
Department of Mental Health has yet to process any claims in the
current year.

• Welfare. The Department of Social Services advises thatit has
received no claims for SLIAG funds for welfare programs in the
current year, including General Assistance, Aid to Families with
Dependent Children, and SSl/SSP.

• Housing. The Department of Housing and Community. Develop
ment (HCD) advises that it has not established a mechanism to
determine which program recipients are eligible for SLIAGreim
bursement.Consequently, the department has not processed any
claims.

The reasons for the lack of claims are.not clear. The HWA, however,
advises that there are probably two reasons for the lack oLhE:'lalth and
welfare claims. First, the agency believes that the newiy ·legalized
population is a working population (although often in low-paying jobs)
that can provide basic fbod, clothing, and shelter needs for.·thE:'lmselves
and their families. Second, the agency believes that many have a fear of
government assistance programs, heightened by the fear of disqualifica
tion from legalization on "public charge" grounds. This is beca.use under
mCA ifnewly legalized persons are found to have been a "public c:harge"
(that is, receiving welfare or health be:pefits during specified periods),
they may have difficulty qualifying for permanent residency. This fear
may keep many newly legalized persons from seeking assistance through
these programs. ..



• Details may not add to totals due tq rounding.
bNot a meaningful figure. ..
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Education Claims. As of December 31,1988, the State Department of
Education had spent approximately $34 million, or about 43 percent, of its
current-year appropriation of $80 million for adult education. As Table 2
shows, the administration proposes to allocate an additional $20 million
for adult education in the current year in anticipation of additional claims
being processed during the year. The HWA indicates that newly legalized
persons appear to be seeking adult education services in advance of when
they have to apply to INS for permanent residency status and appear to
be staying in ESL and civics classes beyond the minimum number of
instructional hours that INS requires.

Issues for Legislative Consideration

Our analysis indicates that the administration's proposed expenditure
plan for SLIAG presents the Legislature with a number of questions and
issues to consider. Specifically:

Questionable Estimates. Many of the estimates used to develop the
five-year plan are questionable. Given the lack of actual claims in the
current year and the very limited data available, many of the estimates
are little more than educated guesses.

SLIAG Is a Temporary Funding Source. Much of what is proposed in
the expenditure plan will fund existing, rather than new, programs and
services. That is, SLIAG funds are proposed to replace existing General
Fund expenditures. This has a serious drawback. When SLIAG funds are
exhausted in 1991-92, the General Fund monies that they replaced will
likely have been committed to other uses.

Uncertainty at the Federal Level. President Reagan's budget for
federal fiscal year 1990 proposed a 30 percent reduction in SLIAG
funding. According to the HWA, ifsuch a reduction is enacted (which
would require Congress to rescind its prior appropriation), California
could lose $174 million in its estimated remaining SLIAG funding.

Data Collection. The SLIAG expenditure plan in the-· Governor's
Budget has changed substantially from the plan submitted to the
Legislature last year. In large measure, this is because so little data were
available last year with which to estimate program costs. Given the lack
of claims in the current year, we believe the estimating problem is likely
to persist in the budget year. This is partially due to the difficulty in (1)
determining what services newly legalized persons need from state and
local governments and (2) identifying which costs are eligible for SLIAG
funding.

Other Services Could Be Funded with SLIAG Funds. Although the
budget proposes to support many different programs with SLIAG·funds,
our analysis indicates that the Legislature could elect to support IRCA
related costs incurred in other programs. These programs include various
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environmental health programs in the Depa.rtmentof Health Services
and substance abuse programs in the Department of Alcohol and Drug
Programs.

We discuss a number of these issues in our Analysis of the 1989-90
Budget Bill. Specifically, in the analysis of the Department of Health
Services (Item 4260), we review the policy issues regarding the Gover
nor's proposal to substantially increase SLIAG funding for the Medically
Indigent Services program. We also address questions regarding . the
estimates for the perinatal, adolescent family life, and California Chil
dren's Services programs, and we discuss a. court injunction that limits the
department's ability to claim SLIAG funds for some Medi-Cal services. In
the analysis of the State Department of Education (Item 6110), we
address policy questions regarding the administration's proposals to
target SLIAG funding to critical educational services.
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State Child Care Services

What Options Are Available to the Legislature for Better Targeting
Existing Child Care Funds to Those Most in Need?

Summary

• Currently, 13 state agencies administer 49 child care programs
, !unded.atapproximately· $747 million-$614 million from· the Gen

eral Fund and $133millionfromfedi3ralfunds. In addition, federal
agencies administer four programsfunded'at an estimated $623
million in 1988-89.

• The two programs which providealrnost three-fourths of state
funding for child care. are: (1) the subsidized Child Development
program administered by the State Department of Education and
(2) the child care tax credit program administered by the Franchise
Tax Board.

• The Legislature has three major options for modifying child care
programs in order to expand the number of low-income children
served: (1) modify existing staff to children ratios (which we
recommend enactment of legislation to achieve); (2) change the ,mix
of programs currently provided; and (3) raise family fee levels.

• The current child care tax credit provides benefits primarily to
middle- and high-income families. The Legislature has three pri
mary optionsfor modifying the credit to better target state child care
resources: (1) phase out or reduce the credit for families with higher
incomes; (2) make the credit refundable; or (3) repeal the credit.

The Legislature faces important decisions regarding how to target
available child care funds to those most in need of affordable care. For
instance, with regard to the two existing state programs that provide the
majority of funding for child care and related services:

• Should the state-subsidized child development programs adminis
tered by the State Department of Education (SDE) be modified as
the Legislature considers whether or not to extend the programs
beyond their scheduled June 30, 1989 sunset date?

• How can the state child care tax credit administered by the
Franchise Tax Board (FTB) be modified to better target subsidies to
those most in need of this assistance?

In addition, to the extent that the federal government enacts one or
more of the child care programs that are currently being considered in
Congress (including those that provide services directly and those that
provide tax credits), the Legislature may also need to address issues
related to these programs' implementation.
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To assist the Legislature in determining how to target existing state
resources to those most in need of child care, this analysis first provides
background information on the ·cost and. affordability of child care 'in
California. We then discuss existing state andJederal child care programs.
Finally, we examine options. available to the Legislature for better
targeting state funds to those most in need ofaffordable child care.

What Typ';sof Child Care Are Available in the State:?

There is a wide diversity ofchild care programs available in Califol'nia,
both in terms of the services provided and in the role the state plays in
monitoring and funding t4em. There,. are part-day andJull-day programs,
summer and year-round programs,andprograms targeted to specific
groups (such as the disabled, children of teenage parents, and abused and
neglected children). Some programs receive state or federal funds (we
identify these programs ina, subsequent section) and some do not.

Generally, all child care programs are required to be licensec:i by the
Department of Social Services (DSS) , except for the following wllich are
specifically exempted: (1) programs where'child care providets cate only
for their c.Qildren and the children of one other family in the provider's
home, (2) care provided to children in their own homes, (3) programs,
such as aftercschool recreational programs, in which .acgvities are. pro
vided only on a drop-in basis, and (4) programs operated by school
districts in which all staff employed are regular district elIlplo~eesandall
children served· are students enrolled in the district. In.addition to the
licensed and license-exempt providers, there .are an unknown-but
presumably large-number. 9f .unlicensed child care arrangements.

'All the programs vary considerably in cost, though the greatest
variation probably occurs in license-exempt care. For example,some
license-exempt care, such as care by relatives,maybe,provided free.
Other types, such as care far one family's children in their own home,
may be more expensive than many other Jormsof child care.

There is almost no information available on the cost of nonlicensed
(that is, license-exempt and unlicensed) child care; thus, our analysis in
the next sectiondeals only with licensed child care. This is not to. imply
that parents only use licensed care. Clearly, this is notthe.case. In fact,
many child care experts estimate that the number ofchildren enrolled in
nonHcensed . programs may equal or exceed the number of children
enrolled in >licensed programs.

Is Child. Care. Affordable?

There is evidence to support a common .'. perception about child
care-thatmany families in which both parents (or the single parent)
work cannot afford to purchase child care at private market rates. Child
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care policy· experts estimate. that families can usually· afford to pay
approximately 10 percent of their incomes for child care services. Table
1 shows the percentage of family income (at various income levels)
needed in 1986-87 to purchase licensed child care (at the state's median
market rate) in centers or family day care homes for one child. (Child
care centers are generally licensed to care for more than 12 children and
are usually operated at sites other than families' primary residences.
Family day care homes are generally licensed to care for up to either six
or 12 children and are usually operated in families' primary residences. )

Table 1
Portion of Family h1come Needed to Pay

Average Child Care Costs
1986-87

Family Income: Selected
Percentages ofState

Annual Median Income~2(}{)

Type ofChild Core Costs' 50.0% 84.0% 100.0% 120.0% 180.0%
Infant Care:

Child ClU'e Center ... '" .......... $4,194 25.3% 15.0% 12.6% 10.5% 7.0%
Family Day Care................ , . 3,298 19.9 11.8 9.9 8.3 5.5

PreschoolCare:
Child Care Center ........ :.. ;.... 3,130 18.9 11.2 9.4 7.9 5.2
Family Day Care.................. 3,149 19.0 11.3 9.5 7.9 5.3

• The annual costs are the median rates charged statewide by child care providers (simpie average of ail
providers, not weighted by the numberof·children served). The costs include both subsidized and
nonsubsidized funding rates.

Source: California Child Care Resource and Referral Network, California Inventory of Child Core
Facilities, February 1987 with June 1988 update, San Francisco, California; The statewide median
income ($33,200 in 1986-87). was obtained from the Department of Finance.

Using 10 percent of income asa measure of affordability, the table
shows· that families earning the state median income-$33,200 in 1986
87---could afford to pay for licensed child care, unless they needed child
care for infants or for children with special needs (because care for these
children is often more expensive that other types of care), or they had
more than one child needing child ca~e.

The table also shows that families with incomes at 84 percentof the
state median-$27,888 in 1986-87-paid, on average, between 11 percent
and 15 percent of their incomes for licensed child care in that year, unless
they received subsidies. In general, the children from families with
incomes· below this level are eligible for subsidized child development
programs administered by the SDK Many of the children who are
eligible for the child development programs, however, are not served by
them. (We discuss the potential unmet demand for the programs in a
subsequent section.) While the child care arrangements for an unknown
number of the children from these low-income families may be subsi
dized through employers, nonprofit organizations, and local govern
ments, it is likely that many families in this income range either (1) pay
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the full cost of child care or. (2) obtain child care informally at less cost.

Families with incomes of 50 percent of the state median-$16,600 in
1986-87-paid between 19 percent to 25 percent of their incomes for
licensed care in that year-a proportion that generally made such care
unaffordable for this group, unless they received subsidies. While many of
these families were probably eligible to receive Aid to Families with
Dependent Children (AFDC), there are no data on the number of these
families that received child care through AFDC or the Greater Avenues
for Independence (GAIN) program. Among other things, GAIN provides
child care to AFDC recipients so that they may work or receive job
training.

The next section discusses programs in California that receive state
and/or federal funds to provide affordable child care to low-income
families, as well as other child care and related programs.

STATE CHILD CARE PROGRAMS

Our review indicates that 16 agencies (13 state agencies and three
federal agencies) administer 53 separate programs that provide child
care and related services in California. Chart 1 identifies these agencies
(and their acronyms, which are!1sed iriTable 2).

Chart 1

State and Federal Agencies·That Provide
Child Care and Related Services In California

Califomia Community Colleges CCC
Califomia Departmentaf Corrections CDC
Califomia State University CSU
Department of Developmental Services DDS
Department of Housing and
Community Development , HCD
Department of Motor Vehicles DMV
Department of Personnel Administration DPA
Department of Social Services DSS
Department of T~nsportation C8Itrans
Employment Development Department EDD
Franchise Tax Board FTB
State Department of Education SDE
State Water Resources
Control Board SWRCB

Intemal Revenue Service IRS
Department of Education DOE
Department of Housing and Urban
Development HUD
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Chart 2 shows the percentage of funds administered by state agencies
in the current year (total of $747 million) that are provided for the major
types of child care. As the chart indicates, 48.percent of.· these funds· is
used to suppqrt. child care for low-income families, 17 percent provides
support for child care expenses through tax benefit programs, 17 percent
is targeted to particular groups of children (such as those who are
disabled, abused and neglected, or the children of high school or college
students), and 18 percent. is used to support services related to child care
(such as capital outlay, state administration of child care programs, and
child care referral programs for parents.)

Chart 2

Child Care Funds Administered by State Agencies
By Type of Program
1988-89 .

Total funds administered
=$747 million

Programs for low
income children

Programs targeted to
specific children

Tax benefit
programs

Child care-related
programs

Table 2 lists all the state and federal child care programs operating in
California that we were able to iden~fy. The chart provides for each
program summary information on eligibility requirements, caseloads, and
current-year estimated costs. All the identified programs were funded at
a total of $1.4 billion in the current year. The General Fund financed
about $614 million (45 percent) of these expenditures and the federal·
government funded about $756 million (55 percent) ...
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The table displays separately the expenditures of thefed.eral govern
ment where the state plays no administrative or policy role. Generally;
the programs provide child care and related services through grants or
tax credits. While the Legislature cannot directly influence these pro
grams, it may wish to take these expenditures into account when making
decisions about the amount of state funds to proyi,de for child care
services. .

Due to lack of avail,able data, Table 2 excludes programs supported by
one-time fede:ral grants not allocated by state agencies, and programs
provided through local governments, school districts. private nonprofit
agencies and employers, unless theprograms are funded through the
state and fecleralfunds we identify. For example, m.anyschool districts
operate subsidized child care programs for school-age children:·· If a
district's program is funded through the SDE, it is includedin Table 2; if
it is funded through general district revenues, it is not included. .

Below we discuss in greater detail the two programs that provide the
majority of state funding for child care.

Child Develop",ent Programs ..

The SDE administers nine programs which provide direct child care
services· and nine programs (including two one-timeprogrllms) which
provide child care services indirectly. In 1988-89, the ongoing child
development programs are budgeted at $337.0milli6ri ($334.3 million
from the General Fund and $2.7 million from federal funds). The major
direct service programs serve families (includingAFDC recipients)
earning less than 84 percent of the state median income (adjusted for
family size) ;in which both parents or the single parent is in the labor
force. Other direct service programs are targeted at specific groups, such
as abused and· neglected c~ldren, migrant children, or the children of
teenage parents. The indirect service progr;lms primarily fund capital
outlay, child care referrals to parents, training for providers, and special
projects.

The directservice programs provided services, usually.on a sliding fee
scale, to approximately 110,000 children in 1985-86 (the last year for which
detailed enrollment data are available). Almost two-thirds of these
children were from families headed by single WoIllen. Most of the'
children served were aged 3 through 5 (61 percent), arid 98 percent were
under 11·yearsof age. AlIIlost all children (93 percent) were enrolled in
child care cent~rs, which are usually licensed to care for more than 12
children. .

Our reviewindicates that the 55,000 children from low-income working
families served in 1985-86· through SDE child developIllent programs
represent anywhere from 12 percent to 26 percent of the demand. for



Table 2

Programs!n California That Provide Child Care and Related ServlcesB

1988-89 (dollars In thousands)

~

In effect, increases AFDC benefits for
employed AFOC recipients with
specilled child care costs.

Requires participation by nonsubsldlzed
children.

16,111

35,5299 IPrograms operate part-day only.

33,315

2O,44i

$208,576

29,958

Funding shown here Is divided equally
among the 18 campuses (of 19) w~h
child care centers. Total licensed
capac~y in 1987-88 was 1,197 spaces.

10,64gi

$4,027

General child carll (SDE) Standard· 52,453 $208,576

Child care for GAIN9 participants Children of GAIN participants -' 25,931
(DSS)

State Preschool(SDE) low-Income, ages 3-5 21,241 35,5299

Attematlve Payment (SDE) Standarcf 5,881 33,315

Dependant Care Disregard (DSS) Errploy'ed AFOCh recipients; -' 9,794'
~rlmatllY female heads of
ouseholds ..

Extended.day (latchkey) care Standarcf, ages 5-14 I 14,953 I 16,111
(SDE)

Migrant child care (SDE) Standarcf, migrant children

I
2,330

I
7,326

Child care 'or employed GAIN Children of employed GAIN -' 1,776
participants/transItional child care participants
(DSS)

Child.care for JTPAi participants Children 0' parents receiving I -'(EDD) training through JTPA

2,140 I 9,466 .

1,766 IProvides 90 days 0' child care for GAIN
participants beginning the day they
become employed.

-' I -' Ilocal Service Delivery Areas can spend
up to 15 percent of their grants for child
care and other supportservices for
JTPA participants.

L · ·.· ·."'."' , ·.· · .J. : J I I I J



Child care centers (CCC) IPrimarllyc:hlldren 01 students I _, I _, I - I _, I An unknown amount 01 district lunds
support centers at 8601 the 106
=uses. Centers served 12,823
chi ren In 1987·88.

~ratlve~nCleS Resources IChildren 01 students on AFDCh• I _, I 700 I - I 700 lin 1988·89, 39 01 the 106 campuses
for ducation ARE) (CCC) Priorky: children under age 6. partIC~a1ed.About 50 percent 01 the

total ARE lunds support financial

I I I I
' assistance lor child care.

Campus children's centers (SDE) IStandarcf, primarily carrpus 3,n5 6,459 - 6,459
students

Caf11)us Child Care Tax Bailout ISpeclfled communky college
ISDE)· campus child care centers.

_,
4,191 4,191

:'I:~:~~!Mt\U~::::I\\:~::::tl~':~:~~~~:@:::I:::\::~:::~:~:~:::::::I:::::::::~:II\'\'Id:~::l:::::II~::~::::::::::::::::::::':I~'~:'~\'~I~::::!r;R~tlI:\I~:\:~:~:~:::~~:i~i,M~p:HIEII:::'::'~~~~:::::::ltr§llif]~jJ;MRmI
PROGRAMS FOR CHILDREN OF SCHooL·AGED PARENTS:

Children 01 school-aged parentsVocational education-Carl
Perkins lunds Tkle II, part A,
single-parent (SDE).

Schoo~AgeParenting and Inlant IParents enrolled In secondary
Development (SDE) school and their children

_I

1,300 $6,941

$8,000 $8,000

6,941

50 percent 01 program funds targeted to
10000·income areas.

~~:::\:::::!H!l~f~@:~~~~'@\I:::::::::::::I~:I::~:~~:l:\II:::::l~::::I'%ili;:III:::::::::::l;,:W:~:I:~::~:~I~:::~:::ili;::mlimj,:::::~:]:im::::::il;Mll:::::]:::::::Il:::i!;gwilii~IIIiHmm::::::
PROGRAMS FOR ABUSED AND NEGLECTED CHILDREN:

Protective Services (SDE) IAbused. neglected or exploked I 2,307 $1,069 - $1,069 These children aiso receive first priority
children lor enrollment in other SDE child

development programs.

Child Abuse Prevention Program IAbused, n~lected or at risk _I _I - _I An unknown number of counties choose
(Ch 1398182) lOSS) children an families regardless to provide child care as part 01 this

of Income program.

Out·Of·Home Respite Care (DSS) IAbused, neglected or at risk
_, _I - _I Resgite care Is an ailowable service In

children the hild Wellare Services program; an
unknown number 01 counties provide
such care.

:~~~:::~:::~P,:~Igt~~~:::~::::::::~:::::::::::::::::::::::::::::::::::::::::::::::::::::::::~~::::::::::::::::::::::::::::::::::::::::::::: :::~::~~:::::::::::::::::::I:::::~:~~~:::::]f,W!f::::::::::I~:::~::~~::::::::~~~!~~t:::::l~:::::::::::::::::::::::::::f:fI::::::::I::::::::::::::::!Miffi~l:::::::::
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5,800 children are eligible.

300

740

.1,300

$4,200Preschool and inlant development Iinlants 0-36 months (1) Identnied I _I I $4,200
(DDS) by rePclonal center as at risk or

deve opmentally disabled and (2)
r~~I~ir~~~'K receive services In

,Day care, recreation and other de- Reglonaicenter clients required I -' I 300
velopment programs (DDS) 19~~ieive such services In their

Respite (DDS) , Regional OE!nter clients required I -' I 1,300
19~~ieive such services in their

Severely Handicapped (SDE) IDisabled children In the San I 197 I 740
Francisco Bay area

Estimate based on percentage 01
children under age 14. 24,000 children
are eligible. .

Estimate based on percentage 01
children under age 14.24,000 children
are eligible.

An additional number 01 disabled
children are served in other SDE
administered child development
programs.

Special education InlanVpreschooi IHandicapped children ages 0-5 15,000 81,000 $13,000 94,000 Exc.ludes 'unds lor individual instruction
program (SDE) I and other designated services.

::~:::::@@t2tM~::::m::::::":H:i@::::"::::::::,':::'::'i::}n(\~,r~,::::)'/:}~':::i:::::::~\,':'~:/::::::::: ~ ::::~::~~: :~iM~?f:::::':: ::~::~::~~:~~::I.M?;¥M::r::::::::::::i~#BMi::::~:~:::':::~:@jM;%Rjt::}
PROGRAMS THAT GIVE PRIORITY TO CHILDREN OF STATE EMPLOYEES:

State EmPlo~ee Child Care Children 01 state employees I -' I $350
Program (0 A)

Child care center-Sacrainento Preschool agedchlldren; Prlorhy I 60 I 36
(FTB) given to chll ren 01 FTS

employees

State developmental centers Children 01 state employees and I 380 I _I
(SCDs) on-site child care (DDS) communhy members

Child care center-Sacramento Ages 2·6, open to state I 54 I 88
(DMV) employees and the public in the

Sacramento area. Priority: (1)
DMVemployees, (2) state
employees, and (3) the public.

$350 IProvides grants to state employee
groups to develop child care services.

36 I Funding covers the program's lixed
costs, such as rent.

-' IFive 01 the seven SDCs have child care
centers. SDCs may subsidize centers in
exchange lor priOrity or reduced-rate
child care, services.for SOC employees.

BB I The DMV center building is state-owned;
thus, nofundsare spent.onr",nl; Budget
includes a maintenance and rent
subsidy.



DOT TOT child day care center- IAges Inlant-5; open to Caltrans 60 0
_f - _f The beneltt to the state In terms 01

Sacramento (Caltrans) staffoand other state emplovees Increased em~loyee productivity Is
In the Sacramento area. Pnortty: conslderedw en determining the
(1) Caltrans; (2) state employees. center's rent.

Child care center-Sacramento IPriortty given to children 01 state 60 14 - 14 Center is located in a stllte building and
(SWRCB) employees pays renlto othe state at a subsidized

rate.

Child care center-Vacaville IPriortty given to children 01 CDC I _f _I - _f Center Is localedoal a correctional
(CDC) employees facility. Subsidized rent 01 $1 per year

charged. 00

~
-.,.1

Established byCh 1140/85 and Ch
1026/85 for portable facilities and loans.
One-time funds totalled $44 million.
Remaining amountwill beallocaled In
1988-89.

$79 I Provides child care while spouses vistt
oInmates. Funds will pay lor 23,808
service contacts (defined as one child
care meeting regardless 01 length) in
1988-89;

5101 1
0

Child care provided as an Incentive for
minority and white families to participate
In desegragation plans at targeted
schools.

5101

$79_f

360

SUbsidize# child care programsChild care capttal outlay (SDE)

Centerlorce Inmate Visttatlon Pro- IChildren of Inmates
gram (CDC) 0 0

PROGRAMS THAT PROVIDE OTHEoR CHILD CAIlE SERVICES:

:t:f~Wii.t('>'!A~~;:tttL::::,;,ff'))))))';:;;;;;::;:;:;:'\·?fff :ff:':::'::ff;';'ff;dfiLfiJ~t~r(:I::::::::ttmn~~~Ltlfffffff{Mf)lttL::l~MML





Community Development Block
Grant-Small Cities (HCD)

Child Care Food Program (SDE)

Low-Income families

Low-Income children In
preschool and child care
programs·

-'
-' 5,100

68

74,970

68

80,Q70

Can be used 'or operating expenses
and caph~1 outlay.

Provides subsidies for meals and
snacks.

1,104,411 1$613,681 I $756,349 1 $1,370,020

Tax credit 'or child and dependant ITax-filers claiming child care
care (IRS) expenses

Allows taxpayers to deduct a portion 01
their child care expenses from their
taxable income.

Part-day only.

Authorizes employees to place up to
$5,000 01 their pre-tax·income in a child
care expense fund.

Funds (probably less than $9 million)
are generally used lor capital outlay.-'

98,200

25,OOOQ

-'

98,200

25,OOOq

-'

34,000

-'

@@W.t//I:/:m//mmmfi#t/m::f::(~~~@mfi/lf:/1~~~~i@8rmm

Low-income families

Low-income, ages 3-5

Employees 01 participating
employers

Head Start (DOE)

Dependant care assistance pro
gram (IRS)

a This table does not provide an undur.licated count of services provided because such Informatioo Is not availabfe. The table most 6kely underestimates the total amount of state resources provided for child care services,
because data are generally not aval able on the extent to which s.tats agencies,lnstitutions of higher education, and achao! districts provldeln--kind resources (such as facility space and administrative services) for child care
programs. ~8 table also underestimates the-total. amount of resource& used to care lor tle children Identified because euch Infam~tion Is not avaUable. Specifically, most programs charge parent fees and sane programs may

brecelVe funding Irom other sources.
Agency acronyms were Identified previously in Chart 1•.The programs prcwlde direct child care services unless noted otherwise;.

~ Details,may not add to totals due 10 rounding.
ChUdren served must meet at least one standard eliglbDlty crllerlon and one'standard need criterion as fonows: Eligibility: (1) child Is actually or potentially abused. neglected, explolted,,~ homeless: (2) the fwRyreceives
public assistance; or (3) income is not greater than 84 percent of state median income, based on lamily size. Need: (1) parents are employed, seeking employment, or in training: (2) parents or child have a mediCal or

e psychiatric. spe~a1 need and need mild care; or (3) the mild is aclually or potentially abused, neglected, exploited or homeless.
f GAIN: Greater Avenues lor Independence.

Figures not available.
~,The State Preschool and Preschool Scholarship Incentive programs are not budgeted separately. Separate funding estimates are based on SOE information.

! ~~~~::1n~~~m~~~~thth~::=n~~:::~far8 relorm.
tJTPA: Job Training Parlner.hlp Acl .
I 'An Individual Development Plan (lOP) Is developed lor'sll regional center clients to determine their lndlv:fdual service needs.

The,state'expenditure is an estimate 01 the portion of the bud,getalor Los Angeles and San Diego programs whim Is reimbursed by the state.
mEstimaled number of children served assumes one chUd per. filer.
n Although the number 01 children served iscurrendy unknown, estimates wmbe contained in the OSS fottf:\coming repott, ·YearTwo Report on Effectiveness and Cost Elfectiv~ess of AB,1562.·
o The estimated number. of,children 15erved was reflected previously for th,e state tax credit; it is not Included here to avoid a known duplication. '
p Es~mate tor f~eral. tax credit revenue loss derived by multiplying the U,S. Congressional Joint Committee on Taxation estimate lor national revenue IOS6 ($4 bilUon). by 12.5 percent, an estimate of the proportion of the aedits

claImed by CalifornIans. .: . , ..' . ..... ,.,. '.. .... I l-O
q Estim~te lor lederal de~ndent ca~e revenue loss derived by multiplying the U.S. Congressional Committee on Taxation estimate for national revenue loss ($200 mUllan), by 12.5 percent. an estimate of the proportion of the (J,J

excluSIon which relates to Caillornia taxpayers. '.. . .. CO
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subsidized care. Thus, the potential unmet demand for subsidized care
for low-income working families in that year ranged from about 155,000
to 405,000 children. Our estimate assumes current subsidy rates and
eligibility standards and includes adjustments to reflect the fact that
marty families would use informal child care arrangements (such as care
by relatives) even if subsidized care were available. (The effect of these
adjustments may be to understate the· potential "unmet demand" for
these programs. We discuss this issue in greater detail in our report, The
Child Development Program: A Sunset Review, Report No. 89-5, February
1989) .

It is not possible to estimate total demand for subsidized child care,
because data are not available on the demand for child care for specific
groups, such as abused and neglected children and the children of high
school students.

Child Care Tax Credit

The Franchise Tax Board· (FTB) estimates that the tax credit for child
and dependent care expenses will result in General Fund revenue losses
of about $121 million in 1988~89. This tax credit allows taxpayers to claim
a tax credit for a portion of the "out-of-pocket" expenseslhey incur in
providing care for their children,. and for certain other dependents who
are disabled. The credit may only be claimed by persons who incur the
eligible expenses because they are working or looking for work. Child
care costs are eligible for the credit whether or not the child care
provider receiving payments is licensed. The credit is nonrefundable, and
unused credit amounts may not be carried forward into succeeding tax
years.

The allowable state credit amount. equals 30 percent of the taxpayer's
corresponding federal chilsl care credit. The current federal credit ranges
from 20 percent to 30 percent of qualifying expenses, depending on a
taxpayer's adjusted gross income· CAGI). The federal credit is equal to 30
percent of qualifying expenses fortaxpayers with AGIs of $10,000 or less.
The tredit amount is then·reduced by one percentage point for each
$2,000 of AGI income over $10,000, until it decreases to 20 percent for
taxpayers with AGIs greater than $28,000. The maximum amount of
qualifying expenses to which the federal credit may be·applied is $2,400
if one qualifying child is involved, and $4,800 if two or more children are
eligible.

Thus, the maximum federal credit ranges from $480 to $720 annually
for taxpayers with one eligiblechild, and from $960 to $1,440 for taxpayers
with two or more eligible· children. The corresponding. maximum state
credit is equal to 30 percent ofthese amounts, or $144 to $216 for one
child, and $288 to $432 for two or more children, However, California's
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tax rate structure is designed so that taxpayers with AGIs low enough to
generate the maximum credit amounts generally do not have a large
enough tax liability to realize the full benefit of the credit. As ,a result, the
effective maximum credit a taxpayer with one child can receive is
generally $166, while the effective maximum credit for taxpayers with
two or more children is generally $302.

As mentioned, the child care tax credit program provides tax relief to
individmlls who obtain child care services in order to be able to work or
look for jobs. By partially tying th~ amount of the credifto, the taxpayer's
AGI, both state and federal law attempt to provide greater tax relief to
100¥"income taxpayers. In addition to providing tax relief, the credit also
generally provides an incentive for increased labor force participation by
increasing the potential after-tax incomes of eligible taxpayers. At the
same time, the tax credit has a structural bias against married couples
with one earner, as the program provides no benefits to a parent who
elects to stay at home with his or her children.

In the next section, we discuss the Legislature's options for better
targeting funds provided through these two child care programs.

POLICY OPTIONS FOR THE LEGISLATURE

The Legislature has several options both for better targeting eXisting
state funds to those most in need of affordable child care and for
expanding child care programs to meet more demand. In general; these
options involve policy-rather than analytical-decisions about the state's
role in providing various types of child care. Thus, we have no analytical
basis for making recommendations on most of these issues. Rather, We
point out the potential trade-offs that exist within the various options.

In the discussion which follows, we limit olir review to areas in which
data are available to illustrate the possible trade-offs that would occur if
various policies were adopted. Specifically, we discuss the following
options for the SDE-administered Child Development 'program:

• Modify existing staff to children ratios;
• Change the mix of programs currently provided;, and
• Raise family fee'levels.

We also discuss the following options for the FTB-administered tax
credit program:

• Phase out or reduce the credit for families with higher incomes;
• Make the credit refundable; or
• Repeal the credit.

Generally, the options discussed below are not mutually exclusive.
Thus, the Legislature may consider adopting more than one of the
policies we review.
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Modify Existing Staff to Children Ratios for
Preschool-Aged Children in Child Development Programs

We recommend the enactment of legislation to phase in a change in
staff to child ratios for preschool-aged children served through subsi
dized child development programs from 1:8 to 1:10, on an enrollment
basis. A 1:10 ratio would maintain high-quality programs while still
providing a richer staff to child ratio than that required by the
Department ofSocial Services for nonsubsidized child care programs.
This change would result in annual savings ofup to $19 million, which
could be used to serve up to 4,300 additional children.

Most ,subsidized child development programs must maintain higher
adult to child ratios than nonsubsidized programs. For example, nonsub
sidizedprograms are required by DSS licensing standards to·· place one
adult in charge of no more than 12 preschoolers, for a 1:12 staff ratio. The
SDE, however, requires that subsidized programs meet a 1:8 staff ratio for
this age group.

Historically, subsidized programs have been required to meet higher
staff ratio requirements because they serve low-income children and
children with special needs, such as abused and neglected children. Based
on the results of the comprehensive National Day Care Study, however,
we find that current staff ratios for preschool children enrolled in
subsidized care could be liberalized, while stilLmaintaining high-quality
programs. The higher ratio would still be richer than the ratio required
by the DSS for nonsubsidized child careprograms. Further, the 1:10 ratio
would equal or be stricter than those used in 44 of the other 49 states.
(This i~sue is discussed in much greater detail in our recently issued
report, The Child Development Program: A Sunset Review.)

R~commendation. Accordingly, we· recommend the enactment of
legislation to change staff ratios for children aged 3 to 5 from 1:8 to 1:10,
on an enrollment basis. We further recommend that (1) the staff ratio
change be phased in, to allow child care providers to adjust to the
changes through norml:\l staff attrition or reassignment and (2) the SDE
be required to capture the sayings resulting from implementation of the
new staff ratios. We estimate that full implementation of thisrecommen
dation would result in General Fund savings of up to $19 million annually,
which could be used to serve up to 4,300 additional children.

Target Savings to Specific Areas. Historically, the Legislature has
almost always acted to use savings in subsidized child care programs to
provide additional child care serviCes (iather than have the monies
revert to the General Fund). In addition, the Legislature most recently
has required certain child care funds to be distributed to each of the
state's counties based on need. To tbe extent the Legislature .wishes to
maintain these practices, we recommend that it give priorityto allocating



243

the savings (of up to $19 million annually from the General Fund)
available through modification of existing staff ratios for subsidized child
care programs to counties that are relatively underserved by child
development ,funds.

Change the Mix of Child Development Programs Currently Provided

Another option for the Legislature is to change the relative funding
amounts provided to two exisgng child development programs adminis
tered by the SDE. These programs-the Alternative Payment (AP)
program and the General Child Care program-serve primarily the
children of low-income parents who are working or receiving, job
training. The'programs are somewhat different in structure, cost, and
program content.

In the current year, the AP program is budgeted $33.3 million and the
General Child Care program"is budgeted $208.6 million. In 1985-86, the
AP program provided services to approximately8,500 children andthe
General Child Care program served approximately 52,000 children.

The Alternative Payment Program. The AP program allows each
parent to choose the type of child care to be provided, as long as it is
either licensed or license-exempt. The program then reimburses the
child care program selected by the parent.• (Thus, it is often referred to
as a "vendor-voucher" program.) The local AP agencies determine each
child's eligibility, refer the parents to available child care spaces, and
provide social services to parents and children as needed. An existing
supply of licensed and/or license-exempt child care is necessary in order
for an APprogram to be effective, since the program does not create new
child care spaces directly. '

In 1987-88, it cost approximately $4,000 to serve one child' for a year in
the AP program. Of this amount, approximatelY'$I,ooo (or 25 percent)
went to AP agencies, and about $3,000 (or 75 percent) went directly to
child care providers;

The child care providers reimbursed through the AP program that are
notlicense-exempt must have staff to childrentatios of at least 1:12. While
this is the" minimum staff ratio that providers' must meet, there are no
data available on the average standards met by providers.

The General Child Care Program. The General Child Care program
provides services to children directly, primarily in child care centers
(which are generally licensed for more than 12 children). Typically, the
SDE contra~ts with. each center to provide child care for a specified
number of children.

The centers funded through the program are required to meet the
SDE's standards. Thus, for preschool-aged children, the centers must
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have staffto children ratios of at least l:8and must use teachers that have
completed roughly a· two-year college degree course in Early Childhood
Education. Finally, the centers are subject to the SDE'g periodic quality
review process, which assesses the extent to which they' provide devel-
opmentally appropriaty and high-quality care to children. ,

In 1987-88, it cost approximately $4,850 to serve one child' for a year in
the General Child Care program. Ofthis amount, about $250 to $750 (5
percent to 15 percent) was'used to pay for administrative costs and the
remainder-$4,I00to$4,600(85 percent to 95 perceIlt)-was used to
provide direct child care services.

Conclusion. Currently, the AP program is less costly (byabollt.$850
per year for each child served) than the General Child Care program.
There are no data comparing. the average quality levels of each type' of
program.

Given existing cost differences between the programs, approximately
440 additional children90uld be served eachyear for every$lOmillibn
that was shifted from General Child Care to the APprogram. (If the
Legislature first adopted our previous recommendation to modify staff to
children ratios for children aged 3 through 5 and then shifted monies to
the APprogram, the number of additional preschool-aged children that
.would be served would be lower-about 190. This is because about Half of
the current price difference between General Child .Careand the AP
program. for this age group is attributable to the costs of maintaining
different staff ratios.)

Based on'our discussions with the SDE, we find that there are many
areas of the state where either the AP program or the General Child Care
program could operate effectively. In some instances, however, One
program or the other may better meettheneeds of particular areas. For
example, the APprogram may be particularly suited to some ruralareas,
where the number of children eligible for subsidized care might be too
low to support the General Child Care program, which generally
provides funding for several childrenin onec\lild care cent~r. On the
other hand, the General Child Care program may l:>e m0r.e appropriatein
areas where it is sometimes difficult for.AP.. programs to operate..,-that is,
in some urban low-income areas that do n~t have muche~stinglicensed
or license-exempt child care. ".

Raise Family Fee Levels for Child Development Programs

Currently, most families served through the Child'Development
program are required to pay fees on a sliding fee schedule. The SDE
indicates that approximately $10 million in fees are colleCted each year.
Many families pay no fees, usually because (1) their incomes are below' 50
percent of the state median income ..(the income level at which families
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begin to pay fees), or (2) their children are enrolled in programs that do
not charge any fees (such as the State Preschool program). The SDE
requires that family fees be used primarily to provide additional children
with subsidized child care services. .

There are several options for raising family fees that the Legislature
may wish to consider· (each $1 million raised could be used to serve up to
230l:ldditiortal children):

• Increase fees for all familiesb.y so.me flatamoun~ such as 10
percent or 15 percent. Each 10 percent general fee increase would
yield approximately $1 million annually in additional revenues.

• Raise fees for/amilies that earn higher incomes, such as those who
earn at least 70 percent .or 80 percent of the statewide median
in.come.Unfortunately, the SDE does not collect information that is
detailed enough to determine the amount that would be raised by
selectively increasing fees.

• Charge a minimum fee for each child. Currently, families that earn
less than 50 percent of the statewide median income ($12,599 for a
family of three in the current year) arenot charged· any fees. The
SDE estimates that there were ata minimum 19,500 children from
such families enrolled in subsidized child care in 1985-86. Based .on
enrollment levels in that year, charging the current minimum fee
level (about $120 per year or $10 per month) for these children
would yield at least $2.3 million in additional fee revenues.

• Charge fees for children enrolled in the programs that do not
currently require fee payments. Several child development pro
grams are free to all participants. These programs are: State Pre
school, the School-Age Parenting and Infant Development (SAPID)
program (which serves the children of high school students), the
Severely Handicapped program, and the PrQt~~tive Services pro
gram (which primarily serves abused or neglected children). In
1985-86, approximately 25,000 children were enrolled in these pro
grams. Assuming that at least one-half of the children came from
families with incomes high enough to pay theminimUIn fee, charging
the current minimum fee .level for children enrolled in these
programs would yield at least $l.p million in additional revenues.

• Charge fees for siblings. Currently, families· with more than one
child enrolled in a subsidized child development program pay a fee
only for one child. According to the SDE, there wereiapjJroximately
17,360 children with at least one brother or sister also enrolled in
subsidized care in 1985-86. Approximately 7,000 of these children
would have been required to pay fees in that year (because their
family incomes were sufficiently high), if they had not been exempt
because they were the siblings ofotherenrolledchildren. Based on
1985-86 sibling enroliment levels, charging the current minimum fee
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level for each sibling would yield approximately $840,000 in addi
tional fee revenues. Charging fees at levels higher than the current
minimum fee level would, of course, generate additional revenues to
the extent that siblings remain enrolled in subsidized programs.

All of these options would increase the total number of children served
in child development programs (assuming the additional fee revenues
were used to expand the existing program). However, because some
families might not be able to afford to pay higher fees, the options also
could result in some currently served children dropping out of the
program.

Change the Tax Credit for Child and Dependent Care Expenses

Who Is Using California $ Child Care Credit? According to prelimi
nary data from the FTB, taxpayers chiimed nearly $110 million in child
and dependent care credits for 1987. The board estimates that this
revenue loss will increase to $121 million in the current year and $133
million by 1989-90. Chart 3 illustrates the percentage distribution of 1987
child care credits by taxpayer ACI. As the chart demonstrates, approxi
mately 84 percent of these credit amounts benefited taxpayers with AGls
greater than $25,000, while less than 1 percent of the credits benefited
taxpayers with AGls less than $15,000.

Chart 3

1987 State Child Care Credit Distribution
By Adjusted Gross Income Range
(dollars In thousands)
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The average credit amount used by taxpayers in· different income
ranges is displayed in Chart 4. The chart illustrates that the average credit
amount used by taxpayers tends to increase with income,· despite the
provisions of the credit which decrease the maximum allowable credit as
income rises. For example, the average credit for taxpayers with AGls of
$15,000 to $25,000 is $87, while the average credit for taxpayers in the
$65,000 to $75,000 AGI range is $166,Thisis primarily the result of: (1) the
tendency for taxpayer ·expenditures on child care services ·.to increase
with income and (2) the limited ability of taxpayers in lower income
ranges to make use of their available credits (for instance, taxpayers with
AGIs less than $16,000 essentially receive no benefit from this program
because they generally do not have a tax liability to claim the credit
against.)

Chart 4

Average 1987 Child Care Credit Per Taxpayer
By Adjusted Gross Income (AGI) Range
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Is the Child Care Credit "Targeted" Appropriately? The child care
credit provides tax relief to taxpayers who use child care services because
they are workin.g or looking for work. However, over halfthe tax benefits
provided by this program are used by taxpayers with A GIs greater than
$40,(){)() (which corresponds roughly to 120 percent of the statewide
median intome). In addition, the average benefit provided by this
program is greatest for taxpayers with A GIs greater than $65,000 (which
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i$ rOt;ghly equal to 180 percent ofthe statewide median income). As Table
1 (shown earlier) suggests, many of these taxpayers can afford child care
without state subsidies.

This distribution of credit resources may not be consistent with the
Legislature's policy intentions; Currently, the state's credit program is
tied directly to the federal child care credit. The federal credit program
provides, over a limited income range, that the m.aximum allowable
credit decreases as income rises. Tying the state credit to a program
structured in this way suggests that legislative intent is not to provide a
tax relief program where the average benefit level provided tends to
increase with income.

Accordingly, the Legislature may wish to consider three basic options
for modifying this General Fund program. These options are (1) phase
out the credit over a specified income range, (2) make the credit
refundable, or (3) repeal the credit.

Phase Out the Credit. Phasing out the credit could enable ,the
Legislature to direct this program's resources towards a taxpayer group
with lower average income. For instance, if the child care credit were
phased out for taxpayers with AGIs of $35,000 (which roughly corre
sponds with the state's median income) to $45,000, the state would realize
annual revenue gains of approximately $60 million. These additional
revenues, could>be used to finance new or existing direct expenditure
child care p~ograms, to increase the credit amount for taxpayers below
the specified phase out level, 6r to fu:p.d other direct expenditure
programs of higher legislative priority.

However, phasing out the credit will leave the basic structure of this
program ,intact. As has been discussed, the basic structure of the credit
limits the program's ability to assist low-income individuals. Low-income
taxpayers can only receive" assistance from this program to the extent
they generate a tax liability. As ,noted above, taxpayers with AGIs less
than approximately $16,000 receive no benefit ttom the credit.

Make the Credit Refundable. Alternatively, the provisions of the
program could be altered to make the tax credit refundable. Allowing a
refundable child care credit would provide assistance to taxpayers in
lower AGI ranges, regardless of their income tax ,liability. The FTB
estimates that making, the, current child care .credit refundable would
require an appropriation in' the range of $8million annually. It should be
noted that any appropriation made for credit refunds would be subject to
the'state's constitutional appropriations lirilit.

However, even making' the credit refundable does not eliminate
potential "cash flow" problems for low-income individuals. For taxpayers
with minimal monthly cash resources, an annual refund related to
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monthly child care expenses which have already been incurred may be of
little assistance. These taxpayers simply may be unable to afford the "up
front" costs of child care, while awaiting annual reimbursement for a
portion of these expenses. In addition, making the credit refundable
creates certain compliance problems for the FTB, and thus would require
additional FfB enforcement expenditures.

Repeal the Credit. The current distribution of benefits provided by the
child care credit is skewed significantly toward taxpayers with AGIs
above the state median. As described above, the option of phasing out the
credit has significant limitations in its ability to effectively shift this
benefit distribution towards low-income individuals. Moreover, making
the credit refundable enhances the program's capacity to assistlower
income taxpayers, but it also has certain inefficiencies in addressing the
problems of these taxpayers. Therefore, the most efficient policy option
for the Legislature may be to repeal thechild care tax credit program and
devote the resources generated to .direct expenditure programs.

For example, the revenues·generated by repeal could be dedicated to
SDE's Child Development program or to increasing the number of
months of transitional child care provided to GAIN participants. Devot
ing these resources to existing direct expenditure programs could
improve significantly the targeting of these General Fund resources,
minimize concerns regarding the cash resources of low-in~omeindivid
uals,and take advantage of program administration efforts which are
already in place. Again, however, converting the tax credit to a direct
expenditure could involve a significant increase in expenditures which
are subject to the state's constitutional appropriations limit.

Summary

Many families in which both parents (or the single parent) work-par
itcularly those earning less than 84 percent of the state median income
-cannot afford to purchase licensed child care at market rates. While the
state subsidizes carefor a significant portion of these low-income families,
a large unserved population remains. Our review of the state's two
primary child care programs indicates that the Legislature has several
options for modifying both progr~s to (1) .better target state funds to
those most in need of affordable child care and (2) expand child care
programs to meet demand.

9-78860
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Substance-Exposed Infants

What Are the Problems Associated with Pregnant Women Abusing
Alcohol and Drugs? What Options Are Available to the Legislaturefor
Addressing Them?

Summary

• Maternal substance abuse results in a variety ofdifferent direct and
indirect medical and social problems, including low birthweight,
prematurity, congenital deformities, and risk ofchild abuse.

• There are no comprehensive data on the prevalence of infant
substance exposure, but it appears to be a significant and increasing
proportion of all births.

• Infant substance exposure appears to result in high costs to a number
of state and local programs, including Medi-Cal, child welfare
services, developmental programs, and special education programs.

• There are a number of issues raised by the current configuration of
services: (J) resources are concentrated on addressing the results of
the problem rather than preventing it, (2) there are limited drug
treatment slots available to pregnant women, (3) programs fail to
provide outreach or consistent methods of identification and case
management, (4) licensing requirements make it difficult to place
certain substance-exposed children in foster care, and (5) substance
abuse reporting requirements by health care providers are unclear.

• To help the Legislature address these concerns, we make several
recommendations on how to improve existing services to substance
abusing pregnant women and substance-exposed children. In gen
eral, we recommend that the Legislature give priority to options that
prevent maternal substance abuse· and its effects.

There have been many reports from medical arid social service
providers and others regarding the increasing numbers of women who
abuse alcohol and drugs during their pregnancies and the problems that
result with their substance-exposed infants. The reports indicate that
these women and their babies are placing burdens on existing services
and resulting in long-term costs to society.

In this analysis, we outline (1) what we know about pregnant substance
abusers and their infants, (2) how available state programs serve them,
(3) issues raised by the existing service system, and (4) options available
to the Legislature for better serving these populations.

In preparing this analysis, we found no statewide consistent data on
either substance-abusing pregnant women or substance-exposed infants.
To better understand the prevalence of, and the problems related to,
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substan.ce abuse during pregnancy, we visited a number of counties and
local providers. As a resu.lt,our analysis relies on county- OJ;' hospital
specific. data and anecdotal reports from .service providers.

BACKGROUND

Maternal Substance Abuse Causes. Harm to Infants

When women use alcohol or illicit drugs while they are' pregnant (or
breast-feeding) ,their infants may develop a variety of short- and

. long-term medical, developmental, and behavioral problems. The short
term problems include prematurity, lowbirthweight, strokes, irritability,
and withdrawal sYmptoms. The longer-term· problems include mental
retardation, congenital disorders and deformities, growth retardation,
hyperactivity, poor motor coordination,and speech and language diffi
culties.• In. addition, substance-exposed infants are at significantly in
creased risk of dying from Sudden Infant Death Syndrome and AIDS.
The specific effect of the exposure on the infant depends on a variety of
factors, including: what kind of substance the woman used, when during
her pregnancy she used it, and how much-if any-prenatal care she
received.

These m.edical and developmental problems. may result directly from
exposure to the substance or may be indirectly related. For example,
many substance-abusing women receive insuffiCient prenatal care and
have poor nutrition. These factors contribute to prematurity. In addition,
a woman's intravenous (IV) drug use may lead to infection with HIV (the
virus that causes AIDS), which in turn can be passed on to the infant.

A woman's substance abuse can resultin social problems for infants, as
well as. medical and developmental problems. Specifically, d~ta on
substance-exposed children who are enrolled in regional center preven
tion programs funded 1:>y the Department of· Developmental Services
(DDS) indicate that substance-exposed infants frequently have psycho
logical and soCial problems, including poor attachment with a parent and
family histories of abuse or neglect.

In some cases, the medical problemsniay result'in soCial probleIl1s. Fbr
example, a substance-exposed infant's medical problems may make the
infant extremely irritable and difficulttocare for. This, in turn, may lead
to poor attachment, abuse, or neglect. .

Prevalence of Substance Exposure Among Infan.ts

There are no comprehensive data available on the prevalence of
substance exposure among infants. HQwever, the Department of Health
Services (DHS) and the Department of· Alcohol· and Drug Programs
(DADP) estimate the prevalence of substance exposure as follows:
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• Drugs. The DHS estimates that 2 percent to 5 percent orall newborn
infants-or between 10,000 and '25,000 in California in 1987-/38-;-are
exposed to illicit drugs. In August 1988, the DHS estimated' that an
average of 13 percent of all infants admitted to neonatal intensive
care units statewide were drug-exposed.

• Alcohol. The DADP estimates that approximately 4,500 infants' are
born annually in California with either Fetal Alcohol Syndrome
(FAS) or Fetal, Alcohol Effects (FAE) , medical and developmental
conditions that are directly related to alcohol abuse. FAS and FAE
occur in as many as 69 percent of infants born to mothers-who were
heavy drinkers during pregnancy.

There are at least three reasons why these prevalence estimates maybe
low. First, hospitals may be underreporting the number ofdrug~exposed
infants because they do not universally screen all mothers and all infants.
For example, when the University of California Davis (UCD) Medical
Center tested only those women in labor it believed were at high risk fOT
drug abuse, it reported that 11 percent of the women tested had positive
drug screens. Once, the center initiated univers.al screening, the level
jumped to 22 percent.

Second, hospitals rarely test for alcohol abuse. They generally rely on
the infant's physical appearance as an indication that the mother has
been using alcohol. Thus,only the most Severecases ofexposure, the ones
that result in FAS ()r FAE, come to the attention of hospital personnel.

Third, because' available data on infant substance exposure tends to be
limited to those infants requiring special care, it does not reflect the
number of infants born to substance-abusing mothers ,who did not come
to the attention of medical .. authoriti/as through their Care in neonatal
intensive care units (NICUs) or elsewhere. Research suggests that even
though these infants may appear normal' at birth, they may be develop
mentally delayed and may require special education or other services in
later years.

The Prevalence of Substance Exposure
Amon~ ,Infants Appears to be Increasing

Without comprehensive data on substance exposure among infants, it is
impossible to provid,e a complete picture of the problem. However, some
county health facilities and child welfare programs have maintainedd,ata
which show that the prevalence of substance exposure is increasing. To
some degree, these data may reflect a growing awareness of the problem
by health care providers,.as well as increasing prevalence.

Data from Health Facilities. Some county hospitals have documented
increases in the prevalence of substance abuse among pregnant women
and substance exposure among infants whom they serve. For example:
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• Harbor-UCLA Medical. Center reports that it found cocaine intoxi
cation among 6 of every 10,000 live births in 1983 comparedwith 231
of every 10,000 live births in 1987.

• Alameda County's Highland Hospital reports that among mothers
delivering at the facility, the proportion that admitted to drug use
during pregnlUlcy jumped from between 2 percent and 3 percent in
1985 to 12 percent in 1987.

• San Francisco General Hospital reports. that the number of
substance-exposed infants delivered at its facility jumped from 50 in
1983 to 240 during 1987.

Data from County Child Welfare Services Programs. The following
data reflect the extent to which· substlUlce-exposed infants and children
constitute an increasing proportion of children referred to county Child
Welfare Services (CWS) programs due to a suspicion of abuse and
neglect:

• Los Angeles County Health Department's Child Abuse Prevention
program reports that the number of neonatai withdrawal incidents
reported to it as suspected abuse increased from 538 in 1985to 1,335
in 1987; anincrease of 148 percent over two years.

• CWS programs in San Francisco, Sacramento,and Orange Counties
report· significant increases in the number of·substance-exposed
infants taken into protective custody. Most dramatically, Sacramento
County reports that between the first calendar quarter of 1987 and
the first calendar quarter of 1988,· the number of substance-exposed
infants taken into protective custody increa.sed from 35 :per month to
115 per month.

Data on Foster Care Placements. The Department of Social Services
(DSS) does not collect data on the number of substance-exposed infants
who are placed in foster care. However, the Orange County Social
Services Agency estimates that approximately one-fifth of the children in
its foster care program were substance-exposed as infants: Each of the
three counties we spoke with-Sacramento, San Francisco, and Or
ange-indicated that substance-exposed children constitute an increasing
proportion of those who are placed in foster care.

WHAT IS THE IMPACT OF MATERNAL SUBSTANCE
ABUSE ON STATE AND LOCAL SERVICES?

Substance abuse among pregnant women and substance exposure
aInong infants have a significlUlt impact on a number of state programs.
The largest impacts in terms of costs are probably on health care services
(Medi-Cal, California Children's Services, and county health services),
child welfare services, developmental services, and special education
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programs. While there are limited data on the· fiscal effect on these
programs, we summarize the available information below.

Impact on Health Care Services

The Medi-Cal, California Children's Services (CCS) , and county health
services programs pay for health care services to pregnant substance
abusers and their infants. Medi-Cal pays for a wide variety of medical care
services for low-income persons, including those medical services needed
by pregnant women and their infants. The CCSprogram pays for medical
treatment and therapy services needed by children with specified
medical conditions~ .. County health services programs pay. for public
health and medical care services,. including medical care provided to
persons who are not eligible for other state programs.

HQspital .Services for Women. Because substance-abusing pregnant
women are reluctant to seek services during their pregnancies,they
more frequently show up in emergency r~oms. to deliver their babies
having had littleor no prenatal care. This makes a woman's delivery far
more risky and thus more difficult and expensive for the.hospital she
chooses for her delivery andsubsequent care. The higher costs that may
result from these deliveries:rnay be borne py Medi-Cal, CCS, or counties.
Table 1 shows data from four hospitals, which indicate that in all four
fa~ilities, substlUlce-abusing women were at least twice as likely.to receive
insufficient prenatal care than. all women delivering in those facilities.

Table 1
Pregnant Substance Abusers Avoid Seeking Prenatal Care

Percentage of Women Delivering with
Insufficient or No Prenatal Care in 1987

Substance-Abusing
Hqspital Women All Women
Highland Hospital (Alameda County) 60% 37%
Martin Luther· King-:Drew Medical Center (Los· Angeles

County) ;............................................ 90 33
DCD Medical Center (Sacramento County) 60 23
San Francisco General Hospital.. 55 12

Health Care Costs for Infants. Women who receive little or no
prenatal care are more likely to give birth to infants who are premature,
low-birthweight, and have other medical problems. In August 1988, the
DHS estimated that an average of 13 percent of all infants admitted to
NICUs statewide were drug-exposed. The DHS estimates that the
additional annual health care costs of these drug-exposed infants is $178
million. Approximately three-quarters of these costs are paid by the
Medi-Cal arid CCS programs. These infants may also require costly
ongoing medicaI care through these programs.
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Impact on Developmental Programs

The extent to which drug-exposed infants will eventually develop
developmental disabilities is unknown. However, FAS is among the top
three known causes of mental retardation (and the only one that is totally
preventable). The DADP reports that the annual costs associated with
caring for· persons born with FAS are approximately $214 million. Of
these costs, only $2 million is attributed.to infants born in any year while
the remainder is attributed to the ongoing costs of children and adults
born in previous years.

To the extent that drug-exposed infants later manifest developmental
disabilities, state costs for case management and other support services
provided by regional centers and state developmental centers can be
considerable. Specifically, total costs for caring for the average client in
the state developmental centers are $70,000 annually. The average. cost
incurred for each regional center community client is $5,500 annually.

Impact on Child Welfare Services Programs

County CWS programs respond to allegations of child abuse and
neglect, deliver time-limited services to abused children and their
families, and provide case management services to children in foster care.

Substance-exposed infants may be referred to county CWS programsin
two ways. First, medical or social services providers may identify an
infant at birth (or shortly thereafter) as being substance-exposed and
report the infant to CWS as in danger ofbeing abused. Second, the infant
or child may be reported later to CWS because he or she is suspected of
being abused. In either case, CWS evaluates the family situation. The
infant or child may be left in the care· of the family (sometimes on the
condition that the family use certain services, such as drug treatment), be
placed in protective custody (such as an emergency shelter or foster
care), or be recommended for adoptive placement.

To the extent that county CWS programs either (1) investigate
allegations of child abuse and neglect due to substance exposure that
otherwise would not have been reported or (2) place a substance
exposed child into foster care, program costs are substantially increased.
Specifically, the average cost to county CWS programs in responding to
and investigating each allegation of child abuse and neglect, and provid
ing time-limited services to abused children and their families, is over
$11,000 annually per child. In addition, the average cost of foster care
placement is over $13,000 annually.

Impact on Special Education Services

Research suggests that substance-exposed children may exhibit behav
ioral and learning difficulties. However, the State Department of Edu-
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cation (SDE) does not maintain data on the number of children served
in special education programs who were substance-exposed at ,birth.
Furthermore, none of the representatives of the three Sp~cial Educ;ltion
Local Plan Areas (SELPAs) we spoke with could estimate the number or
proportion of their pupils wh() were substance-exposed at birth,. Because
school districts do not track these children, we do not know the extent to
which substance-exposed children differ from other children with respect
to their needs for special education services. '

The state pays for special education services ", needed from infancy
through age 22. With the exception of services needed by infants, SELPAs
are capped at the number of children they can serve. The additional cost
of providing special education services to a substance·exposed infant or
child who would not otherwise enroll in these programs ranges from
$2,100 to $6,900 annually. In SELPAs that have reached their caps, a
substance-exposed child with a severe handicap might displace another
child with a: less severeharidicap. In these instances, the costs of serving
a substance-exposed child would be less.

WHAT PROGRAMS'ARE AVAILABLE FOR SERVING
SUBSTANCE-ABUSING WOMEN AND, THEIR CHILDREN?

Programs Generally Serving Substance-Abusing
Women and Their Children

Our review indicates that the state does not currently administer any
programs exclusively addressing the needs of pregnant substance abusers
or substance-exposed infants. The 1989-90 Governor's Budget proposes
increases to address some of the problems related to maternal substance
exposure. For a detailed analysis of the administration's specific proposals,
please see the Analysis of the 1989-90 Budget Bill, Items 4200, 4260, and
5180.

However, the state administers a number of programs that serve
substance-abusing women' and their children along with other women
and their children. We discuss three types of programs below.

Prenatal 'Care and Case Manag~ment Programs. In addition to
Medi-Cal, the DHS administers, 'four programs designed to provide
perina~al care-including nutrition counseling, case management, and
other support services--to low-income women. ' ,

The Comprehensive Perinatal Services (CPS) and Prenatal Care
Guidance programs are available to Medi-Cal-eligible women, the
Community-Based Perinatal Services.(CBPS) program is available to
other low-income women, and the Adolescent Family Life program
(AFLP) is available to pregnant and parenting teens. The DHScould not
tell us the extent to which these programs are serving pregnant substance
abusers.
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Drug and Alcohol Treatment Programs. The state provides block
grant funds to counties for alcohol and drug treatment programs.
Counties may use these funds to provide a wide array of alcohol,
methadone, and drug-free treatment programs-in both outpatient and
residential settings-to members of the general public having problems
with substance abllse.Generally, counties use these publicly funded
treatment slots for low-income persons. Persons with private insurance
covering substance abuse treatment often seek treatment from other
providers.

The DADP does not keep data on the number of pregnant women
served in county drug and alcohol treatment programs. However, our
visits with these treatment programs indicate that they find it difficult to
serve pregnant women because they believe they cannot deliver the
special services these women require (for instance, coordination with
prenatal care). County drug and alcohol administrators indicate that this
sometimes results in pregnant women not receiving drug and alcohol
treatment.

High-Risk Infant Follow-Up Programs. The DHS High-Risk Infant
Follow-Up (HRIF) and the DDS prevention programs follow infants who
are' at high risk of developmental disability or delay to ensure they are
receiving needed medical and social services. Substance-exposed infants
who are also premature, low-birthweight, or have other problems may be
eligible for these programs.

Both the HRIF and DDS prevention programs report that substance
exposed infants are an increasing proportion of their program caseloads.
The HRIF program reports that substance-exposed infants represented
about 7 percent of infants it followed in 1986 and almost 10 percent in
1987. The proportion of infants served in the DDS prevention program
who are substance-exposed has increased from 10 percent in 1985-86 to 20
percent in 1987-88~

Local Programs Designed Specifically for
Substance-Abusing Women and Their Infants

Local agencies have developed a variety of approaches to serve the
comprehensive needs of pregnant substance abusers and their ·infants.
We briefly summarize a few of these local programs below:

Comprehensive Programs. San Francisco and Los Angeles Counties
use funds they receive 'from the DADP to support the delivery of
comprehensive services (including prenatal care, drug abuse treatment
and parenting education) to pregnant drug abusers and their infants.
After two years of providing these services, these programs report some
success. Specifically,:San Francisco 'County reports that about three
fourths of the births toprogram participants were drug-free. Los Angeles
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County reports that the program has significantly lowered the incidence
of complications at birth, increased birthweight, and reduced the length
ofstay inNICUs. These results appear especially promising in view of the
DADP estimate that only about one-third of persons normally receiving
drug treatment remain drug-free six months after treatment.

Outreach and Referral Programs. Alameda County has established a
case management program for all identified substance-abusing mothers
delivering at HigWand Hospital. The county Child Health and Disability
Prevention (CHDP) program visits the family at home within 10 days of
delivery and follows the infant for one year. The county reports that the
percentage of substance-abusing mothers consistently bringing their
children in for medical care increased from 10 percent to 67 percent
within six months after it implemented the. wogram.

Jail Health Programs. In order to deliver comprehensive prenatal care
and substance abuse treatment services to pregnant substance abusers
who are incarcerated, Alameda County coordinated services provided
separately through Highland Hospital, the county jail, and alcohol and
drugs programs from 1985 through 1988. These services are now admin
istered through one agency-the private contractor responsible for
delivering health services to jail inmates. County staff estimate that
approximately 50 percent of the pregnant women they begin seeing in
jail continue to receive services from the agency after being released.

Foster Care Programs. A number of counties have tried to increase the
foster care placement options for substance-exposed infants. For exam
ple:

• The San Francisco County Department of Social Services combines
CWS funds, Aid to Families with Dependent Children-Foster Care
(AFDC-FC) funds, and charitable contributions in order to encour
age foster parents to accept substance-exposed infants with special
needs. San Francisco uses these funds to provide montWy care rates
that are up to $1,400 more per child per month than the basic
statewide foster family home rate. Once· these infants are placed in
the foster homes, the foster parents receive additional support
services, such as respite care.

• The Orange County Social Services Agency uses AFDC-FC and CWS
funds to operate a foster care program· for children with special
medical needs, 80 percent of whom are substance-exposed. The local
welfare department conducts outreach, establishes reporting proto
cols with local hospitals, locates and trains foster parents, and refers
infants to other appropriate programs, including regional center
programs.

"Incentive" Programs. Butte County has recently begun to provide
mothers of identified substance-exposed infants with a choice: be prose-
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cuted for using illegal drugs or enter a program that includes probation,
health, mental health, and social services. If the mother chooses to enter
the program, she is allowed to maintain custody of her child as long as the
the county CWS program does not believe that the infant is at risk of
abuse or neglect. Probation staff also follow her case to determine
whether or not she returns to drug use. Coupty staff could not provide us
with data on (1) the number of substance-abusing mothers for whom
prosecution is necessary due to their refusal to enter available treatment
or (2) the program's success.

Coordination and Data Collection Programs. Recently, San Francisco
County declared the increasing prevalence of substance-exposed infaiits
to be a "public health emergency," thereby making the county eligible
for special state funding for one-time county projects. The DHS awarded
the county a one-time grant in order to assist it in (1) coordinating
services, (2) collecting data to assist it in defining its problem, and (3)
developing protocols for identifying, assessing, treating, and referring
substance-exposed infants.

Education Programs. Los Angeles Unified School District established
a pilot project in March 1988 in order to identify effective educational
strategies for preschoolers .and kindergartners who were subs.tance
exposed at birth. The children selected for this pilot must meet two
specific criteria: (1) cognitive abilities within the average range and (2)
no medical!developmental complications or abnormalities. The project
has not yet reached any conclusive findings.

WHAT~IS THE IDEAL SYSTEM FOR SER.VING
SUBSTANCE-ABUSING PREGNANT WOMEN AND THEIR INFANTS?

National experts, the providers wernet with, and available research
indicate that the most effective way to address the complex needs of
these populations is through a comprehensIve and multidisciplinary
system of service delivery and case management. Specifically, an "ideal"
system would include:

• Ou,trea~h and preventive educa,.tion.
• Early id.entification of pregnant substance abusers.
• Interagency case management of pregnant substance abusers and

their substance-exposed infants to ensure they receive available
services.

• Uniform screening protocols for substance exposure in labor and
delivery in order to provide quality maternity care and to identify
infants at risk.

• Consistent reporting of substance-exposed infants to local CWS staff
in order to determine whether or not the infant is at risk for abuse.

• Family education, parenting services, and other support services.
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• Referral to half-way houses or· other residential substance abuse
treatment programs.

• Training for foster care families .who accept substance-exposed
infants.

In order to identify problems with the existing system and recommend
ways to improve it, in the following sections we compare the components
contained in this "ideal" service system to the existing system.

WHAT ISSUES ARE RAISED REGARDING
THE WAY SERVICES ARE CURRENTLY DELIVERED?

Existing Resources Are Concentrated at Addressing
the Results of the Problem and Not at Prevention

Existing state and local programs tend to treat the results of maternal
substance abuse and its effect on infants, whether the results are
incarceration, hospitalization, family separation, or developmental. and
educational delay. Relatively fewer public resources are invested earlier
in the delivery process when outreach, prevention, education, and
rehabilitation can reduce likely dependence on government :resources.

Even though preventing many of these women from using drugs and
alcohol while they are pregnant is not an easy task, some limited data
from local programs suggest that comprehensive prenatal and substance
abuse programs can be successful in reducing a woman's substance use
during her pregnancy and, thus, significantly improve the health 'of her
infant at birth. As a result, even if the mother abuses drugs or alcohol
again, remaining "clean" during pregnancy will lessen ,the chances that
the infant will require additionallong-terIIl health amI other services.

Limited Drug Treatment Slots for Pregnant Substance Abusers

.Based on our visits to several counties, it appears that pregnant women
and women with children are frequently unable to find drug treatment
slots. This problem appears especially acute in rural areas and for users of
drugs like cocaine. For example, we were repeatedly told of womenwho
want to get off drugs while they are pregnant or are ordered by the court
to enter drug treatment as a condition of releasing their children from
protective custody, but who cannot find' a program to accept them.·' If
these women do not get treatment, they are in danger' of having a
substance-exposed infant or losing their children to protective custody.

The number ofslots available for IV drugusersmay increase as a result
of the availability of new federal funds. However, we do not know the
extent to which these funds will be used for pregnant women.
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Programs Neither, Systematically Provide Outreach
Nor Adequately Serve Pregnant Substance Abusers

Outreach; Only one state progr:tin of which we are aware (Prenatal
Care Guidance) provides funds specifically for outreach activities to
pregnant women. The DHScould not tell us the extent to which counties
use their outreach funds specifically for substance-abusing women. Few
of the local providers we visited conduct these activities on"their own.
Our review, indicates that outreach activities ,are very, iIhportant for this
population because they are reluctant to seek services on their own.

ldentification~ Our review indicates that local prenatal care, substance
abuse treatment, and corrections programs do not consistently identify
pregnant substance abusers. For example, prenatal care providers we
visited and spoke with in San Francisco, Fresno, Alameda, Sacramento,
and Los Angeles Counties differ in (1) the type "and extent ofquestions
asked of women to determine substance abuse during pregnancy, (2)
what substances they screen for, and (3) if andwhen they will use a urine
toxicology test to verify substance use among women they suspect use
illegal substances.

In addition, of the 16 drug treatment providers we visited in four
counties (Mendocino, San Francisco, Los Angeles, ,and San Joaquin), we
found that only a few of the drug treatment programs routinely ask if a
woman is pregnant when she comes in fortreatinent. We also found
differences in the way county corrections staff seek to 'identify if a woman
is pregnantand/or a substance abuser. A significantproportion of women
arrested orincarcerated aresubstance abusers of child-bearing age.

Referral and Case Management. We found a lack of consistent referral
and follow-up among local programs serving substance-abusing pregnant
women and their infants. For example, only two of the four county jails
we contacted-Alameda an9,Contra Costa-make formal efforts to link
pregnant women to county health services upon their release. Of the 16
drugtreatm~nt programs we visited, only the three programs desig9-~d

specifically for pregnant substance abusers consistently referred women
to prenatal care providers and followed up to ensure that they kept their
appointments. '

We found similar inconsistencies in (1) medical providers' procedures
for reporting substance:.exposed infants to child welfare, and regional
center prevention programs and (2) acceptance of these infants by
regional centers.

Licensing Requirements Make it Difficult to, Place
Ce..,e:.in Substance-Exposed Childr,n in, Foster Care"

Current law and DSS licensing regulations prohibit foster family homes
from providing more than incidentalmedical services to childrenin their
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care (with the exception of in-home medical services for ventilator
dependent children). "Incidental" services do· not include the special
medical needs that substance-exposed children ~ay have. Therefore, the
practical effect of .. the existing licensing requirements is to prevent
placing children with special medical needs, including many substance
exposed children, in foster care.

The DHSindicates that it has secured two federal waivers that permit
using Medi-Cal funds to pay for support services for foster families who
keep children with special medical needs at home, thereby avoiding
more costly institutional care. This funding source cannot be used,
however, as long as the current licensing requirements related to
incidental .. Illedical services are in place.

Uncertainty about Testing for and Reporting Substance Abuse··and
Exposur. May Impair the Delivery of Comprehensive Services.

We found that providers have different understandings about which
mothers and infants they can test or report and under what justification.
For example, public and private hospitals in Los Angeles County have
developed written protocols regarding. who they can test for substance
abuse and under what conditions. Hbwever, the DCD Medical Center
routinely tests all wonlen delivering at ifs facility.

. .

Similarly, current law makes no mention of infant substance exposure
asa reason to repor~ achild being abused or in danger of being abused.
As. a result, some hospitals report substance-exposed infants to county
CWS programs and others do not because they are unsure whether
current law requires them to do so. .

WHAT OPTIONS ARE AvAILABLE TO THE LEGISLATURE
FOR BETTER SERVING·THESE WOMEN·AND THEIR CHILDREN?

Our review indicates that the Legislature has several options for
improving the delivery of services to pregnailt .substance abusers and
their substance-exposed infants. Of the· available·options, some involve
increasing the resources allocated to these populations; while others
target, coordinate, and remove barriers from existing resourcesin order
to enhance the delivery of comprehensive services. In general, we
recommend that the Legislature give pribrity to those options which will
increase the delivery of services aimed at preventing substance abuse and
its effects.

More Information Needed on Maternal Substance Abuse

We recommend that the Legislature·adopt supplemental report
language that directs the DADP and the DHS to improve the informa
tion available regarding substance-abusing pregnant women and
substance.;.exposed infants. We further recommend that the DHS'report
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to the fiscal committees during budget hearings on the costs, benefits,
and possible funding sources for obtaining information from a one
time survey of hospital births.

Our review of the problems associated with maternal substance abuse
was severely limited by the lack of comprehensive data. There are,
however, at least two ways to' improve the information available on
substance-abusing pregnant women and their infants. First, the state
could require drug treatment providers that receive state funding, to
request information on pregnancy status and to include this with the
information it currently reports to the DADP. Second, the DRS could
obtain, additional information on substance-exposed' infants by conduct
ing a one-time survey of all hospital births in order to better estimate the
extent of the problem. The DRS recently contracted for a similar study
in order to gain more information about the extent, to which women
delivering in California received prenatal care. Also, we believe that
federal funds might be available to fund this type of study.

Obtaining better information about maternal substance abuse and
infant substance exposure would make it easier' for the Legislature to
address the problems we discuss in this analysis. Accordingly, we
recommend the adoption of the followmg supplementalreport language:

1. Ite~4200-001-00l. The department shall require all drug treatment provid
ers who report through thE) California Drug Abuse Data System (CALDADS)
to include information on pregnancy'status of women served in their programs.

2. Item 4260-001cOOL The departIIlent shall conduct a one-time sample survey
of hospital births in order to determine the extent of maternal substance abuse
and infant substance exposure.

We further recommend that the DRS report to 'the fiscal committees
during budget hearings on the costs and benefits of such a survey, as well
as possible' funding sources.

Clarifying Infant Substance Exposure Reporting
Would Improve Treatment of Subljtance-Exposed Infants

'We recommend enactment of legislation that would clarify whether
substance exposure is a reportable condition that places an infant, in
danger ofabuse and neglect.

Our review indicates that different hospitals have different policies for
reportirlg substance-exposed infants to countyCWS programs for evalu
ation; Some of th~ hospital staff we spoke with felt that reporting all
substance-exposed infants to CWS programs is the best way to ensure the
safety of these children becauseCWS is the appropriate program to
monitor ,these 'children and their families after they leave the hospital.
Other providers, however, were concerned that a policy of reporting all
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substance-exposed infants to CWS could result inmorewomen delivering
at home, rather thanata hospital, thereby placing the infants at higher
risk during·delivery.

In general, the Legislature has not left the question of which children
should be reported to county CWS programs to the discretion of those
involved. For example, health care professionals are required to report
injuries that they have reason to believe could have been the result;of
abuse. Once the injury· is reported, local CWS programs and the courts
decide whether to monitor the family, proyide services, take. the child
into foster· care, or dismiss the:case. In the case of substance exposure,
existing law is unclear as to whether exposure itself is reportable as
placing a child in danger of being abused, which is why different hospitals
have different policies regarding reporting these cases.

We have no· analytical basis for determining whether substance
exposure in itself puts a child in danger of being abused. This is a policy
question that the Legislature will have to decide based on the advice it
receives from health care professionals and child abuse experts regarding
what is in the best interests of substance-exposed children. In our view,
however, there should bea consistent statewide policy on thisissue. This
is because the. current uncertainty. regarding what the law requires in
these cases (1) exposes health care providers to prosecution if they
wrongfully fail to report a substance~exp()sed infant and (2) provides an
incentive for substance-abusing pregnant women to "shop around" for
hospitals that do not consistently report substance exposure. We there
fore recommend the enactment of legislation to clarify whether sub
stance exposure is reportable.

Standardized Reporting and Screening Protocols Could
Reduce Problems· Related to Substance Abuse During Pregnancy

We recommend that the DRS submit to thefiscal committees, prior to
budget hearings, a plan for developing model protocols for prenatal
screening and testing for substance use and exposure.

Our review indicates thathealfh and social service providers have
practices for screening or. testing pregnant women.or infants· for sub
stance use, or referring them to other services, that vary widely in their
effectiveness. For example, prenatal care providers may not ask appro
priate .questions to best elicit infor~ation from pregnant WOmen apout
their substance use during pregnancy. Not having this information makes
itdifficult for providers to most effectively haIld.}.e the woman's or hlfanes
problems related to substanc~abuse. ..

We believe that the DRS should provide guidance to providers
regarding.the most effective screening, testing, and referral practices so
that (1) substance-abusing women are provided effective pregnancy-
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related ca.reand (2)·substance-exposed infa.nts are provided appropriate
health and social services. To make this informa.tion directly usable to
providers, we recommend that the;DHS do this by issuing model
protocols. These protocols should· be developed. in conjunction with
medical·and social service providers.

Accordingly, we recommend that the· DHS submit tb the< fiscal
committees, prior to budg~thea.rings, a plan for developing model
screening, testing and referra.l protocols related to substance-abusing
women and substance-exposed infants. The plan should include an
estimate of costs for developing the protocols and.a discussion of funding
options.

Changing Licensi~gRestri~tions Would Facilitate
Placement of Substance-Exposed Infants in Foster Care Homes

We recommend approvalofthe administration's proposall(J amend
current low to allow foster families to provide treatment for infants
with specialized c(lre"needs. (Please see the Analysis of the 1989~90

Budget Bill, Item 4200, for (Jur additional recommendations regarding
this proposal.) . . .

Our review indicates that current law restricting foster families from
providing more than incidental medical treatment for infants may
impede placementof substance-exposed infants in foster family homes. In
the budget, the adrriinistration proposes to fund four pilot projects to
encourage care of substance-exposed children in foster. fa.mily.·homes
rather than in more expensive settings. As part of this proposal, the
administration indicates that it will seek legislation that would amend
current law to allowfoster families to provide treatment for infants with
specialized care needs. Relaxing this restriction would also allow the DHS
to use state and federal Medi-Cal funds to pay for needed support
services.

We recommend approval of this proposal, although we have additional
recommendations regarding the expenditure of funds. Please see the
Analysis, Item 4200, for a more detailed explanation of this proposal.

Ensuring Drug Treatment to Substance-Abusing Pregnant
Women May Reduce the Number of Substance-Exposed Infants

We recommend that the Legislature adopt Budget Bill language
requiring the DADP to require drug and alcohol treatment providers
to (1) ask women whether they are pregnant and (2) give priority to
pregnant women.

Our visits with local drug and alcohol treatment providers indicated
that they have different policies for identifying and giving priority
treatment to pregnant women. Our review suggests that requiring drug
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and alcohol treatment providers to (1) ask all women seeking services
whether they are pregnant and (2) give pregnant women priority for
receiving services could reduce the number of substance-exposed infants.

For these reasons, we recommend that the Legislature adopt Budget
Bill language in Item 4200-101-001 requiring the DADP to require all
programs receiving DADP funds to give priority to pregnant women.
The following language is consistent with this recommendation:

The Department of Alcohol andDrug Programs shall require all local drug and
alcohol treatment providers~o (1) ask women whether they are pregnant and
(~) give pri()rity to pregnant women in providing treatment services.

The Legislature Should Provide Additional Treatment Slots, Case
Management, and Outreach Services for Substance-Abusing
Pregnant Women

lYe recommend approval of the administration'S proposals to (1)
provide additional drug and alcohol treatment s16ts for pregnant
women and (2) provide additio~al.case management services. (Please
see the Analysis of the .1989-90 Budget Bill, Items 4200 and 4260, for our
additional recommendations regarding this proposal.)

Our review indicates that there are insufficient outreach, substa.nce
abuse treatment, and case management resources available for pregnant
substance-abusing women. In the budget, the administration has a
number of specific proposals designed to provide additional resources for
case management and treatment services, In general, we recommend
approval of these proposals. However, we.have additional recommenda
tions regarding the specific expenditure of. these funds. For our more
detailed analysis, please see the Analysis, Items 4200 and 4260.
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State Programs for Older Californians

What Guidelines Can the Legislature Follow When Allocating Funds
for Senior Programs?

Summary

• The continued rapid growth ofthe elderly population will affect the
demand for state programs. The fastest growing age subgroup in the
next decade, those 85 and over, is the elderly group most likely to use
state services. However, older people belong to a variety ofsubgroups,
with differences in financial, health, and marita/status, as well as in
ethnicity and age.

• The potJerty rate for elderly Californians has declined substantially
since 1970. Older Californians have a lower rate of poverty .than
national figures for the elderly or the general population. However,
poverty levels are disproportionately high for certain groups, most
notably women, minorities, and those living alone..

• Most elderly people are relatively healthy. and free of any major
disability, although the incidence ofdisability rises with advancing
age.

• The Governor's Budget proposes expenditures for senior programs of
$4 billion from allfunding sources in 1989-90, with 83 percent ofthe
total for in.come support (primarily Supplemental. Security In
come/State Supplementary Program (SSI/SSP)) and health services
(primarily Medi-Cal) to low-income elderly persons.

• In recent years, many issues regarding "unmet need" for senior
programs have been brought to the Legislature's attention. Our
review of three of these programs indic(ltes that the term "unmet
need" can have several. meanings. It also' indicates that filling the
unmet need for these programs would in.volve major fiscal and/or
program trade-offs.

• Our review of senior programs suggests several guidelines for
legislative planning: (l) give high priority to services targeted at
subgroups of th.e.elderlymost in need of government services, (2)
give priority tofunding .programs in underserved areas, (3) set clear
program goals tqreflect spending priorities, and (4) minimize
program duplication and encourage local cooperation.

The rapid growth of the elderly population continues to be one of the
most important demographic changes affecting California. In 1980, there
were 2.4 million Californians 65 years of age and over, or approximately
10 percent, of the state's total population. The Department of Finance
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(DOF) estimates that by the ye~:r2ooo,thenumber of olde,r Californians
will increase by 157 percent, to 6.2 million, or 12 percentof the state's
total population.

In this section, we provide a profile of California's older population and
the state's expenditures for senior programs, present an overview of
"unmet need" for three selected programs, and suggest guidelines for
legislativedecisionmaking in responding to the increasing demand for
senior services.

Prqfile of Older Californians

Older Californians belong to a variety of subgroups, with a range of
differences with respect to age, sex, income, health status, marital status,
and ethnicity. An understanding of these subgroups can help the
Legislature in· setting priorities for state services aJ;ld programs.

Age. Chart 1 displays the DOF's projection of population growth for
four different age groups over the periods 1980 to 2000 and 2000 to 2020.
The chart illustrates that between 1980 and the year 2000 there will be
significant growth in the age 75 and over population. ,Then·, during the
period 2000 to 2020, the fastest growing' age category will he the 65-74 age
group, as the "baby boom" generation reaches old age.

Chart 1

Percentage Growth in California's Population By Age Group
1980-2000 and ::!000-2020
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Sex. As the population agEls, therat!o.ofmen to women declines. In the
60-64 age group, for example, men represent 47 percent of the total, but
the number of men declines to 29 percent of persons age 85 and over.
Thus; given the increase in the over-85 age group anticipated over the
two decades, women will make up an increasing percentage of the aged
population.

Financial Stat14s. As Table 1 shows, the percent of older persons whose
incomes are below the poverty level in California has declined dramat
ically since 1970. Between 1970 and 1980, the percent of older Californians
below the poverty level, as defined by the U.S. Bureau of the Census,
declined from 18.2 percent to 8.3 percent, and has declined further-to
6.1 percent-in this decade.

Table 1
Percent of Population Below Poverty Line

. California

All persons .
Persons 65+ .

1970
12.6%
24.5

Nation a

1980
13.0%
15.7

1988
14.4%
12.4

a Source:. u.s. Census Bureau.
bSource: California StateCensps D.ata Center, from the U.S. Census Bureau Current Population Survey.

Table 1 also compares the povertYratesin California with those for the
nation as a whole. It shows that for all ttine periods shown, the poverty
rates in California were lower than:f()rthenatio~as a whole. In addition,
the table indicates that the· 1988,poverty rate for ()lder persons in
California was sigpificantly lower thaIl the poverty rates for the general
population in California and ,the nation.

Although the percent 6f alleIderIy per~onsbelo.w poverty has declined
since the 1970s, poverty levels are disproportimlately high for certain
groups of older people, most notably, women; minorities, and those living
alone. Chart 2 illustrates these'large differen~esamongelderly subgroups
in th,e. incidence of povertY nationally•. The ;chart shows· that, among all
people over age 65,12 perdmfhad incomes belowthe poverty level. The
other categories shown on the chart are all subgroups of the over 65
population. For example, the chart shows that among those over age 65,
indiViduals who did not work in the previous year had a slightly higher
incidence of poverty (14 percent). The subgroups shown in the chart
overlap, because an individual may fit into more than one category.
. Health Status. Most elderly people are relatively healthy and free of

any major disability. National studies of major disability among the
elderly-defined as daily inability to perform some or all of personal care
activities (eating, bathing,dressing, toileting, and mobility)-ha.ve esti
mated that approxiinately 22 percent of persons over 65 are disabled. The
incidence of disability rises with advancing age-l4 percent of those aged
65-74, 28 percent of those between 75 and 84, and 58 percent of those over
age 85 are disabled. These studies have also shown that the prevalence of
disability and illness is disproportionately high among the poorer elderly
population.
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Percent ofElderly People Below the Poverty Level
By Selected. Characteristics·
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The elderly are the heaviest users of health care services. Individuals
over 65 represent 25 percent of hospital discharges, and 86 percent of all
patients in nursing facilities, even though they represent only n percent
of the total population. In addition, they account for 25 percent of all
Medi-Cal expenditures, even though they represent only 13 percent of all
Medi-Cal eligibles.

The U.S. Bureau of Labor Statistics reports that out-of-pocket health
care costs represent. 3 percent of income for individuals under 25, 4
percent for individuals between 35 and 44, 9 percent for those between
65 and 74, and 12 percent of the incomes of persons over 75.

Marital Status. Because there are so many· more elderly womeIi· than
men, men are more likely to be married in old age than women. While
70 percent of men over age 75 are married and only 22 percent are
widowed, only 24 percent of women over 75 are married and 67 percent
are widowed. The California Department ofAging (CDA) estimates that
19 percent of Californians over the age of 60 live alone.

Ethnicity. California's elderly population will become increasingly
nonwhite, reflecting the state's changing racial and ethnic make up. The
U.S. Census Bureau estimates that in 1988 California's 65 and over
population was 82 percent white, 5 percent black, 9 percent Hispanic, and
5 percent Asians and others. The DOF estimates that by the year 2020,
the 65 and over population will be 60 percent white, 4 percent black, 20
percent Hispanic, and 16 percent Asian and others.

STATE PROGRAMS SERVING OLDER CALIFORNIANS

In California, 18 state agencies currently administer 40 separate
programs that provide services and benefits to older individuals. These
agencies are displayed in Chart 3. (The chart also shows the acronyms for
these agencies, which are used in Chart 4, below.)

Chart 4 lists state programs for seniors and provides summary infor
mation on their eligibility requirements, caseloads, and costs in the
current and budget years. The chart shows that the budget proposes to
spend $4 billion on these programs in 1989-90, which represents approx
imately 6 percent of total state spending (General Fund,.federal funds,
special funds). The General Fund will finance about $2 billion, or 50
percent, of expenditures for senior programs, and the federal govern
ment will fund $1.9 billion, or 48 percent. The remaining $100 million; or
2 percent, is supported by state special funds brlocal funds. (Expendi
tures from local funds are included iIi the totals columns, but are not
separately displayed in the chart.)
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Chart 3

State Agencies That Provide Services and Benefits
to Older Californiansa

Department of Social Services DSS
Franchise Tax Board FTB
Department of Economic Opportunity DEO

Department of Health Services ..........•..•... DHS
California Department of Aging ....•••.•.......• CDA

Department of Rehabilitation .., DOR
Department of Housing and
Community Development HCD

Employment Development Department EDD
Department of Transportation Caltrans
Department of Justice DOJ
State Department of Education SDE
Department of Veterans Affairs DVA

Department of Foodand Agriculture DFA
California State University CSU
Department of ConSumer Affairs DCA
Department of Motor Vehicles ; DMV
Department of Parks and Recreaction DPR
Department of Fish and Game DFG

The budget-year total represents an increase of· $123 million, or 3.2
percent, above estimated current-year spending levels. The increase is
primarily due to (1) an $83 million increase in SSI/SSP costs related to
increased caseloads and the full~year costs of state and federal cost
of-living adjustments (COLAs), which took effect on January 1, 1989, and
(2) a: $49 million increase in Medi-Cal costs due in part to long-term care
rate increases. granted in 1988-89, projected caseload increases, and
increased costs of Medicare premiums (for seniors· who are eligible for
Medi-Cal, the state covers the costs of the Medicare part B premium so
that the recipient can receive Medicare coverage for such nonhospital
costs as doctor'soffice visits).

The chart groups senior programs into the.following three categories,
based on the programs' eligibility criteria:

• Programs Available to Low-Income Seniors. These programs ac
count for 93 percent of all spending on seniors.

•. Programs Available to All Seniors. These programs account ·for
approximately 4 percent of all spending on seniors.

• Programs That Have No Age Requirement, But Which Predomi
nantly Serve Seniors. These programs represent 3 percent of all state
spending on older Californians.
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Table 2 summarizes expenditures for senior programs by the type of
benefit .or service provided. As the table indicates, income support
programs and health services programs account for.$3.4billion, or 83
percent, of expenditures for the benefits and services that the state will
provide to older individuals in 1989-90.

Table 2
Summary of Services Available to Older Californians

by Program Type
1988-89 and 1989-90

(dollars in millions)

1988-89 1989-90
State Federal Total a State. Federal Total a

Type ofprogram or service
Income support ........................ $957 $746 $1,702 $974 $817
Health serVices ........................ 763 747 1,522 786 772
Supportive social serVices ............. 195 282 555 190 284
Employment ........................... 14 14 11
Other services ......................... 77 14 105 75 15
Discount programs .................... 2 2 2

Totals b ............................ $1,993 $1,804 $3,900 $2,027 $1,898

$1,787
1,568

551
11

104
2

$4,023

a Local expenditures are not shown separately, but are included in the totals.
b Detail may not add to· totals due to rounding.

Who is Served by These Programs?

Chart 4 groups programs for older Californians primarily according to
their age and/or income eligibility criteria. As the chart also shows,
however, there are a wide variety of state programs designed to serve
different subgroups of the elderly. Below, we discuss three categories of
prognuns for the elderly; and where client profile data are available~

further identify the elderly subgroups served by the programs in each
category.

Programs for the Well Elderly. Some programs designed to provide
entertainment, community involvement, or disease prevention focus
services primarily on older people who are in relatively good health.
These programs include: Preventive Health Care for the Aging, employ
ment services, the Volunteer Service Credit and Foster Grandparents
programs, and some of the adult education courses for the elderl),.

Programs for the Disabled Elderly. A number of senior programs are
targeted at elderly persons with restricted "self-care" abilities; These are
often referred to as long-term care programs. Table 3 shows a selected list
of programs for the disabled and the participation, by sex and age, in
these programs. The table shows that women and theyery old generally
have the highest participation rates in these programs.
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152 366
volunteers

113 319
volunteers

Age 62 or older; must own and
occupy residence; income less
than $24,000

Stipends for seniors who provide IAge 60 or older and income
supportive services to children less than the poverty level
with special needs

Age 65 whh (l)limhed
resources and (2) "countablen

income that does not exceed
the maximum grant

Annual grant based on property Renter age 62 or older and
tax equivalent low-income (less than

$12,000) or disabled (all ages)

Direct reimbursements for portion Age 62 or older, or disabled;
of property taxes must own and occupy home;

income less than $12,000

Foster Grandparents
program (CDA)

Senior Companion program IStiPe,nds for seniOrs, who provide 'I,Age 60 and older and income
(CDA) supportive services to aduhs whh less than the poverty level

special needs

Senior Chizens Property IPostponement of property tax
Tax Deferral (FTB) payments

Senior Chizens Property
Tax klsessment Program
(FTB)

Senior Chizens Property
Tax klsistance (FTB)

Chart 4

Programs Available to Older Californians By Eligibility Type
1988-89 and 1989-90 (dollars In thoosands)

liiililllliiillllllll~I~III~~~llllllllllllllllil:l.~~lli~~II!~~lil:I:I:I·II··.::::::

Medi-eal (DHS)b Inpatienvoutpatient acute med,iCallAge 65 and Old,er, and public I, 400,900(average
services, long-term care, ancillary assistance recipients or meet per month)
heahh services age, disabilhy, and income

requirements

$747,243 1$747,243 I $1,494,486 I $771,539 I $771,539 I $1,543,078
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Employment ServlC8S less than 125 percent of
(COA) ," poverty level
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Golden Bear Passes (OPR) Reduce price on annual state Age 65 and older and below

park pass specified income level

Oiscount Fishing licenses ReducedpriceonflShingrlC8nse Age65andolderand I 17,801 I 2981 - I 298 I 311 1 -I 311
(OFG) receiving SSVSSP or with

specified income
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Nutrition(COA) Meals provided at communfty Age 60 or older (and
centers or delivered at home spouses regard~ of age)

Supportive Services and Include in-home, transportation, Age 60 or older
Centers (COA) and case management services I 882,810 I 2,904 I 24,6721 53,0071 2,9041; 24;775 I 53,008 I

~
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Cal~ornia Exposkion and I. Redu.ced State Fair admission .1 Seniors
StateFair(qFA)' .,'

50

30

820

2,646

1,836

30

50

820

1,836

26

800

26

8001,500

25,858

Age 60 or older

Cards issued for purchase Qf
discountedgooos .and.services
from volunteer merchants

Assistance in understanding
coverage and provided through
Medicare and private insurance

Cal~ornia State University IStudent fee waivers
(CSU) , . ". "

Mobilehome Park
Al;sistance Program (HCO)

Golden State Senior
Oiscountprogram (OCAI
COAl

liliilill~~illllll!!I~III~~~~IIII~llllliililill~I~~~~1~~I~ii'~~~":·:mE

Volunte~rSe~ice Credit
program (COA)e

Heakh Insurance.
Counseling and Advocacy
program (COA).. .... " ~

SeniorCkize.ns' Shared
.HO~ing(HCO)

~::--' ,-;-.", " . " ',' -,

r~M:~tQY:M~m:=:::::::::::(i/::::/::::::::::::tti(:::::::((::::=((]})=:=}}:

Job Training Partnership Employment and training
ActlOlder Workers (EOO) services
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Identification cards (DMV) Reduced price and extended
period of valid~y on
Idenmication cards

Age 62 or older 89,200 444 444 456 456

2,362

11,354

2,362

11,354

$79,684 I $165,934$18,680

2,362

11,354

2,362

11,354

$83,243 I $174,396$24,007

Unknown

Unknown

Income less than 150
percent of poverty level

Income less than 130
percent of poverty level

Heating assistance grants

Emergency assistance to
householdsuniible to payutil~y· .
bills

Lovi-Income Home'Energy
Assistance program (DEO)'

EmergencyCiisis
Interv~ntion program
(DEO)

SUBTOTA~S. PROGRAMS AVAILABLETO ALL SENIORS

Alzheimer's Research,
Diagnostic, and Treatment
centers (DHS)

Aduk Day Healtl1 Care
(CDA)'

Research, diagnostic, and
trealmentservlCes provided to
patients and families

Heahh and social services
provided in nonresidential
centers

Symptoms or indications of
Alzheimer's disease

Frail elderly and other
disabled adlihs

Unknown

3,538

$3,564

111

3,564

111

3,564 3,546

Alz~eimer's Day Care- . ISupportive services provided to Symptoms of Alzheimer's I 1,116 I 1,550 I -I 1,550
Resource Centers (CDA) • patients and caregivers disease or related disorders

Unkaglls(CDA) Case management to link Aduhs who are not certiliable 1 4,t26 1 3,9001 -I 3,900
clients to various social for placement in nursing
services homes

Respfte Care program IReferral of clients and families Heahh of careter at risk; I no I 601 -I 60
(CDA) to resp~e care providers client at risk 0 inst~utionali-

zation

Senior Seff-Reliance IAssistance in overcoming IAge 55 or older with Iim~ed I Unknown I 102 1 -I 102
program (DOR) barriers to mobility" . visual acuity

1,550

3,900

30

102

1,550

3,900

30

t02

~
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Table 3
Selected Programs Serving the Disabled

Participation by Sex and Age
1987-88

Progrom Men
Multipurpose Senior Services Program.... 23%
Linkages. . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . .. .. 31
Adult Day Health Care.................... 30
Alzheimer's Day Care...................... 37
In-Home Supportive Services.............. 29
Nursing facilities ;' ;;............. 25

a These figures are for slightly different age categories.

Women
77%
69
70
63
71
75

Under
Age 65

0%
31
22
12
33
13

Age
65-74

31%
22
25
25
39 8

15

Age
75+
69%
47
53
63
28 8

72

The profile of clients in two of these programs, In-Home Supportive
Services (IHSS) and Medi-Cal, illustrates the subgroups of the elderly
that are most likely to use long-term care services. As Ghart 4 indicates,
the budget proposes almost $2 billion, for 'these two programs ($390
million for IHSS and $1.5 billion for Medi~Cal), or 48 percent of tobll
expenditures for senior programs. Of the total amount proposed for
Medi-Cal, $831 million, or 55 percent, is for nursing facility care for
persons age 65 and over. "

Table 3 shows that three-quarters of nursing facility residents are
women '. and nearly three-quarters are over 75, years, old., In addition,
national studies have shown that, widows and widowers, whites, and
persons with few children, are disproportionately represented among
nursing facility residents. Table 3 also shows that women are the majority
of IHSS recipients. The Department of Social Services (DSS) data on
IHSS further show that 76 percent of the recipients do not have a spouse
available to provide care and that 48 percent are minorities.

Although nursing facility costs represent over half of all Medi-Cal
expenditures for the elderly, only 2.9 percent of California~spopulation 65
and over is in nursing facilities, as compared to the national average of 5
percent. This may be attributable to several factors including (1) the
limited nUIl).ber of nursing facility beds available in the state, (2)
California's relatively heavy use of nonmedical residential care facilities,
and (3) the availability of alternative community services in California,
m9st notably IHSS. '

California'slow nursing facility utilization rate may demonstrate that,
in many cases, the programs shown on Table 3 are alternatives for each
other. Thus, the availabilityorlack of one service can have an impact on
the demand and utilization of other services.

While for some individuals the programs in Table 3 may serve as
alternatives to each other, other individuals may need the services of
several of the programs. For example, the Multipurpose Senior Services
Program (MSSP) provides a multidisciplinary assessment of its clients to
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help them remain at home. The assessment often calls for the individual
to receive IHSS services andto participate in anAdult Day Health Care
(ADHC) program. In addition to receiying otherlong-term care services,
the same MSSP client could receive meals and transportation through an
Older Americans Act provider,medical coverage through Medi-Cal, and
cash assistance through SSI/SSP.

Currently, programs within and across departments, are unable to
report on ,all the services that individual clients receive. The lack ,of
unduplicated clientciata makes it difficult to idenpfy the vllrious pack
ages of services that different sllbgrouI>s of the elderly population may
require, or the total number of individuals currently being served by the
programs.

Fm.ally, Table 3 illustrates that most of the programs that serve the
disabled elderly also serve ayounger disabled client population. In the
future, the Legislature will be faced with the increasing demands of a
groWing number of individuals under 65 with similar disabilities and
service needs. Two major factors in this regard are (1) improvemen:ts in
medical technology that prolong the 'lives of persons of all ages with
chronic diseases or disabilities and (2) the increasing number of persons
with AIDS who may require long-term care services; Although this
section: focuses on senior programs, it is important to remember that
manyofthe programs that serve seniors have a broader pool of potential
recipients, and changes in the under 65 population will also affect the
demand fOr the programs.

OlderAmericans Act (OAA) Programs. Chart 4 includes expeI1ditures
for twoptograms-nutrition ($101 million) and supportive services and
centers ($53 million)-wfuch are funded by the OAA. Enacted in 1965,
the OAA provides'funding for a range of services for persons 60 andover.
The OAA prohibits the use of a means test for these programs but
requires that they be targeted at persons in greatest social arid economic
need.

The CDA,based on federal guidelines, defines individuals as having the
greatest. social need if they llave, at least two oftlle following character
istics: a lariguage/communicationbarrler, a haridicap, they live alone, or
they are 75 or over. Individuals are classified as having greatest economic
need if their incomes are at or below the SSI/SSP grant levels.

Alt~ough available to any person over 60; the progratns currently serve
primarily those in greatest social or economic need. TheCDA reports
that in 1987-88, 47 percent of participants in congregate nutrition
programs (meals served at a nutrition site) met the criterion of greatest
economic need, and 27 percent met, the criterion for greatest social need.
Of the' CDA'sdients Who received home-delivered meals; 54 percent
were categorized as being in greatest economic need and 64 percent
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were categorized as being in greatest social need (the two percentages
exceed 100 percent because some people are counted in both categories) .
In the supportive services and centers category, 54 percent of transpor
tation recipients were in greatest economic need and 53 percent were in
greatest social need. Among in-home service recipients, 44 percent were
in greatest economic need and 58 percent were in greatest social need.

WHAT IS THE "UNMET NEED" FOR SENIOR PROGRAMS?

The Legislature has focused greater attention in recent years on the
"unmet needs" of theelderly population. "Unmet need" has also been a
concern at the federal level. For example, the 1987 amendments to the
OAA require the u.s. Commissioner on Aging to submit to Congress by
September 30, 1989, the national unmet need for all OAA programs. The
CDA is required to submit data on California's unmet needs by June 30,
1989.

Obviously, decisionmakers need information on the needs of the
elderly population in order to design senior services arid programs and to
guide them in allocating resources to and among the various programs.
Assessments of "unmet need" are potentially useful in both respects.
There are, however, two significant problems that arise in assessing
unmet need. First, the term "need" itself is subjective. Specifically, a
service that one policymaker regards as a necessity may not be seen in
the same light by a policymaker with a different set of priorities.

Second, the available data on seniors and on their use of existing
services are limited. As Table 3 illustrates, many of these programs serve
clients within the same subgroups. A person could choose one or more of
several services to meet his or her needs. For example, an elderly
disabled person could use ADHC and/or IHSS. Estimates of unmet need
for anyone program are, therefore, limited by the .lack of data on how
older people use services, or what the trade-offs are between programs.

To help bring the question of unmet need into sharper focus for the
Legislattire, we have selected three programs for further review: one
entitlement program-the IHSS program-and two programs· that are
currently available only in certain parts of the state-the ADHCand the
Alzheimer's Day Care Resource Centers (ADCRC) programs.

The In-Home Supportive Services (lHSS) Program

TheIHSS program is an entitlement program-that is, any individual
in the state is entitled to receive program benefits if he or she meets the
eligibility criteria. These criteria consist of income and resource criteria
(the individual must be "poor" enough to qualify forSSI/SSP) and need
criteria (the individual must be aged, blind, or disabled and be assessed
by a county social worker as needing the care provided by the program

10-78860
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to remain safely at home). Like other entitlement programs for the
elderly---'such as the SSI/SSP, Medi-Cal, and property tax assistance
programs-the availability of IHSS is not limited by the appropriation
levels in the. budget.

Thus, at one level the program could be considered to have no unmet
needs, as all eligible persons who seek these services are provided them.
Even though IHSS is an .entitlement program, the Legislature is still
frequently confronted with issues regarding unmet need for IHSS, which
usually fall into one or more·of the· following categories.

Administrative Issues. The IHSS program is administered by 58
different counties. There are, consequently, practical differences with
respect to how each county assesses need and makes arrangements to
deliver services. These differences can have a significant effect on the
level of service actually proVided to recipients. For example, the average
IHSS hours per case in 1988-89 ranges from a high of 116 to a low of 22,
depending on the county. Individuals in low-hou,r counties could argue
that they have unmet needs because their county is providing fewer
hou,rs than they might get in another county.

Cost Control Issues. Benefit levels in the IHSS program have been
partially influenced by the Legislature's decision to control program
costs. Currently, the major cost control measure in the IHSS program is
the statutory limit on the number ofhours per month that an individual
can receive (283 hours for severely impaired and 195 hours for non
severely impaired clients). The DSS estimates that 1.2 percent of IHSS
recipients, or approximately 16,000 recipients in 1988-89, have been
assessed by cQunty social workers as needing more .hours than the
statutory limit allows. Therefore, the limit on hours results in "unmet
Ileeds" for some recipients.

The 1989-90 Budget proposes a $64million General Fund savings due to
proposed new IHSS cost control measures that could have a significant
impact on the extent to which the program meets the needs of recipients.
We discuss the proposed new cost control measures in more detail in our
Analysis of the 1989-90 Budget Bill (please see IteIll 5180-151-00l).

Eligibility Issues. Under the current IHSS program, itis possible for an
older person to "need"IHSS services but not receive them. Specifically,
the existing IHSS eligibility criteria target services at individuals who are
poor enough to qualify for SSI/SSP.People with more income than
SSI/SSP recipients can receive the services, but they are required to pay
for them out of their own pockets, at least until they "spend down" their
incomes to welfare levels. Thus, individuals may have "unmet needs"
because they require IHSS services to remain safely at home, yet the
income and resourcelimits are too low for them to qualify for the services
without charge.
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Program Flexibility Issues. The JHSS program provides assistance to
recipients with the goal of helping them to remain safely at home. Some
individuals may receive IHSS hours when some other kind of service that
the IHSS program cannot provide could meet their needs. For example,
a person who has. difficulty walking can receive IHSShours for shopping
and meal preparation. However, under current IHSS guidelines, the
program cannot purchase a walker or wheelchair ranip to help the
recipient perform these tasks more independently, and thereby reduce
the amount of IHSS hours needed. Individuals who want to be more
independent could have "unmet needs" because,under current law, the
IHSS program does not have the flexibility to· purchase the needed
equipment.

Program Awareness Issues. Finally, the Legislature often hears of
individuals who need IHSS and who meet the eligibility requirements of
theprogram, but who do not receive services because they are notaware
that the services are available.

The Legislature has a great deal of flexibility in how it addresses each
of the kinds of unmet needs issues that arise with respect to the IHSS
program. Unlike many entitlement programs, there are few federal
constraints on how the Legislature can structure the IHSS program. On
the. other hand, dealing with any of these unmet need issues would
involve major fiscal or programmatic trade-offs. For example, the Legis
lature could eliminate the statutory limit on the maximum hours of
service that individual recipients can receive, but to do so would either
entail major new costs or the iinplementation of an alternative cost
control mechanism. Similarly, the Legislature could raise the IHSS
incoine and resource limits so that individuals with higher incomes coUld
receive IHSS, but to do so would also entail major new costs. Rmsing the
financial need standard for IHSS would also raise the issue of increllliing
similar limits for SSI/SSP and Medi-Cal eligibility. .

The Adult Day Health Care (ADHC) Program

The ADHC program provides health, therapeutic, and social support
services to persons 18 and over whose disability places them at risk of
institutionalization. There. are 63 ADHC centers in 24 counties,and we
estiqlate.that the average. center serves approximately 70 elderly and 20
nonelderly clients per month. ADHC is a Medi-Cal benefit for eligible
beneficiaries and the CDA estimates that almost two-thirds of ADHC
clients are Medi-Calrecipients. The remainder are private clients who
pay on a sliding fee basis. Currently; only private nonprofit organizations
can be licensed as ADHC centers and receive Medi-Cal funding..

Since ADHC is available in only 24 counties and to only a limited extent
in those counties, it is reasonable to assumethatthere is an "unmet need"
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for this service. That is, if the service were available statewide, more
people would use it. One way to estimate this need is by using research
estimates which have shown that (1) 5 percent of those over age 65 and
not in nursingfacilities are disabled enough to qualify for ADHGand (2)
in communities where ADHC is available, 25 percent of those eligible
would actually use the service, while the remaining 75 percent would use
other alternatives such as in-home services or family caregivers. Applying
these figures to California's elderly population, we estimate that 37,000
individuals who are not now in nursing facilities would use ADHC if it
were. available statewide. This represents an increase of 33,000 clients
over the number currently served by ADHC centers,In addition, some
unknown portion of the state's nursing facility population would also
probably use ADHC centers if more were available.

Assuming a caseload of 70 elderly clients per center, the state would
need 530 centers to serve 37,000 elderly ADHC clients. Thus, according to
this methodology, it would take an increase of at least 467 centers, or
roughly 700 percent, to provide enough slots for all potential elderly
ADHC users in the state.

In the past, the Legislature has encouraged the opening of new centers
by providing one-time "start-up" grants of up to $50,000 per center. One
way to meet the "unmet need" for ADHC identified above would be to
provide more of these start-up grants. Using this approach, it would cost
up to $23 million General Fund to create 467 new centers.

In addition to the start-up costs, the expanded ADHC capacity would
result in potential ongoing costs to the Medi-Cal program. For example,
if the new centers served 11 percent Medi-Cal clients (the approximate,
ratio of Medi-Cal beneficiaries in California's over-65, nonnursing facility
population), the costs of their care to the Medi-Calprogram, .assuming
the current rate of reimbursement, would be abput$22 million ($11
million General Fund) annually.

These costs, however, would be offset to an unknown extent by savings
associated with increased ADHC use. First, it could reduce costs for IHSS,
Medi-Cal (for services such as hospitalization and home health services),
and other community services now being used by these clients. Second,
to the extent that the increase resulted in an overall reduction in;nursing
facility use by all Medi-Cal clients, the Medi-Cal program would experi
ence savings.·This is because the Medi-Cal rate for nursing homes is more
than the rate for ADHC. However, the curreritdemand for nursing
facility beds outstrips the supply in California. It would therefore take a
substantial increase in ADHC ,use to reduce the actual Medi"Caluse of
nursing facility beds in the state.

Given the magnitude of the "unmet need" for ADHC, it is important
to consider why there are currently so few centers in California. One
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explanation may be that providers are discouraged from starting new
centers because the fees that they receive are low, relative to their
operating costs. Thus, in addition to the option of providing more start-up
grants, the Legislature has two options for increasing the supply of
ADHC: (1) increase the Medi-CaLrate (which would result in new
General Fund costs) and (2) review the existing ADHC licensing
requirements in order to identify ways of reducing providers' costs,

Ab;heimer's Day Care Resource. Centers (ADCRCs)

ADCRCs offer a day program of nu,rsing, activities, and supervision to
persons who are suffering from moderate to severe Alzheimer's disease
ora related dementia disorder such as Parkinson's disease. The CDA
advises that 26ADCRCs will serve approximately 1,500 clients in1989-90.
These centers receive annual General Fund grants of approximately
$60,000 and are required to provide a 25 percent match from county, Area
Agency on Aging (AAA), or other local funds. In addition to state and
local resources, the centers receive· some of their funding from revenues
generated by a fee, which is based on a sliding scale tied to client income.

National estimates on the prevalence of dementia vary. In the past, the
CDA has used the estimate of the COQ.gressional Office of Technology
Assessment (OTA) that .seyere dementia affects 1 percent of those age 65
to 74, 7 percent age 75 to 84, and 25 percent over the age of 85. In
a'ddition.,theOTA'.estimates that there are one to three persons with
mod~rate·dementia for every person with severe dementia.

Using a conservative estimate of a one-to-o:J:le ratio for moderate to
severe dementia, we estimate that in 1988, up to 300,000 persons 65 and
over,are eligiblefor the ADCRC program, Assuming the same 25 percent
utilization rate that we applied for ADHCs, this would mean that
approximately 75,000 persons might use ADCRCs if. these centers were
available statewide. Toserye a clientele of this magnitude would require
approximately 1;300 new ce,nters.· At the current General Fund. cost of
$60,000 per center, this would result in a new ongoing General Fund cost
of$78 million per y{!ar. IncreasiIig the number of ADCRCs could also
reduce costs for altemative services' (such as IHSS and ADHCs) to. the
extent that individuals choos,e ADCRCs over those programS. Neverthe
less,our analysis indicates that it would require a major new General
Funq commitment to expand the ADCR~ program statewide.

WHAT GIJIDELINESSHOULD GOVERN LEGISLATIVE DECISIONMAKING?

In developing a strategy for responding to the increasing demands for
services for the elderly, there is no "right" or "besf' approach. The
strategy selected by the Legislature will depend on its spen.ding priori
ties, available state resources, and policy decisions about the types of
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programs and benefits to, provide for older people. Our review .of
programs for seniors, however" suggests that there are several guidelines
which deserve high priority in the, Legislature's planning process.

Give High Priority to Funding Services Targeted at Elderly Sub
groups Most in Need of Government Services. Older people are mem
bers of a variety of subgroups, each with different needs, rather than a
homogeneous population, all with the same needs. To a large extent, the
Legislature's priorities for serving these subgroups are reflected in the
way existing programs are set up. That is, most of the money the state
now spends 'on seniors goes to'serve the poorest and the most disabled. In
directing resources to programs for seniors, the Legislature may have to
further target limited state resources on the most needy subgroups. For
example, Om review of senior nutrition programs, shows that a higher
percent of home-delivered meals participants are in "greatest economic
need" (54 percent) than those served at a congregate nutrition site (47
percent). In addition, home delivered meal participants are homebound
by reason of illness or disability,or are otherwise isolated. Moreover, 64
percent of home-delivered meal recipients are in "greatest social need,"
compared to 27 percent in the congregate, program. Therefore, in
allocating resources for senior nutrition, ,the Legislature'may wish 'to give
priority to the home-delivered meals prograIll because it is targeted at
one of the neediest subgroups ofthe elderly population.

Give Priority to Funding Programs in Underserved ,Areas. .The
Legislature has established a number of programs for seniors. in recent
years, particularly in the area of long-term care, that are not available
stateWide. Given the limited' resources available' for increasing the
availability of these programs, we think the Legislature' should consider
expanding first into underserved areas that have demonstrated needs but
that currently have few programs or have not benefitted from the recent
expansion of long-term care programs.

One way that the Legislature could accomplish the goal of expanding
services to underserved areas would be to establish funding criteria for
programs thatare flexible enough to permit the selection of communities
with few eX!,'sting programs.'Cu,rrently, new applicants are often required

, .', • ii. '.

to show thatthey have previollsexperience in providing the service, or
that there are services available in their communities that will enhance
their ability torespond to client needs. While these requirements are
intended to ensure program quality, they also have the unintended effect
of limiting thealJilitypf providers in underserved areas, who are likely to
have limited program experience and few available community services
to submit successful.applications. .

Evalf!rate Program Goals. There are a variety of goals that. may be
appropriate for senior service~preventinginstitutional placement, pro-
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moting independence, assisting family caregivers, reducing poverty, or
preventing illness. The particular goal of a program can significantly
affect its costs and its ability to meet needs.

Under current law, for example, the IHSS program currently has a
stated goal of keeping individuals "safe" in their own homes. For this
reason, IHSS provides domestic and personal care services to recipients
who are not at risk of nursing facility placement. If, however, the IHSS
program's goal were to prevent or delay institutional placement, the
program would probably not serve most of these· clients·at all. Instead, it
would offer a relatively high level of services, potentially including hours
above the current maximum, to a reduced recipient population-those at
risk· of being placed in a nursing facility-to prevent their institutional
ization. Alternatively, if the goal were to promote independence, it might
provide services such as walkers or wheelchair ramps that are currently
not available. We think it is frnportant for the Legislature to evaluate the
cost implications and client impacts of alternative goals for senior
programs.

Minimize Program Duplication and Encourage Local Cooperation.
Current programs within and across departments are unable to report an
unduplicated count of the clients they serve or to identify all the services
that individuals receive. This lack of program data makes it impossible to
determine the extent to which current programs duplicate and overlap
each other. Nevertheless, it is clear that a number of local agenci
es-county welfare departments, AAAs, Medi-Cal field offices, long-term
care programs, and private agencies-provide services to the same
clients. Each program incurs costs to keep client records, report to state
departments, perform assessments of client needs, and monitor the
services provided. To minimize the potential for duplication and ineffi
ciency that exists when so many agencies serve the same or similar
individuals, the Legislature could require local agencies to consolidate
administrative functions, or it could provide funding incentives to
encourage local agencies to work together or to consolidate.

In addition, in order to better identify overlap and duplication, the
Legislature could encourage the CDA to improve its data collection
systems. We discuss the department's data collection systems in more
detail in our Analysis of the 1989-90 Budget Bill (please see Item 4170).

CONCLUSION

For purposes of determining the demand for senior programs, the
elderly should be viewed as members of a variety of subgroups, some of
which may not require government assistance. Currently, the majority of
state spending for older people is on income support and health services
primarily for the elderly poor.
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Departments that currently serve the elderly cannot· provide an
unduplicated client count of their clientele· across programs, and there is
limited information about patterns of service utilization by this popula
tion group. Using current program definitions, eligibility criteria, and
demographic data, itis possible to estimate the potential demand for
some programs that serve. the elderly. However, these estimates. do not
account for the individual choices and preferences that would ultimately
determine how clients would use the services. .

There are two sigJ;lificant problems that arise in assessing unmet p.~ed

for senior services for purposes of legislative decisionmaking. First,
"need" is a subjective term meaning different. things to different
policymakers. Second, existing data on program use islimited. Theref9re,
the Legislature may wish to allocate resources for senior programs using
priority guidelines, and to continually review existing programs. and
eligibility criteria to ensure that programs serve priority subgroups of the
elderly in the most cost-effective manner. .
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In'surance Reform

What '§!feCts Will Proposition 103 Have on Buyers and Sellers of
A.utomobile Insurance in California?

Summary

• Proposition 103, which the voters approved in November 1988,
provides for insurance premium rate rollbacks, the approval of
future rate increases, and measures intended to make California's
insuranCe industry more competitive. While the measure affects
auto, fire and liability insurance, this analysis focuses solely on auto
insurance because 'it is the largest segmentiaffected by the measure.

• The insurance industry's CUrrent problems are'traceable to a variety
, offactors. Consequently, there is no One simple solution to them.
• ' The effects ofProposition '103 on buyers and sellers of insurance are

difficult to predict, and will not' be known' until the measure
becomes fully implemented and operational.

• The most important determinants ofProposition 103's effects will be
how regulatory decisions are made, and whether the insurance
industry's premium rates have been due to excessively high profits or
simply the high costs of providing insurance coverage. If regulatory
decisions under Proposition 103 take proper consideration of eco,.
nomic' factors, and the rate review process itself is not overly
burdensome, the measure could help ensure that rates are consistent
with the underlying costs ofproviding insurance coverage.

• The insurance industry has certain competitive elements, such as
many firms and ease of entry into the business. However, little
relia-bledata exist as to' whether or not the insurance industry's
current prOfits are excessive. This is due both to data limitations and
disagreements about how to measure such profits.

• In order for the rate regulation process to workproperly and create
a minimum ofeconomic inefficiencies and distortions, it is impera
tive that the immediate and longer-term regulatory decisions relat
ing to ,premium "rate TQllbacks,andfuture premium increases be
based, on such factors;asactual costs and reasonable rates of return
on investment.

• Standards must immediately be. established both for measuring the
prOfitability of individual firyns,allocatingtheir costs to different
lines of insurance, and des,ignatingwhat level iJf prOfitability is
"acceptabl~~' for the purpose of approving premium increasere
quests. The Legislature should closely monitor this process to ensure
that it is done properly.
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• Regardless of whether or not the industry's premium rates and
profits are excessive, much of its current problems appear related to
the rising underlying costs of providing insurance coverage. Propo
sition 103 does not address this factor, and, to do so, other approaches
will be needed. There are a number of different options which· the
Legislature can consider for influencing costs.

INTRODUCTION

On November 8, 1988 California voters approvedProposition 1O~, one
of five different insurance reform measures that were on the statewide
ballot. Proposition 103 provides for signifiCant requctions in premium
rates for certain types of insurance (auto, fire and liability) and makes
variouschanges regarding how the insurance industryis tobe regulated
in California. The primary impetus behind passage of the measure
appears to have been the rapid rise in insurance premium l';ltes in recent
years, combined with uncertainty as to whether these premium increases
are fully justifiable 011 the basis of the actual costs of providing insurance
coverage.

The full implications of Proposition 103 for buyers and sellers of
insurance in California are not yet known, and will only become apparent
over time, after its provisions are fully implemented. Nevertheless, many
questions have already been raised regarding what the likely effects of
the measure will be. This analysis discusses the various possible outcomes
which might occur under Proposition 103 and the factors that will
influence exactly which ones ultimately prevail. The analysis focuses on
private automobile liability and property-damage insurance coverage,
because it is the largest segment affected by Proposition 103 and the
segment which has receivedthe most attention from boththeLegislature
and the public.

WHAT DOES PROPOSITION 103 DO?

Table 1 summarizes the provisions of Proposition 103. Four types of
provisions are especially significant.

Premium Rate Rollbacks. Proposition 103 requires that premium rates
for all policies written or renewed after November 8,1988 be reduced by
20 percent from the levels in effect as of November 8, 1987 (one year prior
to the election). Premium rates are then frozen until November 8, 1989,
at which time a further 20 percent rate reduction is required for "good
drivers." The measure allows individual insurance companies to file for a
full or partial exemption from the rate rollbacks if they are threatened by
"insolvency" (a term which the measure does not specifically define).



Category
Rate·changes:

Initial rollback

Additional changes

Rate regulation:
Filing and justification

Basis for 'rate

Factors for establishing rate
classes

Antitrust

Consumer Assistance

Other Features
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Table 1
Provisions of Proposition .103 8

Key Provisions

o 20% below rates in effect on November 8,1987 for all policies
written or renewed after November 8, 1988

o Rate freeze until November 8, 1989
o Additional 20% reduction in auto insurance rates for all "good

drivers" beginning November 8, 1989

o Effective November 8, 1989, prior review and approval ofall
rate changes

o Justification for all rate changes
o· Rates must reflect investment earnings
o No consideration given to "competitive conditions"

o Primary consideration given to driving record and miles driven
o Secondary consideration given to years of driving experience

and other factors as determined by commissioner

o Removes current exemption from antitrust and unfair business
practice laws

o Establishes a nonprofitcorporation to assist consumers and in-
tervene in rate proceedings .

o Requires Department of Insurance to provide comparative rate
information for, consumers upon request

o Permits sale of insurance by state-chartered banks
o Permits discounts and rebates by insurance agents
o Requires election of Insurance Commissioner
o Increases gross premiums tax and regulatory assessments to off

set administrative costs and state revenue losses due to insur
ance rate reductions

a These provisions generally apply to all lines of insurance covered by Proposition 103 (including auto,
fire andliability) .

Rate Regulation. Prior to Proposition 103, insurance companies were
not required to file rate changes with the Insurance Commissioner. The
Commissioner, however, had the authority to investigate rate changes
and require modifications in rates jf they were found· to be unjustified.
(This authority,however, was seldom exercised.) In contrast,PropQsition
103 establishes a prior approval process whereby any premium rate
change must be filed with thc:l Department of Insurance and cannot gQ
into effect until approved by the Commissioner. All proposed rate
changes that exceed 7 percent for personal lines and 15 percent. for
cQmmerciallines must be reviewed by the Commissioner. The Commis
sioner can choose whether or not to review smaller rate changes. If the
Commissioner declines to undertake this review, these rate changes
automatically go into effect after 60 days.

Antitrust and Un/air Business Practices. Proposition 103 eliminates
exemption of the insurance industry to the state's antitrust and unfair
business practices (such as price discrimination) laws. Removing these
exemptions allows the Attorney General to pursue investigations and
bring civil or criminal prosecutions where violations of law are found.
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Other Measures to Enhance Competition. Proposition 103 removed
several provisions that may have .restricted competition between insur
ance companies. These provisions include (1) restrictions on group
insurance, (2) prohibitions onagent commission rebates, and (3) restric
tions on entry into the insunmce business by commercial banks.' Addi
tionally, Proposition 103 requires the Department of Insurance. t() make
available to consumers premium rate comparisons. These provisions are
intended to improve the performance of the insurance industry by
enhancing competition.

Proposition 103 also provides for election of the California Insurance
Commissioner and establishment .of nonprofit consumer-intervenor
groups.

THE EFFECTS OF PROPOSITION l03-WHATARE THE KEY ISSUES?

Many different questions have been raised regarding the possible
effects that Proposition 103, once fully implemented, will have on the
buyers and sellers of insurance in California. The most frequently asked
questions are:

• What will happen to insurance premium rates?
• How will the measure affect the ability of Californians to. obtain

insurance coverage?
• What will the measure> do to the ability of insurance companies to

operate profitably in California (including the industry's competi
tiveness, profitability, and, ultimately, its overall financial health)?

How the Regulatory Process Functions Will Be Critical. As noted
earlier, complete answers to these questions will only become apparent
once Proposition 103 has been fully implemented and its effects have had
time to surface. One thing, however, is clear-,..the final outcome will
depend, to a large degree, on how the regulatory process established by
Proposition l03functions, including the specific criteria that will be used
to make decisions regarding premium rates. That is, the effects of
Proposition 103 on California buyers and sellers of insurance will depend
on .how the' performance of the insurance industry under the rate
regulation authority of Proposition 103 differs from how the industry has
performed in the past. Proposition 103's effects also will depend on the
impacts of the measure's pro-competitive enforcement powers--antitrust
investigations and prosecutions wider the unfair business practice laws.

Given this, we next review what is known about. the insurance
industry's characteristics and past performance, followed by a discussion
of the different types of outcomes that coUld result under Proposition 103,
depending on exactly the how the regulatory process works.
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CHARACTERISTICS ·AND PAST PERFORMANCE
OF THE INSURANCE INDUSTRY

The key issues of interest here are-Why have insurance rates been
increasing so rapidly in· recent years, and why has it become hard to
obtain affordable insurance coverage in certain areas of the state? Two
main explanations have been suggested. The first is that the insurance
industry has simply been responding to such factors as increased numbers
of claims and higher settlement costs. The second is that the insurance
industry itself isuncompetitive, and has been charging higher rates in
order to earn excessive profits. In considering these theories, the basic
question to ask is: To what extent has California"S insurance industry
been performing in a competitive fashion in recent years?

Why Does the Degree of Competitiveness Matter?

It is important to ask whether the insurance industry is "competitive"
because price levels in competitive industries generally are not out of line
with·· costs, nor do firms earn excessive profits over the long term. In
contrast, "noncompetitive" industries often are able to earn excessive
profits and charge consumers higher prices than their costs alone can
justify.' Thus; for example, if the insuraJiceindustry has in the past been
competitive in its pricing and profitability, Proposition 103's rate roll
backs would not be sustainable in the long run and could cause significant
disruptions in the short run,.including cutbacks in insurance availability.
If, on· the other hand,. the industry has not been performing competi
tively, then these rollbacks could be absorbed from excess profits and
sustained in the long run. (Even in this event, however, there could be
near-term disruptions as firms adjust tothis new environment.)

Is the Insurance Industry Competitive?

Considerable disagreement exists regarding whether insurance premi
ums and profits generally are greater than those which a competitive
environment would produce. Past studies examining this issue seem to
suggest that, at least on a broad industry:'wide basis, the profits earned on
private automobile' insurance lines of coverage have not been excessive
compared either· to other financial· or to manufacturing industries.
However, only a couple of these studies have focused specifically on the
profits of California auto insurance companies during the mid- to
late-1980s. Thus, at present, the evidence is not very conclusive as to
exactly how profitable insurance companies are, including whether their
profits· are "excessive" compared to· those which a competitive environ
ment would produce.

Measuring Profitability Poses Problems. The main reason for this
disagreeme~t involves tile problem of measuring insurance company
profits, including obtaining the necyssary data and determining the
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precise methodology for calculating profits..The earnings· of. insurance
companies are the net result of two factors: (1) their net underwriting
profits or losses and (2) the investment income from the reserve balances
they maintain. Depending upon the accountillgassumptions used to treat
this investment income, a variety of different profitmeasures can be
computed, and no consensus appears to.exist regarding which measure is
correct as an indicator of overall competitiveness.

What Do Other Indicators of CompetitivenessShowr Given the
problems of relying on profit data to determine if the insurance industry
is performing competitively, an alternative approach is to ask whether
the general structure of the industry is suggestive of a competitive
environment. This involves looking at factors which economists have
found usually correlate with competitive markets, such as the number of
firms competing in an industry and the ability of new firms to successfully
enter the industry. Our analysis indicates that:

• Many Insurance Firms Compete With One Another. Currently,
there are about 300 firms that compete against one another in
California selling automobile insurance, 54 of which each have sales
exceeding $20 million. Table 2 lists the market share and total
premiums earned for the 30 largest companies selling private auto
insurance in California. While it is true that eight firms account for
nearly two-thirds of all insurance sales, other measures of market
share indicate. levels of market concentration lower than federal
antitrust authorities usually consider as being potentially anticom
petitive.

• New Firms Constantly Enter the Market. Over the lO-year period
1977 through 1987, 106 companies entered the private passenger
automobile insurance market in California, wpereas 89 left the
market. Thus, the number of competing firms actually has increased
somewhat over time.

Conclusion-Competitive Elements Are Present. .The available data
suggest that certain competitive elements are at work in California's
insurance industry. Given this, it is not at all clear that California's high
insurance rates are due to an uncompetitive insurance industry that
charges too much and earns excessive profits.

What Other Factors Might Be Causing Insurance-Related Problems?

To the extent that uncompetitive performance is not the main cause
behind high and. rising insurance premiums and diffic:ulties in obtaining
insurance coverage in certain regions of the state, the main alternative
explanation for these problems is that they prim~rily reflect the increas
ing costs of providing insurance coverage to consumers. If this is true,
insurance companies are simply "passing through" to consuiners the
increased· costs of providing insurance and are no different froin the
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1987
15.4%
9.6
9.3
9.2
8.3
4.8
3.5
2.6
2.5
1.7
1.3
1.1
1.1
1.0
0.9
0.9
0.8
0.8
0.7
0.7
0.7
0.7
0.6
0.6
0.6
0.6
0.5
0.5
0.5
0.5

1982
16.7%
11.5
8.8

10.3
11.8
2.4
2.8
1.1
2.4.
0.8
1.1
1.5
0.6
0.0
0.9
0.5
1.2
0.7
0.2
0.6
0.3
0.1
0.5
0.1
0.6
0.1
0.5
0.6
0.3
0.3

Market Share
1977
15.8%
9.9
7.8

10.2
11.5
1.2
3.6
2.0
2.1
1.1
1.2
1.6
0.1
0.0
1.0
0.5
1.1
0.7
0.1
1.5
0.2
0.0
0.6
0.3
0.6
0.0
0.2
0.7
0.4
0.0

Table 2
30 Largest Private

Automobile Insurers in California
Market Share in 1977. 1982 and 1987

Total Premiums
1987

(in millions)
$1,427.1

893.7
863.0
851.8
767.9
446.5
322.0
242.7
230.4
157.3
120.6
105.7
103.8
88.6
86.1
85.0
74.3
73.5
66.4
64.7
64.5
62.7
57.9
56.4 .
54.8
54.3
50.3
49.5
47.8
46.1

Company'
State Farm Mutual .
Farmers Insurance "Exchange : .
CSAA Inter-Exchange Bureau .
Allstate Insurance .
Auto Club of Southern California .
Twentieth Century Insurance .
Mid-Century Insurance .
Mercury Casualty , ..
USAA .
State Farm Fire & Casualty .
Government Employees Insurance .
Safeco Insurance of America, .
Progressive Casualty Insurance .
New York Underwriters .
California Casualty Indemnity Exchange .
Century-National .
West American Insurance ..
Liberty Mutual Fire .
Nationwide Mutual ; .
Aetna Casualty & Surety .....•...............
USAA Casualty Insurance ..
Mercury Insurance .
Calfarm Insurance ..
Allstate Indemnity .
California Casualty Insurance .
Progressive Specialty Insurance .
Dairyland Insurance .
Colonial Penn Insurance...•.................
Financial Indemnity , .
All West Insurance .

• Certain companies in the list have common ownership.
Source: Underwriter's Report, Annual Statistical Edition (1978,1983, and 1988).

sellers of. other goods who incorporate their costs into the prices they
charge their customers. This, in turn, would imply that the "solution" to
problems like high premium rates is not to regulate rates in hopes of
lowering them, but rather to try to reduce th(J underlying cost pre~S1Jres

that insurers face.

What Types o/Costs Do Insurers Face? Chart'l summarizes the major
cost components of providing automobil~ coverage. (These data repre
sent average costs for the insurance market generally. Significant cost
differences for providing insurance to consumers exist between urban
and rural areas, within urban areas themselves and fromc<;>mpany to
company.) Chartl indicates that:
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Other Expenses

Claims-Related Expenses
Type Share
Collision and
comprehensive 20%

Property damage
liability 13

Wage loss and other
,--------1 economic damages 10

Medical costs 9
Plaintiff attorneys 8
Company attorneys 6
Pain and suffering 5
Other clalms-

handling expenses _6_
Total 770/0

Chart 1

Where The Insurance Dollar Goese

Type Share
F------j Commissions and

seiling expenses 13%
General'expenses and
surplus (or profits) 6

Taxes and license
fees 3

Dividends to policy
holders 1

Total 23%

a Source: Insurance Information Institute. These estimates Include both premiums and Investment earnings based on ..
1986 revenues and costs.

• About 77 percent of each dollar of premium and investment income
is either directly or indirectly associated with paying insurance
claims.

• Of the remaining 23 percent, 13 percent is for insurance commissions
and selling expenses, 6 percent is for general expenses and surplus
(surplus represents the funds available to the company to support
expansion), 3 percent is for tax~s and license fees, and 1 percent is for
dividends to policyholders.

Thus, most of the gross income earned by insurers goes for paymg
claims, marketing insurance products, and paying general business
expellses. It is only natural that premium rates will reflect increases in
these and other cost components. .

What Has Been Happening to Costs? The evidence indicates that
many of the' cost components of providing automobile insurance cover
age have been experiencing significant increases in recent years. This
certainly comes as no surprise to anyone' who has recently visited an
automobile body shop to have collision damage repaired, or spent time in
a hospital to receive medical treatment for aCCident-related bodily
injuries. Charts 2 and 3 show the statewide trend of average loss
payments by major loss category paid by insurance companies from 1977
through 1987. The different loss measures shown all indicate that rates
have grown in excess of 10 percent annually over the last 10 years.



Chart 2

Bodily Injury and Property Damage
Average Cost per Claim for Cars in California
1977 through 1987&
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& Source: Fast Track Monhorlng System. National Association of Independent Insurers.

Chart 3

Comprehensive and Collision Damage
Average Cost per Claim for Cars in California
1977 through 1987&

& Source: Fast Track Monhorlng System, Nlltlonal Association of Independent Insurers.
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California Has Especially High Costs. Insurance industry data indio
cate that California has higher insurance premiums than all but li few
~tates. This appears to be the combined effect of a variety of factors,
including: (1) the relatively high percentage of the population that lives
in urban areas, (2) congested freeways in large urban areas, (3) relatively
more small cars (which can result in more severe injuries), (4) relatively
more sports and specialty cars (which have higher repair bills), (5)
higher litigation rates, and (6) relatively high and rising vehicle theft
rates.

California also exhibits significant differences in claims costs and
frequencies of claims for different parts of the state. For example,
average claim costs are 98 percent above the statewide average in Los
Angeles and 17 percent below the statewide average for Sacramento. In
addition, Chart 4 shows that accident victims with injuries are far more
likely to litigate claims in court in Los Angeles and Orange Counties than
inrural.areas such as Humboldt and Tulare Counties.

Chart 4

Automobile-Related Lawsuit Rates
Statewide and Selected Counties
1979-80 through1986-87 (lawsuits per 100,000 population)

525

450

375

300

225

.'.'.'..,

Statewide

150 Humboldt
••••• ._.......... County

75 •••••••••••••••••••••••••••••••••••••••••••• Tulare County

79-80 8~181-82 82-83 83-84 84-85 85-86 86-87

What Has Been Happening to Premiums? Rising premiums have
accompanied the industry's costs of providing insurance coverage. This
can be seen by lookirig at premium data (available from an industry
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rating bureau) for several large California insurers over the period 1980
through 1988. Although these data have significant shortcomings, they
seem to suggest that premium rate increases during this period generally
were in line with claims cost increases. These data also show significant
differences in premium rates between rural and urban areas of the state
(for example, rates in central Los Angeles were about three times as high
as in Humboldt County in 1988).

Conclusion-Costs Area Key Factor. Given the significant rates of
increase in insurance cost components in recent years and the increased
propensity for claims to be filed, it is reasonable to conclude that high and
rising costs of providing insurance coverage are key contributors to the
problems of high premium rates and restricted availability of insurance in
certain geographic areas. This, in turn, suggests that addressing these
problems requires devising means of reducing these costs or at least
slowing their increase in the future. Given· that many different factors
affect the cost to insurers of providing automobile insurance coverage, a
variety of approaches will be needed.

Summary Regarding Industry Performance

The insurance industry has a relatively small number of firms account
ing for a majority of sales and undoubtedly has certain other attributes
suggesting potential performance problems. However, it also appears to
have a market structure which is consistent with a reasonable degree of
competition. It also is the case that the costs of providing insurance
coverage seem to have increased significantly in recent years, due to
factors like rising automobile repair costs, medical expenses, and liability
claims and settlements. Thus, while competitive shortcomings may
explain part of California's current insurance-related problems, it seems
doubtful that these problems can be addressed without also dealing with
the fundamental underlying cost problem-namely, insurance coverage
is becoming increasingly expensive to provide.

THE IMPACTS OF PROPOSITION 103
ON It-ISURANCE BUYERS AND SELLERS

As noted earlier, the key questions regarding how Proposition 103 will
affect buyers and sellers of insurance relate to how its basic provisions will
affect insurance premium rates, availability of insurance coverage, and
the ability of insurers to operate profitably in the state. As discussed
below, these effects will depend primarily on three factors:

• The extent to which the industry has already been performing in a
reasonably competitive manner, minimizing costs and earning ade
quate profits.

• The degree to which the underlying costs of providing insurance will
be reduced by the measure's provisions.
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• The exact manner in which regulatory decisions regarding preInium
rates and other factors are made once Proposition 103 is fully
operational.

What Will Be the Effects of the Premium Rate Rollbacks?

Several basic outcomes are possible regarding the rate rollbacks. For
example:

• One possibility is that the rollbacks will result in permanently
reduced premium rates with no adverse effects on consumers. This
would occur, however, only if insurers have consistently been
earning excessive profits that are not justified by their costs.

• Alternatively, if premium rates have generally reflected the in
creased costs of providing insurance (as opposed to simply reflecting
industry attempts to earn excessively high profits), the rollbacks may
not result in permanently reduced premiums without some other
types of offsetting adjustments, such as stricter underwriting stan
dards. Under this second scenario, insurerS initially might be able to
absorb at least some of these rollbacks by reducing their reserves;
however, this would only be a temporary solution, and probably
could not finance rollbacks of the 15 percent to 40 percent range that
might be required (the actual size of the rollback for any given
company depends on that company's specificpremium history since
November 8, 1987). Thus, sbme insurers might request full or partial
exemption from the rollbacks during the "rate freeze" period, while
others eventually would have to request permission to· raise their
rates back up into alignment with their costs. In either case, the
industry would experience near-term disruptions.

Which Outcome Will Prevail? Thelldual outcome probably will be
somewhere in between these two cases. Given .the data problems
involved, it is not possible to predict exactly what the final outcome will
be and how it might differ from company to company. It must be
remembered, however, that even· economically justifiable upward
premium-rate adjustments under the secbnd scena.rib will occur only if
the regulatory process permits them. Failure to do so would force the
industry. to compensate somehow for undercharging customers, such as
through tighter underwriting standards or the exclusion of certain types
of coverage altogether. In order to avoid such distortions, it will be
imperative that the immediate and longer-term regulatory decisions
relating to the premium rate rollbacks be based on such factors as actual
costs and reasonable rates of return on investment.

A typical example of where the regulatory process. regarding rate
rollbac~s may encounter a problem involves Proposition 103's provision
that insurers may seek relief from the rollbacks on the grounds. of being
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"substantially threatened withinsolvency." While the measqre does not
define this· term, i~ is commonly understood to imply severe financial
difficulty. Premium rates, however, should be set not at a level that
forestalls "insolvency," but rather one which allows insurers to both cover
their costs and earn an adequate profitmargin. over the long term. Thus,
although the rollbacks may not make a particular insurer immediately
vulnerable to "insolvency," they may preclude its .long-term economic
viability. The regulatory process will somehow have to deal with what
Proposition 103 literally pr()vides and what actually makes sense from an
economic. perspective.

What Will Be the EffeetsofOngoing Rat_Regulation?

.One can never say how regulation will work until it actually is tried.
However, the actual history of how rate regulation has worked in
different industries-especially industries that<exhibit some competitive
characteristics-':""is not very impressive. The reasons for this are varied. In
some cases, regulators have not correctly understood the basic economic
forces affecting an industry, and therefore have set rates that are either
too high (thereby causing excessive profits and harm to consumers) or
too low (thereby destroying the economic health of the industry). In
other cases, regulatory decisions h~lve shoWn. biases, .. either. in favor .. of
consumers or the industry being regulated. This has resulted in such
problems as reduced industry innovation and subsidies to certain cate
gories of COnsumers at the· expense of others. This history does not imply
that rate regulation under Proposition 103 cannot be effective and
consistent with competitive performance. It does, however, emphasize
that if regulation .is to "work," it must be neither pro-industry nor
pro-consumer. It must proceed from neutral ground andfocus on the
underlying economic realities ofthe insurance industry.

Exactly How Will Rates Be Set? One issue that will have to be
confronted imniediatelyis the specific criteria which should be used for
approving and dis!lpproving premiunl rate increases. For example,
Proposition 103 states that, in reviewing rate requests, "no consideration
shall be given tothe degree of competition." Exactlyhow this provision
is interpreted and rate requests are evaluated in relation to it remains to
be· seen. If rates do nottake into account "competition," there could be
a potential conflict with the measure's antitrust provisions.

Steps>That Need to be Taken. Before ProPQsition 103'8 rate regulation
process can. b~gi1!'. we .believe that. several difficult tasks must be
u1]dertaken and completed. Specifically:

• Standard~JorMeasuring Profits. Accounting standards must be
developed for J;neasuring the profits of insllrers, since this should be
the single most important criterion·used. in approving rate requests.
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Standards are also needed for reporting costs, allocating operating
costs between lines of insurance, and allocating both assets in
reserves and general overhead among lines of insurance and be
tween states.

• Determination ofAcceptable Profit Rates. Once profits are defined
and measured, an "acceptable" level of profits must be identified
which can serve as the standard for justifying the approval of rate
requests.

Developing these standards involves difficult and complex decisions.
However, the rate regulation process is unlikely to succeed without these
standards. There are several alternative approaches that. can be taken to
develop the required standards, such as (1) administrative proceedings at
the Department of Insurance or (2) enactment of legislation. Regardless
of the specific approach used, however, it is imperative that these
standards be correctly developed. Thus, the Legislature should closely
monitor implementation of the regulatory process to ensure that this
happens.

The EHeds of Other Provisions

The other, generally pro-competitive, features of Proposition 103
clearly olfer opportunities for improving the functioning of local
insurance· markets. For example:

• Making the industry subject to the same business practice statutes as
other businesses should provide both the public and the state
Attorney General with incentives to pursue allegations of anticom
petitive behavior or unfair business practices (including discrimina
tory underwriting practices).

• Removing other restraints on competition could have some positive
effects on industry performance. For example, those with group
coverage could be in a better position to bargain. with insurers, and
elltry by banks could stimulate additional competition within the
industry.

• Providing comparative.premium-rate data to consumers upon re
quest should make comparison shopping less costly and place greater
pressure on insurers to reduce premium costs due to rate competi
tion.

Summary Regarding Effeds of Proposition ··l03-0nly Time Will Ten

Given the above, it is impossible to predict exactly whatwill be thefull
range ofeffects ofProposition 103 on the buyers and sellers o/insurance
in California. This will be known only after the measure· is fully
implemented and operational. Certain· provisions in the measure that
tend to increase competition clearly will benefit consumers.;The effect of
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rate regulation on premium rates ~d insurance availability, however, is
much less certain and will depend in large part upon the way in which
regulatory decisions are made.

One thing, however, does seem clear-the insurance industry's current
problems are traceable notjust to one but to a variety ofdifferent factors.
Consequently, there is no one simple solution to them. If regulatory
decisions under Proposition 103 take proper consideration of economic
factors and the rate review process itself is not overly burdensome, the
measure. could help ensure that premium rates are consistent with the
underlying costs of providing insurance coverage. However, Proposition
103 does not directly address the industry's other difficulties, especially
the underlying problem of the rising costs of providing insurance
coverag~aproblem which seems to be at the center of the industry's
difficulties~ In order to deal with this very fundamental issue, other steps
and approaches are needed.

Given that many different factors affect the cost to insurers of
providing automobile insurance coverage, there are a variety of different
approaches that can be explored for influencing costs. Some of the
possible options include: (1) reviewing the underwriting practices of
insurers, (2) antitrust and unfair business practices enforcement actions,
(3) improved reporting of consumer complaints and complaint resolu
tion, (4) no-fault insurance, and (5) modification of the collateral source
rule. The combined use of these and .other approaches offers the greatest
potential for influencing the costs of providing· automobile insurance
coverage.
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Local Mental Health Programs

What is the Status of the State's Local Mental Health Systems?
What Options Does the Legislature Have for Improving It?

Summary

.• Our. review of the state's local mental health system reveals .a
patchwork of services established overtime in response to perceived
needs for services and available funding sources.

• Total expenditures (all funds) for "Short-Doyle" mental health
services kept up with inflation and population growth between
1980-81 and 1986-87~the most recent year/or which expenditure
data are available. Our review indicates that these expenditures have
kept up with popula,tion growth and inflation primarily because
county and federal Medicaid funding have grown.

• General Fund appropriations for "Short-Doyle" services, however,
have not kept up with inflation andpopulation growth since 1980-81.
Specifically, if appropriations had been adjustedfor inflation and
population growthsince 1980-81, the appropriation in 1988-89 would
have been $630 million; or $132 million more.

• The amount of county funds (match·and· "overmatch") devoted to
mental healthservicesincreasedfrom $8;4 million in 1980-81 to $102
million in 1986-87. This growth is partially due to changeS in
matching requirements.

• There are no data available that allow the Legislature to review
whether counties use funding allocated to them in the most effective
and efficient manner.

• The Legislature has augmented local mental health services with
categorical funding and through pilot programs. We discuss three
other approaches to restructuring the local mental health system: (J)
open-ended entitlement, (2) case management entitlement, and (3)
funding increases based on inflation and population growth.

During the last few years, the Legislature has considered numerous
requests for additional funding for mental health services provided under
the Short-Doyle Act. For example, during legislative hearings on the
1988-89 budget, a coalition of various mental health advocacy groups
requested that the Legislature provide $229 million in additional funds
for Short-Doyle mental health services. In addition, over the past several
years, counties have reported severe program constraints because fund
ing increases have not been sufficient to accommodate rising costs and
the growing numbers of persons in need of mental health services.
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In this analysis, we (1) provide background on the curr~ntShort-DQyle
mental health system, (2) review non-Short-Doyle mental health pro
grams, (3) review expenditure and appropriation data Jor Short-Doyle
mental health services, (4) identify issues raised by these data, and (5)
provide options for system reform.

Background

Until 1957, California Goped with mentally disabled people by placing
them in one of 11 state hospitals for indeterminate periods oftime with
little orno treatment. This was similar to practices in other states.

Consistent with a national trend for deinStitutionalizing the mentally
disa.bled, in 1957 the Legislature significantly reformed the mental health
system by passing the Short-Doyle Act. The intent ofthe Short-Doyle Act
was to create a cost-effective alternative to state hospitalization by
encouraging counties, under state guidance, to initiate or expand com
munity mental health services. The state provided funds to offset 50
percent of county costs. At that time, it was estimated that 17 percent of
the· state hospital population could be treated at the local level at a
savings to the state.

In 1968 the Legislature again enacted major legislation that (1)
established the civil commitmEmt process for patients (the Lanterman
Petris-Short Act) and (2) revised the Short-Doyle Act. This legislation is
the basis for the current Short-Doyle system.

The Lanterman-Petris-Short (LPS) Act; The LPS Act provides the
legal basis for treating patients in the mental health system. It authorizes
commitment for the· evaluation and involuntary treatment of persons
with mental disorders who are dangerous to themselves or to others, or
who are gravely disabled..The act contains procedural safeguards to
.protect individuals from erroneous commitment. The act represents the
state's effort to strike an appropriate balance among treatment needs,
individuals' rights,. and· public safety.

Short-Doyle ActAmendments. In order to assist counties in providing
'services under the LPS Act, the Legislature also amended the Short
Doyle Act. The·amendments required the counties to share responsibility
for delivering mental health serviCes and established new funding ratios
so that approximately 85 percent to 90 percent ofShort-Doyle mental
health costs would be funded by the state.

In addition to the Short-Doyle and LPS Acts, there have been other
significant events that have shaped the development of local mental
health programs:
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• 1955-60-Major advancements occurred in the development and use
of psychotropic medications to alleviate some of the symptoms of
mental illness, allowing more individuals to be treated in the
community.

• 1962-Amendments to the Social Security Act allowed mentally
disabled persons who had been previously employed to receive social
security payments. These payments made it possible for many
mentally disabled persons to live in community board and care
facilities.

• 1964-The federal Community Mental Health ·Centers Construction
Act stimulated. the construction of public and private mental health
treatment centers Jor the specific purpose of utilizing community
centers as an alternative to state hospitalization.

• 1965-The Medicare and Medicaid programs were established, mak
ing federal· funding available to pay for mental health services for
persons meeting the eligibility· requirements.

• 1974-The Supplemental Security Income/State Supplementary Pro
gram (SSI/SSP) allowed indigent mentally disabled persons to
receive grants. These amendments allowed additional mentally
disabled persons to live in community facilities.

How the Short-Doyle System Works Today

Under the Short-Doyle Act, counties are responsible for planning local
mental health programs and providing services, and the state Depart
ment of Mental Health (DMH) is responsible for overseeing the system.
It requires state and county agencies to fulfill their respective responsi
bilities in consultation with statutory advisory groups.

All persons in the state are eligible to receive Short-Doyle services.
Counties generally provide mental health services to individuals based on
the severity and acuity of the person's mental illness. For example, an
individual suffering from a severe depressive suicidal episode would take
precedence over an individual in need of counseling due to job stress;

State Responsibilities. The Short-Doyle Act requires the DMH to
provide leadership in administering, planning, developing, financing, and
overseeing local mental health services. The DMH also operates state
hospitals that care for the most severely disabled county clients. Specif
ically, DMH responsibilities include:

• Providing treatment and care for mentally ill persons placed by
counties in the state hospitals under the LPS Act.

• Reviewing and approving county mental health service plans.
• Allocating state General Fund appropriations to counties according

to specified sharing ratios.
• Assuring that county programs meet specified standards.
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• Establishing, monitoring, and evaluating statewide research and
prevention programs.

County Responsibilities. Counties are responsible for establishing and
maintaining a community-based mental health system. Counties provide
services through programs they operate, programs operated by private
providers, and state-operated hospitals. The type and amount of services
provided to an individual depends on his or her level of mental disability.
Services include:

• 24-hour care in local facilities or state hospitals.
• Day treatment care-a range of services that assist individuals with

daily living and other skills that help them avoid inpatient care.
• Outpatient care-short- or long-term counseling for individuals who

are acutely and/or chronically mentally ill.
• Outreach-services designed to bring special population groups into

mental health treatment and to make human services agencies aware
of available mental health services.

• Continuing care for the chronically mentally ill. These services
include conservatorships and case management, which supplement
direct services.

In addition, counties are responsible for:

• Submitting a county Short-Doyle plan for DMH approval. The plan
identifies (1) the county's budget for mental health services. and
funding sources, (2) the types of mental health services to be offered,
(3) the estimated number of persons to be served, and (4) the
priority populations to be served. . .

• Operating a quality assurance. (QA) system that covers all county
operated and contracted mental health facilities and programs. QA
systems are designed to promote and maintain·· efficient, effective,
and appropriate mental health services.

• Meeting specified program standards.

Funding Arrangements for Short-Doyle Services

Short-Doyle mental health services are funded primarily from state
furids (General Fund) and coimty matching funds. Inpatient hospital
services, including state hospital services, generally are funded 85 percent
state/15 percent county. Other services generally are funded 90 percent
state/IO percent county.

Counties are responsible for managing their programs to ensure that
expenditures of state·funds do not exceed the amount allocated to the
county by the. state. Counties do not control state funds appropriated for
their state hospital patients. Instead, counties are allocated a specific
number of state hospital bed-days for use by their coimty clients.
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Short-Doyle mental health services are supportedfr<~m a variety of
other funding sources as well, including federal grants, county over
match, fees collected from patients who are able to pay them, paYlllents
made on behalf of particular clients-for example, by Medicare, Medi
Cal,. and insurance-and oth~r sources.

Table 1 provides an overview of spending for Short-Doyle programs in
1986-87,'· the most recent year for which actual expenditure data .care
available. The table shows that the General Fund accounts for 68 percent
of all funding for Short-Doyle mental health services, with counties
c()ntributing approximately 11 percent through the requIred match and
ally "overmatch." .

Table 1
Short·Doyle Mental Health Se,:"ices

Expenditures by Funding Source
'1986-87

(dollars in millions)
Local State Percent of

Programs Hospitals Total Total
General Fund... $472.1 $190.2 $662.3 67.9%
County match... 42.9 26.8 69.8 7.2
County ..overmatch"............. 32.3 32.3 3.3
Federal Medi-Cal. . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . 75.8 10.6 86.4 8.9
Medicare............... 21.9 3.7 25.6 2.6'
Other sources ...................................• . 79.2 19.3 98.5 10.1

Totals... $724.2 .$250.7 $974.9' 100.0%

Allocations to Counties. The level of state funding. allocated to
counties varies greatly. For example, in 1986-87,General Fuhdper-capita
allocations to counties ranged from $31 in San Francisco to $12 in Orange
County. The variation is due in large part to when the county chose to
begin participating iIi the Short~Doyle system. That is, counties that
opted into the program eadierhave more furiding per capita compared
tocoimties that started later.

In recent years, General Fund augmentations to county mental health
programs have been allocated to achieve a more equitable allocation of
resources among counties. To do this, the DMH has.chosen a model that
a~signs equal weight to (1) a county's total population and (2) the
numher of residents in the county receiving AFPC and SSI/SSP pay
ments. Therefore, a county with 10 percent ()f the .state's populatio~ and
20 percent oOts "poverty" population would be entitled to 15 percent of
the funds. . . '.. '.'

As with allocations of Gener::li Fund monies, the allocations. of state
hospital bed-days are basedo~ historical utiljzation patterns.

Categorical Funding. During the. last few years, the Legislature has
appropriated funds to serve particular populations with special needs,
These "categorical"funds are allocated to counties in the same way as
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other funds; that is, counties must provide a 10 percent match. Specifi
cally, these fundsare allocated to counties for:

• Homeless persons.
• Children receiving special education.
• Residential care rate supplements.
• Community residential treatment programs.
• Programs to divert meritally disabled persons from placement in jaiL
• Specified priority populations such as mentally ill requiring secure

facilities, juvenile sex offenders, the elderly ~nd veterans.

Non-Short-Doyle Mental Health Programs

Only a portion of the mental health services available in the state are
provided through the Short-Doyle system. In order toplace the Short
Doyle system in context with· other services, we have identified other
mental health programs and funding sources below:

• The.DMH is responsible for providing treatment for individuals who
are committed by the judicial system. This care is provided in the
state hospitals and in community programs. In 1988-89, $141 million
was allocated from the General Fund to serve these individuals.

• Institutions for Mental Diseases (IMDs) are skilled nursing facilities
with special mental health treatment programs: IMDs are funded
through a combimition of General Fund, SSI/SSP reimbursements,
and third-party revenues. In 1988-89 there were 3,400 IMD beds
statewideat a total cost of$(i5 million ($55 million General Furid).
Before 1987-88, IMD services were funded by Medi-Cal.

• Board and care homes for the mentally ill are paid for primarily
through SSI/SSP funds.

• Private mental health treatment services are paid through Medi-Cal,
Medicare, and private insurance.

• The DMH contracts directly with providers for services in three
programs: (1) the Brain-Damaged Adult program ($5.3 million

.. General Fund in 1988-89), (2) AIDS-related services ($1.5 million
General Fund in 1988-89), and (3) primary prevention programs
($954,000 from the Primary Prevention Fund in 1988-89).

Even though these programs imd funding sources are not considered to
be part of the Short-Doyle system, county Short-Doyle programs may
depend on their availability. For example, counties frequently place
clients in IMDsand Medi-Cal-funded skilled nursing facilities.

Short-Doyle and. Oth.r Mental Health Programs-A Fragmented System

Our review of California's current l1rray of mental health programs
indicates that, since 1968, these programs have been pl1tched together in
response to perceived service needs and availability of funding. This has
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resulted ina fragmented system where it is not. clear which level of
government has overall responsibility. For example, although the Short
Doyle Act placed primary responsibility with the counties to plan local
mental health priorities, categorical funding has been. added over time
for specific populations. These augmentations were made in response to
a perception that counties were not able to meet all the mental health
service needs of their communities. In another example, the availability
of federal funds for Medi-Cal services has resulted in the provision of a
large volume of services outside the purview of county Short-Doyle
systems.

Spending Trends-Short-Doyle Programs

We examined a number of different measures of the level of resources
devoted to Short-Doyle mental health services to determine whether
these resources have kept pace with population growth and inflation. In
this section, we discuss the following specific measures: expenditures
from all funds, General Fund expenditures, General Fund appropriations
for local programs, General Fund appropriations for state hospitals, and
state hospital bed-days, The most recent actual expenditure data is for
1986-87. The most recent actual appropriation data is for 1988-89.

We chose 1980-81 as the base year for comparison because it was the
first year after Proposition 13 in which programs were relatively stable.
However, there is no analytical way to determine what the most
appropriate base year would be. This is because our review indicates that
there has not been any particular year which could be used as a "model"
for the most appropriate level of expenditures.

Base Year Selection Affects Fiscal Analysis. In fact, conclusions
regarding whether resources have kept pace with inflation and popula
tion growth vary significantly depending on the base year chosen. For
example, total General Fund expenditures for local programs and county
clients in state hospitals were $662 million in 1986-87. Expenditures would
have been $698 million if they had been based on 1980-81 expenditures
adjusted for inflation and population growth. Thus,spending in 1986-87
was $36 million· lower than adjusted 1980-81 spending. These results.vary
depending on the base year. Spending in 1986-87 was $26 million higher
than adjusted 1978-79 spending and $72 million higher than adjusted
1982-83 spending.

Expenditures From All Funds. Chart 1 shows that total expenditures
from all funds in 1985-86 and 1986-87-the most recent years for which
data are available-exceeded what these amounts would have been had
they been increased by inflation and population growth since 1980-81.
"All funds" include General Fund, all county funds (both match and
overmatch), federal Medicaid.and Medicare, and other sources, such .as
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patient insurance and fees. Total expenditures were $975 million in
1986-87. If expenditures had been adjusted for inflation and population
growth each year since 1980-81, the expenditures in 1986-87 would have
been $882 million, or $93 million less.

In contrast, Chart 2 shows that total General Fund expenditures
(combined local programs and state hospitals) were lower than adjusted
1980:81 expenditures in all of the fiscal years since 1980-81 for which data
are available. The discrepancy between actual 1986-87 expenditures and
adjll.sted ..1980-81 expenditures was $36 million, or approximately 5
percent of actual General Fund expenditures.

County and Medicaid Funds Maintain Programs. The difference
behveen expenditures from all funds and General Fund expenditures is
a result of counties increasing sources of funding other than the General
Fund in order to maintain Short-Doyle programs. The two largest
increases have been in county fonds andfederal Medicaid funds. County
funds (match and overmatch) devoted to mental. health services in
creased from $8.4 million in 1980-81 to $102 million in 1986-87. One reason
for the growth of county funds devoted to .mental health services is
changes in match requirements. In 1980-81, counties were required to
provide a match for hospital services, while in 1986-87, counties were
required to provide a match for both local programs and hospital services.
Federal Medicaid funds have increased from $46 million to $86 million
over the same period.

General Fund Appropriations for Local Programs. Chart 3 shows
General Fund appropriations for local programs from 1980-81 through
1988-89, compared to 1980-81' appropriations adjusted'for inflation and
population growth.

The data indicate that General Fund appropriations have been consid
erably below 1980-81 appropriations adjusted for inflation and population
growth. General Fund· appropriations for local programs totaled $498
million in 1988-89. Ifappropriations had been adjusted for inflation and
population growth since 1980-81, the appropriation in 1988-89 .. would
have been $630 million, or $132 million more. Actual 1988-89 appropria
tions for local programs were 79 percent of adjusted 1980-81 appropria
tions.

General Fund Appropriations for County Clients in State Hospitals.
Chart 4 shows General Fund appropriations for county clients in state
hospitals from 1980-81 through 1988-89, compared to 1980-81 appropria
tions adjusted.for inflation and population growth.

Similar to General Fund appropriations for local programs, the data
indicate that General Fund appropriations for county clients in state
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Chart 1

Total Expenditures for Short~Doyle Mental HealthServlc::es
1980-81 through 1986-87 (dollars In millions)
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Chart 3

General Fund Appropriations for
County Mental Health Programs
1980,.81 through 1988-89 (dollarsI" millions)
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hospitals have been below 1980-81 appropriations adjusted for inflation
and population growth. General Fund appropriations for county clients
in state hospitals were $191 million in 1988-89. Ifappropriations had been
adjusted for inflation and population growth since 1980-81, the appro
priation in 1988-89 would have been $225 million, or $34 million more.

The General Fund appropriation for county clients in state hospitals
has not lagged as far behind the adjusted 1980-81 appropriation as the
General Fund appropriation for local programs. In 1988-89 the appropri
ation for county clients in state hospitals was 85 percent of the adjusted
1980-81 appropriation.

State Hospital Bed-Days. Chart 5 shows actual state hospital bed-days
allocated for county clients since 1980-81, and the number adjusted
annuaIly for growth in the state's population. These data indicate that the
number of state hospital bed-days for county clients declined sharply in
1981-82 and 1982-83, and have remained relatively constant since then.
The sharp decline was due to agreements in which some counties
reduced their use of state hospital bed-days in exchange for additional
local assistance funds. State hospital bed-days have remained relatively
constant since 1982-83 due to budgetary controls.. Specifically, the state,
through the Budget Act and administrative actions, has encouraged

Chart 5

State Hospital Bed-Days Allocated to County Clients
1980-81 through 1988-89 (bed-days In thousands)
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counties not to use more than the number of state hospital days allocated
to them. Counties that exceed their allocations of state hospital days risk
having to· pay for the excess use themselves.

.. State hospital bed-days have remained constant during a period of
rapid cost increases (shown in Chart 4). The increased costs are due
primarily to adding treatment positions in the state hospitals in order to
achieve accreditation from the Joint Commission on the Accreditation of
Hospitals.

ConClusions. Our review of these data iridicates that:

• Total expenditUres in 1986-87 exceeded 1980-81 expenditures ad
. justed for inflation and population ~rowth. Our review indicates that

these expenditures have kept up with population growth and
inflation primarily because county and federal Medicaid funding
have grown.

• General Fund expenditures have lagged behind adjusted expendi
turessince 1980-81 in every year for which data are available.

• General Fund appropriations in 1988-89 for both county programs
and county clients .in state hospitals were lower than .1980-81
appropriations adjusted for inflation and population growth.

• Although appropriations for county clients in state hospitals have
gone up, the number of bed-days allocated to counties have declined.
The decrease in bed-days is due to state policies encouraging the use
of community programs instead of state hospitals. The appropriations
have increased due to enhancing the number of treatment positions
in order to meet accreditation standards.

Our conclusions regarding whether the Short-Doyle mental health
system is underfunded relative to previous years and the level of
underfunding is limited by the difficulty of determining an appropriate
base year. .

,There are no data available that allow the Legislature to review
whether counties use the funding allocated to them in the most efficient
and effective manner. Although the DMH collects data from counties on
the types of services provided, the number of persoIls served, and the
costs of specific services·provided, the data are not comparable.betWeen
counties and the information does not measure the effectiveness of
treatment provided to the mentally ill.

Access to Mental Health Services

In our examination of Short,;Doyle mental h~alth services, we at
tempted to evaluate "access" to mental health services. By this, we
generally mean the.availability of services to meet needs. Based on our
visits to various counties over a period of several years, we conclude that
there are significant problems with access to mental health services in
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some areas; For example, we observed overcrowding in psychiatric
emergency room waiting areas resulting from a lack of available beds for
placement of patients. According to mental health providers, the lack of
beds has also resulted in releasing many patients without sufficient
treatment to prevent additional episodes.

The situation appears to be getting worse; in the current year; .due to
budget constraints, the counties of Monterey, EI Dorado, and San Diego
all implemented significant cutbacks in the amount of outpatient service
they would be able to provide. In addition, all counties that we visited
reported increased waiting times' for services. For example, waits of four
to six weeks for outpatient serviCes are· not uncommon.. These lengthy
waiting tinies call potentially discourage indiVIduals needing mental
health services from seeking services. They can also increase county costs.
This is because without services, some individuals' crises may be exacer
bated to the point that they require more costly inpatient services.

How HClsthe Legislature Responded to Concerns About Local Mental
Health Services?

In the past, the Legislature has utilized two strategies for enhancing
Short-Doyle mental health services given the constraints of inadequate
data: establishing categorical programs arid pilot programs.

Categorical Programs. Categorical programs target services and fund
ing to specific mentally ill populations, such as children.. The majority of
categorical programs.were developed and funded in 1985-86. ThEllargest
categorical program is a $2Q million program for treatment. and support
services for homeless mentally ill persons.

Categorical.programs are attractive because they target specific pop
ulations with specific levels of funding. However, categorical programs
also have the effect of preempting county responsibility for identifying
treatment and funding priorities as required by the Short-Doyle Act. In
doing so, categorical program funding has contributed to the fragmented
nature of the mental health system. 1

Pilot ·Programs. Chapter 982, Statutes of 1988 (AB.3777, Wright),
established two four-year pilot .programs to .. test how communities can
Illoreeffectively and economically coordinate a comprehensive array of
services for the seriously mentallyill. The pilot programs are desi~ned to
provide more structure and accountability in the provision of mental
health treatment and support services.

As part of the pilot programs; the state and contractors are developing
methods for measuring client outcomes, services, and costs. Thedevel
opment of these methods should assist the Legislature in answering some
of the unanswered questions about the adequacy of services provided to
individuals, and whether services can be targeted or managed more
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effectively. However, the lessons from the pilot programs maynotapply
to other communities if they' have a different mix of currently available
services. Moreover, it could take up to six years before definitive
conclusions may be reached'regarding the stateWide feasibility of expand
ing the pilot. '

What Other Options Does the Legislature Have for Restructuring the
Short-Doyle System?

Categorical programs and pilot programs are two approaches the
Legislature has used in the past for improvingthe Short-Doyle mental
health system. The Legislature has a number of other options for
restructuring the system as well. These options include:

'.. Existing system '. with funding increases and, possibly~ improved
, county accountability. Under this approach, the current system

wouldrem::tin intact but counties would receive, consistent' funding
increases to account for population growth and iriflatioil. In conjunc
tion with funding increases, the Legislature could also impose
standards and data collection requirements on county mental health
services in order to measure access to and costs of services. Also in
conjunction with funding increases, the Legislature could make the
system less fragmented by giving counties responsibility for all
services affecting county clients-including IMD services and ser
vices that are currently mandated through categorical programs.
This approach is likely to be the least expensive of the three,
depending on the level of funding provided. It would not address
"unmet need" in the same way that an entitlement program would.

• A case management entitlement system, similar to the Department
of Developmental Services regional center system. Like the Medi
Cal model, the state would issue regulations, establish a benefit
package, and provide funding based on caseload and cost increases.
This approach, however, would require that a case manager be
assigned to each individual entering the system to ensure that the
individual (1) has access to all treatment and services necessary and
(2) is utilizing the services according to a comprehensive treatment
and support services plan. Counties or regional entities and private
providers would supply case management, treatment, and services.
The costs of this system would depend on the package of services
offered and the number of eligible clients. This system is likely to be
very expensive. In addition, this approach would limit the Legisla
ture's fiscal flexibility in the annual budget process.

• An open-ended entitlement system, similar to the Medi-Cal pro
gram. The state would establish a specified set of benefits to all
persons meeting eligibility criteria, and fund the system based on
caseload and cost increases. Counties would determine eligibility and
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could provide services as well.. Depending on the eligibility criteria
and information system established, this system could potentially
address the problems of unmet need and accountability. We have no
basis for estimating the fiscal impact of providing services under this
option, as this would depend on the benefit package provid~d and
how many persons utilize the services. However, this option is also
likely to be very expensive because it allows service utilization with
little control once an individual is determined eligible for services. In
so doing, it also would limit the Legislature's fiscal flexibility.

In, our view, whatever approach the Legislature wishes to take, it must
first decide the following:

• What level of control should the state exert over· county mental
health programs and expenditures? For example, should the state
attempt to ensure statewidecon,sistency in access. to mental health
services?

• Who should bear the costs of providing mental health services?
• How much is the state willing to pay for mental health services?
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Placement Options for Youthful Offenders

How Can the State and Counties Provide Services to Youthful Offenders
in a More Cost-Effective and Beneficial Way?

Summary

• In the current year, the average daily. population ofyouths who have
been removed from home under the authority of the juvenile court
and placed in county facilities, foster care, or the Department of the
YouthAuthority will be about 23,600.

• Althoughjuvenile arrest rates and.thejuvenilepopulation have been
declining over the past five years, .the number ofjuveniles placed in
these facilities has grown dramatically. This increase is due to both
increasing admissions and longer stays. As a result, California has
the highestjuvenile custody rate ofany state in the nation for county
and state facilities combined.

• Probation departments and the juvenile courts have rather limited
options for the treatment ofwards. The majority ofwards either stay
at home with limited supervision by probation departments, or they
are removed from home and placed in 24-hour care facilities.

• The current funding arrangements provide fiscal incentives for
counties to place wards in particularfacilities based on the state and
county share ofcosts, rather than on the treatment needs ofthe ward
and the total cost of the placement.

• The Legislature can address these problems through development of
treatment alternatives (such as placement prevention services, spe
cialfoster family homes, and day treatment programs), and changes
in the existing funding arrangements for treatment services.

According to the U.S. Department ofJustice, California has the highest
juvenile custody rate in the nation. As a result, the state and counties pay
almost $600 million a year to place youthful offenders in various 24-hour
facilities (camps, juvenile halls, institutions, and foster care arrange
ments). It may be, however, that alternative placement options could be
made available, which could improve services to· these offenders and
provideincentives for more cost-effective care.

In this analysis we first discuss the characteristics of youthful offenders
and the treatment options available to them in the juvenile justice system
at the local and state levels. We then examine the pressures that lead
counties to rely on state support for the juvenile justice system. Finally,
we outline several options the Legislature may wish to consider to help
counties address the needs of juveniles and to reduce the costs to the
state.



320

THE JUVENILE JUSTICE SYS1';EM

Minors who become wards of the court include both "status offenders"
(such as truants, runaways, or "incorrigibles"), who engage in activities
that are prohibited for juveniles only, as well as youths who have violated
laws that also apply to adults. Generally, youths who fall into either of
these categories are between the ages of 8 and 18. Once a youth has been
detained and made a ward of the juvenile court, a determination is made
by the court, upon the recommendation of the probation department, as
to the treatment needs of the person. The ultimate goal is to provide the
ward with the treatment necessary to enable the ward to function in
society and avoid a return to the juvenile or criminal justice. systems.
Generally, the treatment of choice is to maintain the wardat home. If
however, the court determines that a specific type ofplacement outside
of the ward's home is necessary, the probation department isrequired to
place the ward in the least restrictive and most family-like setting
available.

For wards in out-of-home placement, the probation departments are
charged with the additional responsibility ofreunifying the ward with his
or her family or preparing the ward for independent living. The decision
to attempt family reunification depends· on the age and abilities of the
ward, as well as the stability of the family.

Placement Options

When dealing with youthful offenders, probation departments· have a
choice of offering a youth "informal probation," which does not involve
a court decision or bringing a youth before the juvenile court for a
determination regarding treatment. Chart 1 shows that about one
quarter of all juveniles appearing in court are either placed on informal
probation or are dis:riJ.issed by the court.

In general, counties have four basic choices for .the treatment of those
youths whom the juvemle court declares as wards.

Placement Back at Home. In .about one-third of juvenile cases, a ward
is placed on probation at home. While on probation, he or. she may be
periodically contacted by probation. officers and ,may receive court
ordered services (such as counseling) or be required to perform com
munity service. This option is generally for the youngest,least serious
offenders with little or no history of delinquent behavior. Frequently,
these wards will have spent. some short amount of time· waiting in
juvenilehallfor a hearing and disposition of their case. In the remaining
cases, the ward is removed from home and one of the· following
"out~of-home".placements is made.
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Chart 1

Dispositions of Juvenile Offenders
November 1987.

County juvenile
halls, ranches

and camps
(25%)

Home on probation
(34%)

Commitment to a Juvenile Hall, Ranc~ or Camp. In about a fourth of
all cases, wards are committed to a county facility. All counties are
required by law to opera~e juvenile halls or contract for bed space in the
hall of a neighboring county. Juvenile halls are locked facilities that are
normally used for short-term detention of about two to three days prior
to a hearing, and for commitments of· around 30 to 60 days. Because
juvenile halls are intended to be short-term placements, the treatment
services that are available usually are oriented to crisis intervention.
Services usually include some type of mental health counseling, drug and
alcohol programs, and suicide prevention. A ward is expected to attend
school at the. hall. According to a recent Youth Authority study, the
average length-of-stay in ajuvenile hall is 19 days.

County ranches artd camps are used for longer-term placements
-about five months on average-for the .most serious offenders. that a
county serves at the local level. Ranches and camps frequently are not
locked. facilities but are located.at some distance from the community.
Currently, 19 counties operate ranches Or camps. These .facilities provide
education and some vocational services, as well as treatment programs
including drug and alcohol counseling and family counseling.



322

Foster Care Placements. In about. 12 percent of the juvenile court
decisions, wards are placed in foster care under the Aid to Families with
Dependent Children-Foster Care program (AFDC-FC). These are usu
ally group homes, which can range in size from six beds to Over 100 beds,
but some placements are also made in family homes (less than six beds).
The group home placements mostly are used for the sociological,
psychological, or psychiatric treatment ofthe ward. The group homes are
not locked facilities and are usually located within a neighborhood
setting, rather than in a more remote location as are ranches and camps.
As with the other placement options, education is required for all wards
age 18 or under. Treatmentprograms in various group homes usually last
from 12 to 18 months. They tend to provide a spectrum of services, from
individual and group counseling to psychiatric attention and medication.
The variety of services offered to a ward is often greater than in
placements in a county facility~

Commitments to the Youth Authority. In only about 3 percent of
juvenile court dispositions are wards committed to the California Youth
Authority (CYA). Many local officials consider the CYA to be the
placement of last resort for juvenile court wards. Two-thirds of the
juveniles who are committed to the CYA for the first time have
previously been in placement somewhere else in the juvenile justice
system. The CYA is the most secure setting available for a ward and also
has the longest length-of-stay-an average· of 20.5 months. The wards in
the CYA receive educational and vocational training based on their age
and abilities. Specialized counseling programs are available to a limited
number of wards committed for certain types of offenses or having
particular problems. Wards in placement in theCYA have service needs
that range from remedial education to psychiatric treatment. CYA wards
are older on average than wards in other placements, and generally have
had a more extensive and/or more serious record of delinquent behavior
than other wards.

Characteristics 0' Wards in Out-o'-Home Placement

Table 1 shows selected characteristics of wards in out-of-home place
ments within the state's juvenile justice system. The data show that most
of the wards who have been removed from home are in their mid to late
teenage years, have had previous contact with the juvenile justice·system,
and have been in placement before. The table also shows that juveniles
are involved most frequently in property crimes, and that drug- and
alcohol-related offenses are also prevalent. Juveniles who committed
violent crimes are represented in larger proportions as the security of the
placement increases.
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Table 1
Characteristics of Juvenile Court Wards'

by Type of Out-of-Home Placement
1987

CYA
First

Commitments
17.2

26% 28%
36 36
34 31
4 1

4

93% 95%
7 5
9.0 6.7

22% 36%
33 44
16 14
29° 6
4.8 20.5

71% 87%
48 69

b

b

b

b

County Facilities

34%
30
32
4

, 0.6
77%

AFDC-FC
Average age (years) 15.0
Etluricity:

White........................................... 55%
Black ~................... 25
Hispanic.. . .. .. .. .. .. .. . .. . . .. .. . . .. .. .. .. .. .. .. 16
Asian............................................ 2
Other........................................... 2

Sex:
Male............................................ 63%
Female 37

Education (average grade level) .
Primary comrnibnent offense:

Violent 8%
Property. . .. .. .. . .. . .. .. .. .. .. .. .. .. .. . . . . •.. .. . 53
Drug/alcohol........... 39
Other (includes probation violation) .

Length-of-stay (months) 15.1
One or more prior offenses ..
One or more prior out-of-home placements. . . . 68%

• Data not available.
b Included in "Ranches and Camps" population.
C According to the CYA Local Needs Assessment Study, 18 percent of camp population consists of

, probation violators.

According to information provided by several county probation depart
ments to the' Health and Welfare Agency's Out-of-Home Care Task
Force, wards of the court tend to have many common characteristics.
These include substance abuse problems, emotional/psychological prob
leins, undeveloped social skills, learning disorders, average to low IQ,
pborschool attendance, a history of running away,parents withemo
tibnal,or drug'and alcohol problems, and parents who are neglectful and
unable to provide adequate care and,control for the minor.

Also; 'it is not uncommon for a ward, at one time",to have been a
"depe~dent" of the court due to parental abuse, negleCt, or exploitation.
In fact, information gathered by the Out-of-Home Care Task Force and
our own interviews indicates that wards tend to be similar to dependents
of the court with regard to their psychologicaL health, educational
achievements, and family, situations. These similarities are important to
be aware of in determining the needs and providing for the treatment of
wards.

The Number of Wards Placed in Facilities

Chart 2 illustrates the average daily population between 1984 and 1988
for each of the out-of~homeplacement options,with the county commit-
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ments broken out between juvenile halls and camps/ranches. The chart
shows that juvenile hall populations'have increased slightly during that
time, while the camp population has been relatively stable. The AFDC
FC population, however, has increased by about 38 percent. The CYA
population also ha:s increased steadily over the period, growing by about
58 percent.

Chart 2

Average Dally Population of Juvenile Facilities
1984 through 1988 (In thousands)

10

••••• CVA
",. :.. ,".,

,11"·'
: .,."..,....,

.ilI~.··· ,.-.......•..
6 , ..

5
AFDC-FC

-••-.-••-••-.-••-.-••-.-••-.-•• Juvenile. halls

~------------------- Camps

1984 1985 1986 1987 1988

The figures··mention~dabove regardi:pgplacement. decisions and the
information in Chart. 2 demonstrate how important length-of-stay is,in
determining the average daily. population'. ofaprogram. Although
commitments to the CYA occur. very infrElquently compared to other
placements (3 percent), the population of the CY,A is inuchhighet~ This
isdue to thelengthoftfrne a ward staysinCYAJacilities (an average of
20.5 months). The average length-of-stay in' a CYAinstitutlon has
lllcreased by 5.7 months, or 39 percent, since 1982~83. The same point can
be made about AFDC-FC plabements. Since 1983, the average length~

of-stay in foster care has grown by about 18 percent.

The increasing length-of-stay is a result of policy decisions regarding
how to address juvenile delinquency, rather than a result of an increase
in the number or seriousness of juvenile' crimes." For example, the
juveni,le arrest rate has declined by w~arly 12 percent sincei 1980,
according to information prepared by the CYA. Morespecmcally, the
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rate of felony arrests of juveniles has declined by about ·18 percent, while
the rate· for misdemeanors .has declined 8.4 percent..The number.of
arrests also has declined over the .same period, as arrests for violent
crimes have decreased 27 percent, and arrests for property crimes have
decreased by 29 percent. These decreases in arrest rates and the number
of arrests are in direct contrast to. the growing population and the
increasing length-of- stay in juvenile facilities. According. to a recent CYA
study, there is no correlation. between juvenile arrest rates and juvenile
incarc.eration rates. Instyad, the rate of incarceration in a particular
county is dependent on the policies of that county regarding the use of
custody asa treatment for youthful offenders.

The ~ost of Providing Out..of-Home Placements

Table 2 shows our estimate of.the average daily and annual cost of
treating wards under the out-of-home placement options. We estimate
that in the current year the state, counties, and federal government will
spend over $600 million in California to maintain the youthful offenders
who are placed outside of their homes in state, county, or private
facilities. The table shows that. counties provide most of the funding for
juvenile halls and camps, while the state provides most of the funding for
theAFDC-FC program and the CYA. The General Fund will provide
about $373 million, primarily for wards in.AFDC-FC placement and in
the CYA. The counties will provide about. $210-million for wards. placed
in county facilities as well as for the county shares of the AFDC-FC and
CYA placements. The federal government provides funding only for the

$14.6 d $3.2 $126.5 $229.1 $373.4
$144.3 56.2 0.2 6.5 2.4 209:6

0.5 18.8 19.3--
$144.3 $70.8 $3.9 $151.8 $231.5 $602.3

Totals
23,636

$69

Juvenile
Halls

5,148
$77

Table.2
Placement Costs in the Juvenile Justice-System

.1988-89
(dollars in millions)a.b

County Facilities
Ranches AFDC-FC

and . -F.";;"a-m':';ilT-y=':"G';::~-vu-p- Youth
Camps Homes Homes Authority
3,467 714 4,901' 9,400 c

$56 $15 $84 $67
Average Daily Population .
Average Daily Cost ' .
Annual Funding:

General Fund .
County FundS .
Federal Funds .......•........ ; .

Totals .

a Costs in table do not include overhead costs associated with county or state departmerits.
b "Average Daily Cost" in actual dollars, not in millions. .
c Includes I,ilo juveniles convicted in criminal court, and sentenced to the the Department of

Corrections but housed in the Youth Authority.
d County Justice System Subvention. .
Sources: LAd estimates based on information provided by the Youth Authority, the Department of

Social Services, and county probation departments.



326

AFDC-FC program (about $19 million). All of these cost figures under
state the full costs of these programs·· because they do not include
administrative or overhead costs that are associated with the state or
county departments that administer these programs. A comparison of the
fullcostsoftheprograms was not possible due to the unavailability of data
for several of the placement· options.

Table 2 also shows the wide variance in the cost per day per ward for
these out-of-home placements. The AFDC-FC program has both the
lowest daily cost option-$15 per day in a foster family honie-and'the
highest daily cost option-almost $84 per day in a group home. The
relatively low per ward cost in the CYA is due to the fact that its
population is at 150 percent of the institutions' capacities. Based.on cost
data provided by the department, the average cost per ward would be
about $82 per day if the department were operating at about 100 percent
capacity.

SYSTEM DEFICIENCIES

Our. review of the placement process for juvenile offenders indicates
that the juvenile justice system suffers from two basic problems. First,
probation departments and the juvenile court have rather limited options
regarding the treatme;nt of wards· of the court. Second, the ,mamier in
which the state and counties fund these options provides fiscal incentives
for the counties to place wards in particular facilities.

Treatment Options Are Limited

Our review of the current system of services provided to youthful
offenders indicates that it is polarized between providing little or no
service to wards at home and providing intensive services in a residential
setting-that is, the 24-hour care provided by all of the out-of-home
placement options. Generally,' there is not a continuum of services
available to match the variations. among· wards. According to many
juvenile justice professionals, a continuum of services would better serve
the goal of preventing the removal of wards from their homes. For
example, <:luring our interviews several juvenile court judges expressed
the belief that they often must remove a ward from home for placement
in a residential program because there are no nonresidential treatment
options available, rather than because that is the most appropriate
treatment for the ward. This situation may account for the unusually high
proportion of wards remo"edfromhome. Specifically, according to the
U.S. Department of Justice, California's admissions to juvenile facilities
account for 25 percent of admissions nationwide, although the state has
only about 10 percent of the nation's juvenile population.
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Table 3 shows a continuum of services-from preplacement services to
intensive parole supervision-that probation departments indicate would
be desirable to provide to wards. These services, however, are not
generally available in most counties. If they were, it is likely that some of
the wards who are removed from home and placed in residential care
instead could be maintained less expensively at home.

Wards Eligible
Less serious offenders with stable fami
lies.

Nonviolent wards with stable families
who need a structured program but
not residential care.

Mentally disturbed or emotionally dis
abled wards who cannot be maintained
at home.
Runaways and violent or self
destructive wards who need close su
pervision.
Wards on or nearing parole who will
not be reunified with their families.

Wards on parole who are at-risk of pa
role revocation.

Provide job training and life skills to
prepare wards to live independently.

Provide extra supervision in order to
encourage good behavior and avoid
re-incarceration.

Table 3
Treatment Services Not Generally Available

to Juvenile Court Wards

Purpose
Provide supervision and diversion pro
grams in order to avoid removal from
home.
Provide education and training during
the day to wards who otherwise would
have to be placed out-of-home.

Diagnosis, stabilization, and p~ychologi

cal/psychiatric treatment.

Secure setting for treatment instead of
custody.

Service
Placement preven
tion .

Day Treatment

Mental Health Res
idential Facilities

Secure Treatment
Facilities

Emancipation Pro
grams

Intensive Parole
Supervision

Thus, the provision of a broader range of services to wards has the
potential of improving the treatment services provided to wards (by
better targeting treatments to individual needs) and saving money (by
substituting Jess expensive nonresidential care for out-of-home place
ments). Currently, however, there are no incentives to develop a
diversity of· programs and services. Within the existing structure of
state-supported residential programs, there is little flexibility for counties
to develop· specific. programs for wards who ,have specialized treatment
needs. Moreover, IllOst counties have relatively limited discretionary
income available to pay for these or other services.

The lack of treatment options also results in other negative conse
quences for the juvenile justice system:

High Level of Out-of-County Placements. According to various pro
bation officials we interviewed, a shortage of service and treatment
options within a county often leads to out-of-county placements, espe
cially in the foster care system. If a county does not have a program for
particular types of wards within its boundaries, probation departments
will make efforts to place the ward wherever an appropriate program
exists. This could mean placement in the next county, across the state, or
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even out of state. Table 4: shows the number of wards placed in foster care
both in and out of their county of residence in a sample of 10 counties. It
indicates, for instance, that in March 1988 Sacramento County placed 80
of its wards within the county and 74 outside of its boundaries, while
accepting 190 placements from other counties.

Placements of Other
Counties' Residents

67
62
2

219
215
190
225

13
62
28

2,552 "

Out-ofCounty
323
140
25

245
132
74

236
65
71
14

2,922"

Table 4
Location of·Ward Placements

in Foster Care for 10 Selected Counties
March 1988

Placements ofCounty Residents
In County

ofResidence
39
37
1

834
74
80

138
12
29
29

2,139

County
Alameda ..
Contra Costa ..
Imperial .
Los Angeles ..
Riverside .
Sacramento .
San Bernardino , ..
San Mateo .
Stanislaus , ..
Ventura .
Statewide ..

" Statewide totals for wards placed out-of-county dp not equal those placed from other counties because
the location of some wards was not available. Also, "Out-of-County" includes 167 wards placed
out-of-state.

Although out-of-county placements sometimes may offer the most
appropriate program for a ward, they also present several problems for
the placing cOUIlties and for the wards. First, the cost to place a ward
outside his or her county dfresidence is higher to the placing county, due
to additional transportation costs and staff time involved with visits to the
ward. In addition, efforts to reunify the family are hindered by out
of-county placements, as visits with family and family treatment are more
difficult when the ward is placed far from home; Also, paroling award
back into the community is made more difficult as the ward has been
removed from the community's educational and employment resources.

Overcrowding Juvenile Hillis. A lack of placement options has also
contributed to overcrowding of county juvenile halls. Table 5 illustrates
the magnitude of the overcrowding problem experienced by those seven
counties with the highest incidence of overcrowding.



365 344 63.8
365 192 47.9
365 155 56.0
79 11 36.7

346 51 32.5
222 22 44.0
356 151 68.9
190 22 36.7

County'
Imperial , .
Kern ..
Los Angeles:

Central Juvenile Hall .
Los Padrinos Hall .
San Fernando Hall .

Madera ..
Riverside:

Juvenile Hall ..
Indio Hall ..

San Diego .
Tulare .

Total Days of
Overcrowding

185
281

329

Percentage
43.3%
65.9

• Counties with highest incidence of overcrowding.
b Shows the largest number ofjuveniles by whichanydaily population exceeded the hall capacity and the

percent by which capacity was exceeded.

Overcrowding of juvenile halls is the result of two main factors. First,
there is a large number· of wards waiting for placement. in another
facility. According to the CYA's Statewide Needs Assessment study, 27
percentof the wards currently in juvenile halls are waiting placement in
either a foster care placement (14 percent), another county facility (10
percent), or the CYA (3 percent). Although specific data 'are not
available, many county officials have indicated that the length of time a
ward spends waiting for placement has been increasing steadily over the
past few years as the number of wards incarcerated has increased.

Second, there have been increases in the number of wards committed
to juvenile halls for terms of about' 30 to 90 days. The problem with this
situation is that commitments to the juvenile halls generally conflict with
the original intent and design for the halls as very short-term "holding
tanks." The amount of space, the construction of the facilities, ilid the
programs in place in many juvenile halls typically are riot suited for wards
to stay for any extended period of time. Because of the lackof placement
alternatives,. however, juvenile halls are beiIig. pressed into a service •for
which they usually are not equipped.

According to probation department staff, juvenile court judges, and the
CYA's study, juvenile halls often are used as a placement option because
of the limited space available in the treatment programs. Counties are
required by law to operate juvenile halls or contract for bed space in' a
juvenile hall. This expense is fully funded by thecourities. Some county
officials we interviewed suggest that once a cOUIlty pays for the operation
of a juvenile hall, there are often' few resou.rces left to probation
departments for funding "discretionary" programs.
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Counties Have Incentives to Use State-Funded Programs

Under the current funding arrangements, the state pays most of the
costs of AFDC-FC and CYA placements, and the counties pay most of the
costs of placements in county facilities. More specifically:

.. AFDC-FC Program. The state pays 95 percent (with the counties
paying the remaining 5 percent) of wards' placement costs in about
three-fourths of all foster care placements. In the remaining cases,
usually involving wards from low-income families,. the federal gov
ernment pays for 50 percent of the placement costs,the state 47.5
percent, and the counties 2.5 percent.

• CYA. Commitments to the CYA are funded almost entirely by the
state, although the counties reimburse the state $25 per month per
ward (about 1 percent of the cost).

• County Facilities. The counties currently provide virtually all the
support for county camps, ranches, and other local programs that are
alternatives to AFDC-FC and the CYA. The Governor's Budget
proposes to eliminate the $37 million that currently is provided by
the state for support oflocal programs and facilities.

This funding arrangement creates fiscal incentives for counties to .rely
on state-funded programs, rather than' their own local programs and
facilities. For example, these incentives may explain why admissions of
wards to the AFDC-FC programs increased 43 percent from 1984 to 1988,
while during this same period juvenile hall and camp populations
increased an average of 10 percent. Another, rather unusual example of
the counties turningto state-funded programs is the recent conversion of
two county camps into AFDC-FC group homes. As a result of this
conversion, these camps-which werepreviously funded entirely by the
counties-are now funded almost entirely by the state.

Although the incentives are for. counties to place wards in the more
expensive state-funded programs, these placements may not necessarily
meet.the needs of the. ward. For instance, a less intensive program than
is provided at the CYA may be adequate for some wards charged with
property crimes.

By funding the largest share of the most expensive residential' pro
grams, and only residential programs, the state is providing fiscal
incentives for counties to place wards in state-supported residential care
even 'when some wards could be maintained in less expensive county
facilities or nonresidential programs. In. other words, counties have no
fiscal incentives to control these costs or, to seel<: alternatives to these
state-funded out-of-home placements. Conversely,by not sharing in the
cost of local programs and placement facilities, the state strengthens the
incentive for counties. to use foster care and the CYA instead of county
programs and facilities.
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LEGISLATIVE OPTIONS FOR PROVIDING MORE COST-EFFECTIVE AND
BENEFICIAL SERVICES TO· JUVENILE OFFENDERS

In our judgment, the Legislature could create incentives for counties to
develop a continuum of local placement and treatment options for wards
of the juvenile court and also eliminate any fiscal incentives that counties
have to place wards inappropriately in state-supported residential care.

In this section we offer several options-grouped under the categories
of "AFDC-Foster Care" and the "County Justice System Subvention
Program"-for the Legislature to consider as a means to accomplish these
ends. Although many of the problems we have discussed and the options
weare presenting apply to children who are dependents of the juvenile
court as well as to youths who are wards of the court, we have focused this
analysis only on wards because of the cross-cutting issues involved by
their placement in the foster care system and CYA, as well as in county
operated facilities.

A. AFDC-Foster Care

We estimate that the state will spend· almost $127 million from the
General Fund in the current year for an average daily population of
about 4,900 wards in group homes in the AFDC-FC program. The state
has a great fiscal incentive to find alternatives to the current level of use
Of foster care. By developing a continuum of alternative services for
wards and eliminatingor lessening the fiscal incentives that counties have
to rely on state-supported residential care, the Legislature can providefor
rn()re appropriate services to wards while controlling state costs for the
AFDC-FC program.· .

Development of Alternatives to Group Home Placements

The Department of Social·Services is .currently administering a pilot
project authorized byCh 105/88 (AB 558-Hannigan) for juvenile court
dependents. The program provides state funds for services to dependents
placed at home as an alternative to foster care, whileat the same time
increasing the counties' incentives to use successful alternatives.

Given the high level of use of the foster care program by wards, apilot
program of this type for juvenile offenders might be useful. If the
Legislature chose to provide a similar program for wards, it would
req.uire an investment of General Fund money to provide .services
specifically to wards who otherwise would be placed in a foster· ca,re
group home. To the extent that the programs were successful, however,
the General Fund could realize· savings .from the first day of the
program's operation. (This assumes that the services precluded the need
for a foster care placement and were less expensive than foster care
group homes.) If the cost of the alternatives were the same as the cost of
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foster care, the pilot program would have no net impacton General Fund
costs. On the other hand, if foster care caseloads were. not reduced
through the use of alternative services, the General Fund would incur
higher costs without realizing any savings.

The counties, however, could be provided with incentives to use these
alternatives if they shared some portion of the savings realized through
the pilot projects. Because each county's juvenile court (typically relying
heavily on probation department recommendations) .would be making
the placement decisions, counties could also share in the risk assumed by
the state in funding these pilots. The counties could do so by providing
some portion of the support for the pilots in the event that the projects
did not result in reducing the state's costs for the foster care program.

Many local officials and program providers .that we interviewed
discussed specific programs that could be developed and funded through
a pilot project. The following is a discussion of two of the more frequently
mentioned alternative programs.

Enriched Foster Family Homes and Small Family Homes. Currently,
the vast majority of wards placed in foster care are placed into group
homes. Wards are placed in these facilities because of the ability of the
staff to deal with the various problems associated with specific wards.
There are, however, wards who are placed in foster family and small
farriily homes. These facilities house no more than six minors at a time and
the environment is more family-like than in a group home. Wards placed
in foster farriily or small family homes usually· do not receive the number
and type of services as those wards in group homes. As noted above, these
homes are reimbursed at a much lower rate thanthe group homes ($450
a month versus $2,500 a month).

If foster family homes were "enriched" to provide a higher level bf
service to the wards (for example,counseling and education assistance)
and the foster parents (for example, respite care and special training), it
is likely that some of the Wards now in group homes could be maintained
in foster farriilyhomes. For these enriched homes to provide a higher
level of service than regular foster homes, they would either have to
receive a. higher rate of reimburllement, with the expectation that they
would use these additional funds topurchase services, or they would have
to rect':)ive additional services from the county or a private agency.
However, in order for tlris option to result in a net reduction in General
Fund costs, the costs of the additional services wOll1d have to be less than
the difference between the existing group homes·and family home rates.
This should be possible because foster family and small family homes do
not incur the staff and administrative costs incurred by group homes.

Nonresidential Placements. Another option for a pilot project would
be .to provide services on a less than 24-hour basis. These "nonresi-
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dential" placements currently are funded for a small number ofwards by
county probation departments when wards need a level ofservice that is
higher than thatprovided by regular probation supervision and when the
wards have families that are stable enough to maintain them at home.
This option is generally known as "day treatment." The basic goal of day
treatment programs is to keep a ward occupied with school, vocational
education, counseling, or similar activities for eight to ten hours a day.
The programs attempt to re:m.ove warelsfrom undesirable pressure of
peers and neighborhoods whileprovidi~g services to wards and their
families.

Elimination of th~Counties' Incentives
to Use State-Supported Residential Care

Uneler the juvenile justice system, qounti~s are legally responsible for
the care and supervision of wards of the court (unless they are placed in
the CYA) and for making recommendations to' the juvenile courts
regarding the deCisions '-for, 'placement. 'Under the current funding
arrangement,however, the counties making the placement recommen
dations do not have to take into conSideration the true costs of the
different options. For example, the total cost of county 'facilities and
programs is'much less than foster care group ,home placement, but the
costs to the counties of these local options is much greater than the cost
of foster care because the local facilities arefunded almost entirely by the
counties. Conversely, foster care placements are the most expensive
placement options available, but are one of the least expensive options
available to counties.

The fact that probation departments -make placement recommenda
tions without having to address the true cost of the placements creates
the fiscal incentive forc()untiesto place wards into foster care rather than
ill a county-funded program. Historically,the deCision of the state to fund
rtibst of the foster care' costs was based more on county financing issues,
rather than on the issue of which ward placements should be preferred
over others. The issue ,of what is the most appropriate treatment setting
for wards has been overshadowed by fiscal choices.

In ourJudgment,asigliifiCahf adjustment to the current cost sharing
ratios' is necessary to pro~ideinore rational incentives to counties ,'in
rnakirlg' placement deCisions. 'In addressing the issue of fiscal incentives
and, cost sharing,the LegislatUre would have to carefully construct the
share of cost borne by counties and the state tb ensure that effective care
was provided to' wards' inthe 'most efficiEmt manner.

a. c:ounty Justice System Subvention Program

The:CYA'smajor local assistance program is the County Justice System
Subvention Program (CJSSP); Through this program the LegislatUre
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encourages county probation departments to develop programs that are
alternatives to CYA commitments. Below, we examine options to more
effectively use these funds by developing local programs that will reduce
the number of wards committed to' the CYA Or provide more cost
effective care.

Improved Targeting of CJSSp' Funds

Under the CJSSP, the Legislature provides annual General Fund block
grants'to counties to assist in their funding of the juvenile justice system.
In the current year, $67.3 million is budgeted for this purpose.' The
Governor's Budget for 1989-90 proposes to eliminate $37 million of this
amount, and fund the remaining $30, million from the Restitution"Fund.
The $30 million appropriation would pay for a state-mandated local
program involving specific incarceration practices for youthful offenders.

In the current year these funds are supposed to be used by the counties
to develop and maintain: (1) programs designed to avoid commitment of
persons to the Department ofCorrections ,or the CYA; (2) programs for
wards who are committed to a county facility; (3) programs for the
prevention of delinquency by minors who are not currently wards of the
court; (4)' programs for home supervision and non-secure facilities 'and
shelter care facilities for minors; and (5) necessary administrative
expenses associated with the block grants. According to a, study con
ductedin 1982, the funds provided through the CJSSP atthattiIne did not
result in the development of new programs or the expansion of existing
programs designed to provide the services mentioned above. Instead, the
major result was to provide funds needed for the continuation of existing
levels of service for both juveniles and adults at the iocal level in light of
the decline in county revenues broughton by Proposition 13. According
to CYA staff, this situation remains the same today-the "current CJSSP
block grants provide funding for the, basic services offered by county
probation departments.

Despite the way CJSSP funds have been used, they could be better
targeted to achieve one of their intended purposes of reducing CYA
commitments. Funds provided to county probation departments or
county facilities for local alternatives to ,the CYA could result in net
savings to the state to the extent that: (1) the counties cat). maintain their
current number of camp beds and do not ,have to rely on the CYA; (2)
any new or expanded programs reduce the number of wardscommitt~d
to the CYA; and (3) the totalcostto the state per ward isless in the local
programs than in the CYA.

Although the success of the local programs cannot be guaranteed, the
Legislature could take steps to assure that CYA, commitments are
reduced or limited and that any funding provided does not simply result
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in an increase in the number of wards removed from home due to the
availability of new program space. These steps could include (1) placing
some limits on the number and/or type of wards committed to the CYA,
and (2) increasing the counties' share ofthe cost of wards in the CYA to
an arIlount over the currently required $25 per ward per month. This is
the amount that was established by law in 1947 when the annual cost of
a ward in the CYAwas $1,900.

As noteclearlier, the current cost ofplacing award in a county camp
or ranch is about $11 per day, or $4,000 per year, less than in the CYA.
Based on CYA cost data, this difference willgrow to about $9,500 annually
when and if the CYA realizes its goal of reducing overcrowding to 109
percent of capacity by 1992-93. Therefore, if it were deemed necessary to
develop programs that were more intensive and more expensive than
existing county camp programs in order to avoid CYA commitments, the
Legislature could p~ovide an amount that is substantially less than the
CYA costs but still greater than county camp costs. The shorter length
of-stay in county facilities would also help keep down the total costs of
such programs. Under these circumstan~es, the state would realize a net
savings.

Development of Local Probation Programs Would Create a Continuum of
Treatment Options

Targeted CJSSP funds also could be used to develop alternative
programs. Many individuals and sources have recommended that the
state and counties·develop a complete continuum of services for wards in
order to: (1) reduce delinquent behavior; (2) avoid removing wards from
home when appropriate; and (3) reduce recidivism. This has been the
subject of study for many organizations such as the CYA, county
probation departments, and advocate groups. The following is a discus
sion of two programs recommended by juvenile justice professionals and
other organizations and individuals who have an interest in attaining
these goals.

Placement Prevention Services. Currently, most juvenile court deci
sions result in removal of wards from home. Increased intensive proba
tion services such as counseling, vocational training, and parenting/
family skills training could be used to maintain more wards at home. It
is the opinion of the probation professionals that we interviewed that if
these wards were given more intensive supervision while at home, many
of them could avoid a subsequent return to court and removal from
home. Placement prevention services are an alternative to placement in
a county facility that could be funded through the CJSSP mechanism
described above. These are also alternatives to placement in foster care
and could potentially avoid eventual CYA commitment.
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Independent Living and Parole Programs. The number of wards
currently in placement who have been placed previously. make up a
substantial portion of the current out-of-home population. Table.l shows
that over two-thirds of the AFDC-FC placements and the CYA first
commitments have experienced some type of out-of-homeplacement
before. Also, 17 percent of the current CYA population is· comprised of
wards returned to the CYA institutions for· parole. violations.

Program providers and juvenile justice professionals indicate. that this
situation illustrates a need for. stronger parole and probation programs at
the state and county level. Independent living or "aftercare" programs
could be developed to increase wards' chances of success after release
from incarceration or placement. These programs could be funded in the
same way as the AFDC-FC related options diScussed earlier or as
alternatives to incarceration in the CYA discussed above. Currently,
there is about $2 million available from the fed,eral Independent Living
Program administered by the State Department of Socil',ll Services for
these programs. The Legislature may wish to cOrlsider targeting these
funds to address the needs of specific groups of delinquent youths. Funds
spent on programs intended to improve wards' chances of success on
parole would be a good investment to the extent that they reduced
placement costs. associated with w~rds who violate their parole and are
returned to an institution or other placement facility. .

Summary

The current methods of treating juvenile offenders are limited, and the
current funding arnmgements for out-of-home placements do not en
courage cost-effective treatments. As a result, wards are not always
provided with the best possible treatment, and the state and counties
often pay more than is necessary. The Legislature, however, can provide
incentives to the counties to use alternatives to the current· system as a
way of addressing both these concerns.
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Trial Court Funding and County Finances

What Effect Will the Trial Court Funding Program Have On the Fiscal
Condition of California's Counties?

Summary

• The Trial Court Funding Program provides fiscal relief to counties
by allowing them to use statefunding to replace county general fund
support for the courts. This frees up generalfund revenues, which
maybe used either to augment court services or.to increase funding
for other county programs.

• Counties, .will receive $433 million irz funding during. the first full
year ofthe program. However, the net increase in revenues available
for general purposes will be only $400 million' because counties are
required to (J) forego previously existing'state funding; and (2) shift
revenues to "no':'andlow-" property tb,x cities. .

• To the extent that counties use a portion of the'Jreed-up" general
fund revenues to' augment court services, less funding will be
available to address county needs in other areas. Based on county
!court agreements reported to date, itappears that at least25percent
o/the 'freed-,up" revenues, <and probably more, will be used to
increase court services, leaving at most 75 percent of the fundingfor
other purposes. '

• If 75 percent of the revenues 'freed-up" by trial court funding were
available for general purposes in 1989-90, counties would experience
about a 3.5 percent increase in discretionary revenues. However,
beca.use the amount offunding provided does not necessarily reflect
individual county fiscal conditions, some counties may still experi
ence difficulties meeting service needs in the budget year.

• The assistance provided under the Trial Court Funding program
could be offset to some extent by other proposals in the 1989-90
Governors Budget that would have a negative impact on the fiscal
condition ofcounties;

• In the longrun, trial court funding is not likely to eliminate county
fiscal problems. because it does not address the' basic structural
problem faced by counties: limited growth in revenues and· more
rapid cost increases in stdte-required programs.

• The counties' lack of fiscal control is likely to (J) limit their
responsiveness to local service requirements; (2) exacerbate unmet
needs in state-required programs such as health and corrections; (3)
unduly influence land use decisions; and (4) hamper their ability to
provide the infrastructure needed to accommodate California s
growing population.
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In the final days of last session, the Legislature enacted the Brown
Presley Trial Court Funding Act (Ch 945/88) .This act generally provides
state funding for the trial courts in the form of block grants to counties for
court judgeships, commissioners and referees. In •. addition, the act
pr()vides funding for municipal and justice court judges' salaries. The
Legislature also enacted Chapter 944, Statutes of 1988, which provides
state funding to implement the program during the second half of
1988-89.

The purpose of the Trial Court Funding Program (TCF) is twofold.
First, the program seeks to enhance county trial court services by making
available an increased level of funding for the Judiciary. Second, the
measure attempts to provide some level of fiscal relief to counties by
relieving them of a portion of their responsibility for funding trial court
services.

In The 1987-88 Budget: Perspectives and Issues (please see p. 2415), we
described the increasing fiscal pressures counties have experienced since
the passage of Proposition 13. We pointed out that levels of service in
programs of state concern varied locally, and. that there .were\lnmet
needs in many programs. The Trial Court Funding Program allows
counties to substitute state funding for a portion of the local revenues
currently used to support the courts, amI to divert the local revenues to
a.ddress unmet needs in other. county .programs. As such, trial .court
funding represents the most suhstantial fiscal relief measure provided to
counties since 1979.

In this piece,we examine the potential effect of TCF on the fiscal
condition of California's counties. We identify the magnitude of the relief
counties are·likely to receive from this measure, and.assess the potential
impact of these increased revenues on county fiscal conditions.

Background: The Trial Court Funding Program

The state's court system is defined in the California Constitution, and
consists of four separate .levels of jurisdiction,as shown. in Chart .1. The
Supreme Court and the courts of appeal comprise the appellate courts,
and the superior courts, municipal courts, and justice courts comprise the
state's trial court system; A portion of the trial court workload (for
example, certain arbitration cases or minor violations) is processed by
commissioners or referees, rather than judges.
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Chart 1

california Court System-

SUPREME COURT

-
Superior Courts

789 judges and 112.5 commissioners and referees.

Municipal Courts
603 Judges and 133.5 commissioners

and referees.

--.-. Line of Appeal
--,:,,--.,. Line of Discretionary Review

aSource: Admlnlstratlye Office of the Courts. ToIai nurrber 01 Judicial positions as of December 30. 1988. assuming full
participation in Trial Court Fundln9. .

Prior Funding Arrangements. Traditionally, the state has had the sole
responsibility for funding the operations of the Supreme Court and the
courts of appeal. Counties have funded most of the operations of the trial
court system, using both court-gener~tedrevenues such as fees and fines
and county general funds. Over tile years, the .state .has provided
assistance to counties for financing of the trial court system. Prior to the
passage of TCF, this assistance consisted primaiily of funding for a
portionof superior court judges' salaries, an ~ualblock grant for certain
superior courtjudgeships, partial payment of certain health and retire
ment benefits, and payments to reimburse counties for state-mandated
programs affecting the operation of the trial courts. In 1987-88, the state's
involvement in the funding of local courtoperations totaled $107 million.

Description ofthe Trial Court Funding Program. The Brown-Presley
Trial.Court Funding Act substantially increases the state's support for the
trial court system. This act provides funding, at.county.option, in the form
of a block grant for each superior, municipal, andjustice court judgeship,
and. for each superior and municipal court' commissioner or referee.

The Judicial Council estimates that on average counties pay more than
$500,000 per year for each judicial position, including the costs of court
staff salaries, operating expenses, and county overhead. The block grant
amount, $212,000 in 1988~89, roughly corresponds to these costs, net of the
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county share of court-related revenues (for example, traffic aIld parkiJ,1g
violation fees). The grant will increase annually commensurate witht:he
cost-of-living increases received by state employ~es ill the prior year,
beginning with a 6 percent adjustment for 1989-90. In the budget year,
the block grant amount will be $224,720.

.' " "':'>,'.

In addition, the act provides for block grants of higher amounts for
specified judgeships authorized by Chapter 1211, Statutes of 1987 (SB 709,
Lockyer). These payments will begin in 1989. The act also provides for
the state to assume approxima.tely 90 percent of the costs of municipal
,and justice court judges' salaries.

In order to receive, these funds, counties must forego existing block
grants for superior courtjudgeships. Collntiesalsomust waive reimburse
ment for state-mandated local programs for the trial courts, and for any
state-mandated local program for which ,a claim had not been filed prior
to the chapter date ofthe Trial Court Fundin~Act.

In addition to. providing funding for TCF, Cha.pter 944 requires certain
counties to shift a portion oftheir property tax revenues to cities which,
currently receive no share or a low share of these revenues. These cities
generally are guaranteed a minimum of 7 percent of the property tax
revenues within their boundaries. This shift in revenues from the
counties to the cities will be phased.in over "~' seven-year period,
beginning in 1989-90. Cities in Mono and Ventura Counties will receive a
smaller percenta.ge, phased in over a shorter time period;'

The Trial Court Ftrnding Act includes two provisions that are designed
to ensure that counties maintamor increase'the level of funding devoted
to ,the trial courts. First, the act requires counties to' maintain the same
level of annual funding appropriated for thecourts in, 1989-90, increased
by a factor for inftation. Second, the act requires' the superior and
municipal court justices 'to signthe resolution' of intent to part,icipatein
the program each year. The provision for judiCial "sign~off" is designed to
ensure that judges have a voice in the allocation of fup.ds received under
the program.

Impact on County Finances." The Trial, C()urt ,Funding Program will
affect county financesin two basicways. First, counties canuseTCF to
increase, the overall level'of funding provided for trial ~ourts in'order to
improve services, r~duce backlogs, or address other outstanding needs.
Second, counties can use the funding to replace county general fund
support for the courts. For exaIllple,acountycould repla.ce upto$212,OOO
of its general fund support for each position with state funding, and use
the "freed-up" general fund revenues for other county purposes. Simi
larly, counties could replace the general fund revenues currently used to
pay municipalcourta.nd justice court judges" salaries with state funds,
a.nd divert the county funds for other purposes;



341

How Much Relief Will Counties Receive?

A total of 56 counties (all except Madera and Santa Barbara Counties)
opted into TCF in 1988-89. The Department of Finance estimates that
these counties will receive about $2oomilliQn for the first one-half year of
funding. The Governor's ,Budget estimates that counties will receive $433
million und~rthe Trial Court Funding program in 1989-90, assuming that
all 58 counties participate. (As discussed in Item 0450 of' the Analysis
(please see p. 24), the Legislature will not know until March 1 how many
counties will opt into the program for 1989-90.)

Our analysis indicates, however, that TCF Will "free-up" about $400
million in county revenues, as shown in Chart 2. First, the requirement
that counties forego judicial block grants and waive reimbursement for
the costs of certain court-related mandates reduces the net benefits' from
the measure'byapproxlmately $26 million in 1989-90. Second, the
required shift of prOperty tax revenues to "no-and"low" property tax
cities will reduce the benefits received by the 16 coUnties required to
make this shift. While this 'shift in Tevenues'is relatively minor in 1989-90
(probably less than $5 million), it will increase substantially over the
phase-in period. We do not have sufficient information to determine the
precise amount of revenue to be shifted from counties to cities, but we
estimate that this amount will be in the range of $100 million by 1997-98.

Chart 2

Effect of Trial Court Funding
on County General Fund Revenues
1989-90·

•
•
•

State provides judicial block grants

State pays muniCipal and justice court
judges'salaries , "

Counties relinquish existing judiCial block grants

Counties waive reimbursement for
court.:.related mandates

Sixteeen counties shift property tax revenues
to "no-and-Iow" tax cities

Counties spend remainder on:

,'. Increased court expenditures

• Increased spending on other programs

$386

47

-14

-12

Upto5

$400

(At least 100)

(Up to 300)

• Source: LegisJativeAnalyst estimates.
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How Will Counties Use the Revenues "Freed-Up" By TCF? It is too
early yet to determine the split of funding between increased court
expenditures and other county programs. Because judicial "Sign-off" is
required to participate in the program, judges and county supervisors in
each coUIity are expected to come to a·. formal agreement over the
allocation of revenues "freed-up" by TCF. Our review of county/court
agreements reported by 27 counties suggests that there will be substantial
variation in the amount of funding allocated for increased court expen
dituresversus· other programs.

In a number of counties, the agreements provide for large in<;reases in
spending on the courts and court-related programs. For example, in
1989-90, Los Angeles County has agreed to provide $38 millio.l1(29
percent) qf its net TCF monies to increase trial court services, and .an
additional $45 . million (35 percent) to . increase .othercourt-related
programs. Of the. $30 million San Diego County expects to be freed-up in
1989-90, the county has agreed to use approximately $18 million (60
percent) to increase spending on the courts and court-related programs.
Kern County is planning to spend almost 50 .percent of the revenues
freed~up in 1988-89. to augment court services (the county has not yet
opted in for 1989-90).

Other counties phm to use a relatively large share Of their freed-up
revenues for programs other than the courts. For example, in 1988-89;
Alameda County plans to use about 90 percent of the freed-up revenues
for general purposes. Merced County has a tentative agreement for
1989-90 which would allow the county to use about 84 percent of the
revenues for programs other than the courts. Many of the smaller
counties have not earmarked the funding for any purpose, and plan to
determine the use of the funds during their1989-~.}Qbudget debates.

Our review of county/court agreements and our discussions with
county officials indicate that it is reasonable to assume that at least 25
percent of freed-up revenues, and probably more than this amount, will
be used to increase trial court expenditures on a statewide basis. Thus,
counties are likely to use at most 75 percent ofthe freed~up revenues for
general purposes (rather than increased court spending).

Impact on. County Budgets

Assuming that counties are able to spend 75 percent of the revenues
freed-up by TCF on programs other than the courts, they could increase
spending in other program areas by about $300 million in the first full
year of the program (1989-90) . Comparing this to our estimate of county
general purpose revenues in 1989-90, this represents an increase of about
3.5 percent in their general purpose revenue base. While this appears at
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first glance to be a small relative change, it is equivalent in magnitude to
about 50 percent of the increase in county general fund revenues
expected to occur in 1989-90. Thus, Trial, Court Funding will result in a
substantial "bUmp" in the revenues available for general purposes.

County Gains Reduced by Budget Proposals. Our analysis indicates,
however, that the impact of TCFon county budgets would be offset to
some extent in 1989-90 by reductions in other local assistanc~ programs
proposed in the 1989-90 Governors Budget. These include:

• Mandate Repeal Proposal. The administration proposes to repeal 27
mandated programs in lieu of providing reimbursements estimated
at, $43.5 million for 1989-90. The budget indicates that if the Legisla
ture rejects this proposal, the Governor will reduce state assistance to
counties by a corresponding amount. '

• In-Home Supportive Services. The Governor proposes to reduce
funding for the In-Home Supportive Services (IHSS) program by
a:pproximately $64 million in 1989-90. This would be accomplished by
placing a cap' on the average number of hours per case in each
county arid by limiting the reimbursement rate paid to service
providers. It may not be possible for the state to save money in the
long run by limiting the rate of reimbursement to providers. This is
because it is possible that the rate will not attract enough providers
to cover all of the hours of service needed by recipients. Inthis event,
the'state would either have to raise the rate, or allow recipients to go
without needed services; In the latter case, some counties might
respond by providing increased rates at county expense.

• Medically, Indigent Services Program. The budget proposes to
replace $359 million in' General Fund, support for the Medically
Indigent Services Program (MISP) with Proposition 99 revenues
($331 million) and federal State Legalization Impact Assistance
Grant (SLIAG) funds ($100 million). Although this proposal is
intended to increase overall funding levels for this program, it is
likely to' have a negative impact on counties over time, for three
reasons. Ffrst, counties are likely to experience difficulty claiming
SLIAG funding due to the reluctance of program participants to
document their immigrant status. As a consequence, they may find it
necessary to replace this support with county general fund revenues.
Second, SLIAG funding expires in 1991-92, and the cigarette and
tobacco tax revenues provided by Proposition 99 are a declining
revenue source. Thus, there is some likelihood tha:t counties will be
required to take on an everclarger share offunding for the program
overtime. Third, although statewide the budget proposal may result
in an increased level of funding for indigent health care, some
counties are expected to experience net revenue losses, due to
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differences in the existing and proposed funding allocation formulas
forMISP,Proposition 99 and SLIAG.

TCF DOES NOT SOLVE LONG.TERM COUNTY FISCAL PROBLEM

While TCF will provide fiscal relief to counties,our anal~sis indica.tes
that it is unlikely in the long term to eliminate the fiscal problems
experienced by counties, for two reas<ms. First, because. the amount of
funding provided is not targeted to take into account variations in local
fiscal health, some counties are likely to· experiencecontiIiuing difficulty
meeting local service demands. Second, TCF is unlikely· to solve the
fundamental fiscalprobleIIl faced by counties: the disparity between
growth. in uncontrollable c()stsand growthin general purpose revenues.

Vari~tions in County Fiscai Conditions. and TCF Relief

.As. noted earli~r" counties could receive up to $300 million statewide
under TCF for general purposes. Although this is a significant revenue
increase, the actJial impact will va,ry between the counties. This is
because there will be substantial ~aria.tions in the amount' of TCF
receiv~d by each county, just as there are substantial variations in local
fiscal conditions. '

As discq,ssed above, the amount of trial court funding provided to
countiesdepemls on the nllffiber ofjudicial positions in each county's trial
courts. Although thisn:umber would tend to reflect local demands on the
courts, it may bear little relationship to local fiscal conditions. Thus, the
amo:untprovided is unlikely to reflect other, cost pressures experienced
by the counties or their varying abilities to raise revenues locally; Because
trial .~ourt funding is not targeted to t~e into account individual county
fiscal conditions, some counties may find that the funding provided closes
the gap between revenues and service demands, while in other counties
it will make aless significant contribution.

Informationis not available at this point to assess the program's effect
on each county~s budget. However, a number of counties in which the
bulk of the "freed-up" xevenues will be used for county general purposes
report that' they nevertheless expect .. to have difficulties balancing ·their
budgets. 41 1989-90. For . example, Merced County expects that an
additional $5 million would be required to maintain Current service
levels, even after taking into account trial court funding. San Francisco
County expects a substantial funding shortfall in 1989-90, and Yolo County
has reported a current services shortfall of approximately $2 million for
next year.· Other counties report that the freed-up revenues provided by
trial court funding will not cover their increased costs of operatirtgcounty
hospitals or jails. Thus, although trial courtfunding provides a substantial
amount of funding statewide, the program is unlikely, to eliminate•each
county's fiscal troubles;
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Structural Budget Problem Will Erode Gains

As we described in The 1987-88 Budget: Perspectives and Issues,
counties have experienced rapid growth in expenditures for state
required programs and more moderate growth in county revenues. As a
consequence, counties have found iUncreasingly difficult to fund .both
the programs required by state law and the traditional. programs desired
by their citizens. Table 1 presents estimates of the level of revenues
available to counties for general purposes between· 1985-86 and 1987-88,
the most recent years for which data are available. In addition, the table
shows the growth of county expenditures for certain programs required
by state law. Comparison of the two growth rates gives an indication of
whether or not the amount of funds "left over" for local needs is
expanding or contracting.

Table 1
County General Purpose Revenues and

Expenditures for State-Required Programs a

1985-86 through 1987-88
(dollars in millions)

General purpose revenues .
Expenditures

State-required programs:
. Health and welfare .
Trial courts : ..
Jails ; .

Subtotals .
All other programs .

Real per-capita spending on all other programs b

1985-86
$6,497

919
909
674

($2,502)
$3,995

$152

1986-87
$6,803

996
1,001

762
($2,759)
$4,044

$146

1987-88
$7,321

1,100
1,092

837
($3,029)
$4,292

$145

Percent·
Change

1985-86 to
1987-88

12.7%

19.6
·20.2
24.3

(21.1%)
7.4%

-,4.0%

a Source: Legislative Analyst estimates. Detail may not add to totals due to rounding.
b Actual dollars.

Table 1 indicates that growth in county general purpose revenues has
not kept pace with growth in county costs for certain state-required
programs over the past few years. Between 1985-86 and 1987-88, county
general purpose revenues increased by almost 13 percent. During the
same period, county costs for state-required programs grew by a total of
21 percent. As Table 1 shows, the relatively high growth in state-required
program ..costsmeans that the revenues available for other program
requirements are limited. In fact, county per-capita expenditures·· on
discretionary programs adjusted for inflation declined 4 percent during
this period.

·In the long run, our review indicates that the structural problem
experienced by counties will continue, for two reasons: (1) counties do
not have control over any major independent revenue source; and (2)

12-78860
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counties have difficulty controlling the growth in costs for state-required
programs such as health, welfare and jails. These factors are discussed in
more detail below.

Revenue Growth Limited. Prior to Proposition 13, counties could
increase the property hix rate to raise the revenues needed to fund both
the programs desired by their citizens and the setvicesrequiredbystate
law. Under Proposition 13, however, counties do not have control over
any major independent financing source. Therefore, as service needs
increase, .counties have difficulty generating the funds required to
address these needs.

The Legislature has taken actions in recent years to increase the level
of funding available to counties; however, these actions appear to have
had a limited impact on county revenues. For example, Chapter 1257,
Statutes of 1987(AB 999, Farr) , allows counties with populations under
350,000 to increase their sales tax by one-half cent, with voter approval,
for general purposes. While 16 counties have proposed sales tax increases
under this law, only one of these measures has passed. Because voters are
seemingly reluctant to approve a new or increased sales tax for general
purposes, this revenue authority has had a limited effect on county fiscal
conditions. Moreover, this option is not available to larger counties, many
of which are also experiencing fiscal difficulties.

In addition, the Legislature enacted Chapter 1286, Statutes of 1987 (AB
650, Costa). This act provided counties a one-time block grant of $113.7
million in 1987-88. In 1988-89 and subsequent yea,rs, Chapter 1286
provides funding to stabilize the percentage of county general purpose
revenues which must be expended for the county share of costs associated
with four state programs (mental health, AFDC, IHSS and food stamps) .
Specifically, if a county's ratio ofcosts for the four programs to its general
purpose revenue is higher in a particular year than it was in 1981-82, the
state will provide increased assistance to offset the difference. Chapter
1286 limits the amount appropriated for these purposes to $15 million per
year. Initial estimates by the Department of Finance, however, indicate
that this amount will· not be adequate to fully stabilize county spending
on these programs in 1989-90, Thus, while Chapter: 1286 provides some
relief to the most distressed counties, its impact on their basic structural
problems is limited.

Health Service Costs. Welfare and Institutions Code Section 17000
requires counties to be the "provider of last resort" with regard to
indigent health care. The state helps the counties fulfill this responsibility
through (1) the Medically Indigent Services Program, and (2) provision
of matching funds ullder the County Health Services program (AB 8).

In<recent years, the counties have shouldered an increasing share of
funding for indigent health care services. County funding for the health
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services "safety net" was $334 milliollin 1987-88, an increase of 30 percent
over 1985-86. Counties will feel pressure to. increase expenditures for
health care services in the future, due toa number of factors. These
include capital needs for health-related facilities; increasing reliance on
costly trauma systems, and the growing burden of the AIDS crisis. In
addition, recent court cases havy required counties to .. increase their
health services costs (for example,by providing dental and prenatal
services to indigents) . . .

Public Assistance Costs. County costs for public assistance in 1987-88
were $650 million, anincrease of 14 percent over 1985.-86. This was due,
in part, to actions by the courts and the state which expanded county
responsibilities to provide for the poor. For instance,. through General
Assistance programs, . counties provide aid to indiViduals who do not
qualify for benefits under AFDC. In recent years, the courts have
systematically increased county expenditures under· this program. For
example, recent court decisions have required some counties to match
AFDC benefit levels, and have prohibited the use of a permanent address
requirement in determining eligibility..

Counties also are likely to experience future increases in other public
assistance program costs. For example, county officials report that they
have recently experienced dramatic increases in demand for their Adult
Protective Services (APS) , which responds to reports of dependent adult
or elder abllse. Counties expect additional prograin cost increases in the
future due to.tl.leaging of California's population and to increased social
awareness of the problem of adult abuse.

. County]ail Costs. Counties traditionally have funded both the con
struction and operating costs of county jail systems. In recent years,
county jail populations have increased dramatically, due to such factors as
population growth, higher incarceration rates and increased lengths of
stay. The average daily population in county jails went from 44,106 in 1984
to 60,802 in 1987,an increase of 38 percent, resulting in jail overcrowding
in many counties. The Board of Corrections reports that, in 1987-88,95
percent of all prisoners· housed in county jails were detained in over
crowded facilities. In many counties, the courts have responded to these
problems by imposing jail population caps. Asa consequence, counties
face increasing costs for both construction and operation of county jails.

Since 1981, the voters have approved four bond measures providing a
total of $1.4 billion to countiesfor jail construction. These increases in jail
capacity have. resulted in increased county costs for· jail operation.
Between 1985-86 and 1987-88, county· costs ·for jail operations increased
approxirnately $160 million, or 24 percent.

Benefits ofTCF Erode Over Time. In sum,county costs for certain
programs have grown at a faster pace than COlJ.Ilty revenues, and are
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likely to continue this trend in the future. The Trial Court Funding
Program does not eliminate this problem because the funding is unlikely
to keep pace with the costincreases faced by counties~ County costs for
stll.te-required programs recently have increased ala rate of about 10
percent per year. The grants provided under TCF will grow ata much
slower rll.te-,-the annual increase in state eniployee salaries. Therefore,it
is'likely that the benefits of TCF will, erode over time.

Implications of County Fiscal Distress

Given the disparate growth rates between county revenues and
state-required programs, counties probably will continue to spend an
increasing share of the local dollar ,on state-required services. This' basic
lack of local fiscal control has several consequences: '

• Counties lack the flexibility to respond to local needs in discretionary
services. In resportse to diminished local revenues, many counties
recently have curtll.iled spending on a variety of services. Counties
report haviftg dosed libraries and park facilities, discontinued recre-. - . .

ational programs, and reduced hours in county offices.
• As mentioned in our discussion of accommodating growth in Cali

fornia (please see p. 97), the need to inCrease localrevenuennay
have an 'undue influence on local land use decisions. Because
counties receive a relatively high amount of revenues from industrial
and commercial development, they have an incentive tbencourage
growth of this type in unincorporated areas of the county, even in
cases where such land uses produce other adverse impacts;

• The counties' struggle with conflicting priorities has resulted in
service levels in major programs varying tremendously from county
to-county. ,For example, in response to fiscal pre~sures, some counties
appear to have restricted growth in probation services, despitf) the
high growth in the probation population. This has generally ledto
increasing propation officer caseloads, and in many counties, has led
to the elimination of direct supervision of persons placed on proba~

tion. In addition, as we discussed in 1;he 1988-89 Budget: Perspectives
and Issue~ (please see p. 93), there appear to be gro~ingunmet

health services needs in many, counties.,The significant variation in
these program service levels has been a concern to, the L,egislature.

• The counties' revenue constraints may hamper their ability to
respond to future infrastructure needs. Many counties have re
sponded to funding shortfalls by delaying investment in infrastruc
ture projects such as road construction or maintenance. As we point
out in our earlier discussion of growth management, 'and in our
recent report, A Perspective On The California Economy, adequate
investment in transportation systems, waste"management systems
and other infrastructure projects is vitally necessary to ensure, that
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California can accommodate its rapidly growing population. Much of
the responsibility for providing this type of infrastructure falls to
counties, who may have trouble. funding such projects.

Conclusion

The Trial Court Funding Program represents the most significant
county relief measure enacted since 1979. This program provides comities
badly needed assistance by freeing up general purpose revenues that
would otherwise be spent on. the courts. However, because the amount of
relief provided does. not necessarily reflect variations in county fiscal
conditions, some counties are likely to experien~e continuing difficulties
accommodating current demands. Moreover, in the long term, the relief
provided byTCF is likely to erode as increases in the costs of health
services, public assistance and· corrections exceed county revenue
growth.
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The Electrical GEmeration Industry in the 1990s

Should the Legislature Reconsider the Way it Regulates the Electrical
Generation Market?

Summary

• The electric utility industry performs three basic junctions: genera
tionojelectricity, long distance. transmission and local distribution.
Most utilities provide all three functions within exclusive service
areas, and have been heavily regulated by the state as «natural
monopolies. "

• In recent years, federal laws designed to encourage nonutility
electrical generating capacity, along with technological and other
changes have shown the potential viability ofa competitive electric
ity generation market.

• In light of these changes, we recommend that the Legislature
undertake a thorough review of the state's regulation of electricity
generation, with the objective of encouraging the development of a
competitive market.

• Specific elements of this review could include: (1) moving from
capacity bidding to market pricing of electricity, (2) considering
limiting juture utility ownership of generating capacity, (3) ad
dressing the transmission access problem, (4) considering phasing
out Energy Commission siting functions, and (5) changing the
nature of the Energy Commission's electricity forecasts.

In 1978, the federal Public Utilities Regulatory Policy Act-known as
PURPA-was enacted to encourage utility rate reforms and to require
utilities to buy electricity at fair prices from small power producers.
PURPA helped trigger a significant transformation of the electricity
generation market in California from a utility-based system driven by
larger generation facilities to a more diversified system that allows for
smaller facilities and greater opportunities for nonutility power produc
ers. Despite the changes in the industry, the state still approaches the
economic regulation of utilities in much the same way that it always has.
The Legislature, in looking to the 1990s, should reexamine its current
regulatory structure in order to accommodate these new economic
realities.

In this analysis, we provide background on the electrical generation
industry in the state, examine the state regulation of the industry, and
offer several steps the Legislature could take to move the state toward an
alternative way of regulating the industry in the 1990s and beyond.



351

PROFILE OF THE CALIFORNIA ELECTRICITY GENERATION MARKET

There are three basic stages in the production and distribution of
electricity. These are (1) generation of electricity (such as natural
gas-fired, or hydro power'plants), (2) large volume, long distance
transportation of electricity from generating plants to local markets
("bulkpower" transmission), and (3) retail distribution of electricity to
customers within local markets (local power lines, meters, and utility
service). Most utilities are "vertically integrated," meaning that they are
involved in two or more stages of production.

rhere are basically two types of utilities providing these services; (1)
investor-owned utilities (IOUs), such as Pacific Gas & Electric (PG&E);
and (2) publicly owned utilities (POUs) , which are composed of munic
ipal utility districts (suchas Sacramento Municipal Utility District), utility
departments of local governments .. (such as Los·Angeles.Department of
Water and Power) and rural electric cooperatives; All utilities have
exclusive franchises to operate at the local distribution level.

Prior to the early 1960s, California 10Us were largely self-sufficient and
imported power only from Hoover Dam on the Colorado River. The
POUs primarily bought power from the 10Us or produced small quanti
ties of hydro power. The bulk power transmission system within Califor
nia originally was used primarily by the 10Us to facilitate sales to POUs
and to trade power between adjacent utilities to compensate· for differ
encesin peak power needs and generating plant outages. Overtime, bulk
power transmission capacity was constructed to allow for the purchase of
electricity from both the Pacific northwest and the southwest. These and
other links created what has become an eleven state regional bulk
transport system for moving electricity throughout the entire western
United States.

Recent Changes in the Production of Power

PURPA created a market for nonutility power producers (known
collectively as small power producers or "PURPA facilities") by requiring
utilities to purchase electricity produced by these companies. At about
this same time, another type of nonutility producer-known as indepen
dent power producers ·(IPPs)-alsoheganto sell power from their plants
to utilities. IPPs differ from the small power producers and utilities in that
they build larger, non-PURPA facilities and are not as heavily regulated
as utilities.

In response to these nonutility power producers, 10Us began to
establish unregulated subsidiaries (for example, Mission Electric owned
by Southern California Edison) and joint ventures with engineering firms
(for example, PG&E's joint venture with Bechtel Corporation) to build
unregulated generating plants, sometimes within their own retail fran-
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chise area. There also have;peen prop()sals to~pinoff existing r~gulated

generating capacity into separate unregulat~d companies.

In addition to the impact of nonutility producers"on the market, there
were other forces at work changing the electricity generation market.
For instance, the oil cost and availability problems in the 1970sprecipi
tated research into and. development of new gen~ration technologies
.,-such as new ways of burning coal,. wind and solar power, and
cogeneration. Additionally, forecasts of rapid ele~tricityde~and growth
were replaced in the late 1970s by far more modest demand forec~sts.

Also important in shaping the market in the 1980s were cost overruns for
and environmental concerns about large utility-owned power. plants
(primarily nuclear, coal- and oil-fired]' which ledto marked reluctance
by utilities-both IOUs and POUs-to build Sl.lch plaIlts. .

Other institutional changes shapingtoday's market include: (1) joint
powers agreements byPOUs to spread the construction and operating
costs of powerplants or. transmission: lines; .(2) consortiums of IOU's and
POUs to build bulk power transmission projects; and (3) regional power
pools to coordinate bulk power transfers. between utilities and assure
reliability of the transmission system~

Electricity Generation ,Market Today

The electrical generation industry is large and diverse. Peak electricity
demand in California could reach more than 51,000 megawatts (MW)Jn
1989, based on preliminary staff estim.ates used to prepare. the California
Energy Commission's (CEq ·1988 Electricity Report (draft). The. peak
demand represents the highest instantaneous demand measured in the
state. Most of the time demand is below this level; however,utilities must
have resources available to meet this instantaneous demand or the system
could fail, leading to black outs. Alternatively, the utilities woul<i have to
implement selective curtailments to ration available.capacitY~ElectriCity
to meet this demand is· provided by a. mix of generating facilities· that
include hydro, nuclear, oil-fired, gas~fired, wind, geothermal, biomass and
solar.

The demand for electricity in ... California is met from a variety ..of
sources:

• Utility Generators; Table 1 provides summary information about the
ownership of generating capacity by utilities and certain public
agencies within California. While the five major utilities dominate
.the generation market, it is clear that there. are many prpducers who
participate.
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Total
235

2
2

306
250

2
274

2
472

8
260

6,449
79
72

229
73

229

77
90

308
14,785

227
23

172
15,616
2,798
1,645

7
159

1,006
33

286
46,176 e

206
8

5
2

274

1,273
79
72
45
73

77
90
15

3,661
227

1

1,143 ..

659
7

11l
1,006

286
9,320

Hydroelectric
Capacityb

2
266

229

184

260
5,176

36,856 d

293
11,124

22
172

14,47~

2,798
986

48

33

Table 1
Utility and Public Agency

Generating Capacity
(megawatts)

Thermal
Capacity'

235
2
2

306
245

Utility
Anaheini Municipal Utility District (MUD) .
AzusaMUD .
Banning MUD : ..
Burbank MUD ..
City ofSanta Clara MUD C ..

Calaveras County Water District .
City and County of San Francisco .
Colton MUD ..
Department of Water Resources .
East Bay MUD .
Glendale MUD : : .
LOs Angeles Department of Water and Power .
Merced Irrigation District. .
Metropolitan Water District ofSouthern California.
Modesto Irrigation District C .

Nevada Irrigation District: .
Northern California Power Agency : ..
Oakdale and. Southern San joaquin Irrigation Dis-

·trict ..
Oroville-Wyandotte Irrigation·District. .
Pasadena MUD ..
Pacific Gas & Electric ~ ..
Placer County Water District .
Redding MUDc : ~ .
Riverside MUD , ' .
S01!thern CalifomiaEdison , .
San Diego Gas & Electric : ..
Sacramento MUD : .
Solano IrrigaJlon District .•.....,.: : ..•...
Turlock Irrigation District. .
U.S. Bureau of Reclamation ; .
Vernon MUD ..'.' ;; .
Yuba; County Water Agency ..

Totals ..

• These include oil-, coal-, and gas-fired plants and .nuclear and. geothermal facilities.
b Capacity estimates are those developed by CEC staff and represent electricity generating capacity

available during relatively. dry hydro years.. . ,
C Includes entitlements to capacity from a New MeJdco plant (San Juan 4) that these MUDs· are not

. currently able to .import to their service areas. ,
d Of this totill about 5,000 MW represents long-term entitlements to power from or ownership in plants

located outside California, primarily in the Southwest.
eTotal is not adjusted for transmission system and other losses.
Source: Draft Staff Electricity Supply Planning Assumptions Report, California Energy Commission

(February .2, 1988) .

• Nonutility Generating Capacity. Table 2ptovidesan overview of
nonutility generating capacity available to California utilities. The
plants shown generally are operating under PURPA contracts.
Together, these plants represent capacity of about 5,300 MW. These
plants are owned and operated by a wide variety of independent
energy companies, manufacturers and food processors, and unregu
lated subsidiaries of utility holding companies.
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Table 2
Nonutility Generating Projects
By Region and Type of Plant

(megawatts)

Type ofPIant
Cogeneration .
Biomass .
Landfill/digestor gas .
Wind .
Small Hydro .
Solar ..
Geothermal .
Municipal solid waste .

Totals .

Region
Total
3,294

138
110

1,257
208
119
212

10
5,348"

• Of this total, about 2,010 MW is subject to California Energy Commission siting review.
Source:" Draft Staff Electricity Supply Planning Assumptions Report, California Energy Commission

(February 2, 1988).

• Utility Company Power Purchase Contracts. In addition to gener
ating plants, both IOUsand POUs in California. purchase large
quantities of power from out-oj-state utilities and federal marketing
agencies (including Bonneville Power Administration and US Bu
reau of Reclamation, Colorado River projects). These contracts
represent the equivalent of about 4,100 MW of capacity.

Not only is there a large, diverse number of generating sources, bllt
they currently provide a considerable amount of excess generating
capacity. We estimate this statewide excess capacity to be' about 4,500
MWs. While the CEC estimates that electricity demand in Californi.a will
grow at about 2.1 percent annually through 1999, the commission also
projects that most of this growth can be accommodated by existing
generating plants, purchase contracts and planned conservation and load
management programs. Hence, the commission expects that relatively
few new plants will have to be built over the next 10 years to
accommodate expected demand growth.

While these estimates are reasonable, there ,are some cautionary notes:

• Demand Forecast. Uncertainties. Current CEC forecasts show in
creased projected demand growth rates for the first time in many
years. If growth rates are higher than projected, then the excess
capacity would dissipate more rapidly than currently is expected.

",. Dif)ersity Among Regions. Statewide estimates of overcapacity
mask diversity' among individual local utility service areas. For
example, while it is unlikely that PG&E would need .additional
capacity until well into the 1990s, San Diego Gas & Electric currently
has little excess capacity.
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• Environmental Regulation on Plant Closures. Overall capacity
totals also mask potential powerplant closures that could occur as a
result of recent state Clean.Air Act amendments. (Ch 1568I~AB
2595, Sher) . The act gives air quality districts additional authority to
require. the retrofitting of certain oil" and gas-fired plants with the
best available pollution control technology. Given the expense of
retrofitting, many of these old plants could be forced to close within
the next few years. Current estimates are that somewhat over 700
MW could be elimir,t.ated by these requirements.

Importance of the ~"Ik.Power Transmission
System to ti1e Gene~ation Market

As noted above, the bulk power transport system serves several
important functions. It: (1) allows electricity tp be transported long
distances from large generatingpl::j.nts to con~umers, (2) helps utilities
trade power to balance short-run supply and demand and meet backup
power needs, and (3) is used by nonutility producers of electricity to
transport the power they pr()duce to the· utilities with whom they
contract.

Any large system that includes many sources of electricity generation
requires considerable technical coordin,ation in order to move electricity
efficiently to local distribution companies. Historically, the utility com
panies •that owned transmission. capacity provided this coordination
function. As utilities began to purchase electricity from sources located
farther from their service areas, they found. they had to develop more
formalarr~ngements to coordinate the transmission system.. In some
regions of the country, all electricity that moves across the bulk power
transmission system is controlled from a central agency .created by the
utiliti~s to provide that function. While similar institutions have devel
oped in the west, western utilities have Tetained more control over
electricity sales that involve the use of their transmission capacity.

The Federal Energy Regulatory Commission (FERC) currently is
engaged ina two-year marketing experiment· that involves tnost of the
major western utilities and federal power marketing agencies. The
objective of the experiment is to determine the feasibility of a competi
tive market in wholesale electricity. In essence, FERC is trying to
develop information about (1) th~ ability of utilities and electricity
producers to buy and sell power using prices that reflect short-run
changes in supply andde:rnand (these prices are known as "spot prices"),
and (2) the ability of coordinatir,t.g agencies to set prices for transmissioll
services and oversee the reliability of the bulk power transmission system.



356

THE REGULATION OF TI1E ELECTRICITY GENERATION INDUSTRY

Currently, California's electric utility industry is heavily regulated. In
this section we examine the basis for this regulation, review the public
agencies involved in regulating the electric industry, and analyze how
changes in the industry are undermining the historical basis for regula
tion.

Why RegulCite the Electric GenerCition MCirket?

Economic regulation is that set of policies adopted by government to
control and oversee the structure and conduct of an illdustry for the
benefit of all segments of society. Such regulation can involve the
approval of prices, the control of entry of firms into the market, and the
setting of other market conditions. Generally,·economic regulation of an
entire industry (like power production) is necessary only incases of
"market failure." In the case of the electric utility industry; regulation has
been justified on two main bases:

• Natural Monopoly. Some have argued that the appropriate size of
an efficient utility is so large that a market wouldonly allow for one
or at most a few firms. This argument also assumes that the industry
is subject to substantial economies ofscale and that barriers to entry
at this stage are large. Thus, vertically integrated firms already in the
industry could resort to various strategies to either prevent entry or
drive out less advantaged competitors~ The result would be an
industry with few firms and the ability to reduce output and raise
prices relative to a competitive market.

• Quality ofService. Because of the nature of bulk power transmission
and local distribution systems, there are many technical require
ments that power plants must meet in order to maintain the integrity
of the system. These include the ability to maintain technical
specifications and balance demand and supply virtually instanta
neously. Together, these are known as reliability requirements. Some
argue that these requirements would be difficult or impossible to
meet in a competitive market. In effect, they argue that vertically
integrated, monopoly firms are needed to protect and maintain
control over the system.

While regulation can compensate for these failures, it is widely
accepted that regulation also imposes costs on society. These costs
include: (1) the expense of the .regulatory process, (2) inefficiencies in
the use of capital and other inputs to the production of services, and (3)
inefficiencies due to retail prices that do not reflect true costs.
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Current Regulatory Process

Currently, California's· titilities are regulated primarily by three state
ahd federal agencies:

• CEC. The California Energy Commission's regulatory responsipilities
include: (1) creating stateenergy plans, (2) certifying most thermal
PQwer plant construction, (3) determining long-term electricity
demand and supply, (4) developing energy efficiency standards for
buildings, and (5) fostering new, less oil-dependent and more
environmentally sound energy sources.

• PUc. The California Public Utilities Commission is involved in the
day-to-day regulation of investor owned utilities. The PUC has no
authority over POUs (except to the extent it serves as the lead
agency for California Environmental Quality Act oversight of trans
mission line projects that involve both IOUs andPOUs as partners) .
The regulatory activities of the PUC include (1) setting rates paid by
IOU customers, (2) auditing the performance of companies, (3)
determining the prudency of IOU investments (including generat
ing facilities) and power purchase contracts, and (4) investigating
industry conditions for the purposes of developing regulatory policy.

• FERC. The Federal Energy Regulatory Commission has regulatory
authority over: (1) wholesale pricing of interstate electric power
sales,·· (2) certification of need for interstate transmission line
projects, (3) setting rates for, arid conditions of access to, interstate
bulk transmission of wholesale power, and (4) rulemaking.pursuant
to implementation of PURPA.

Publicly owned utilities receive general policy guidance from· the
Legislature; however, they are not directly regulated at the state level.
Rather, they are regulated either by locally elected boards or by the local
government of which they are a part.

The PUC's Role in PURPA Implementation. To implementPURPA in
California, the PUC developed a series of four contracts (known as
"interim·standard offers") tHat small power producers could use when
negotiating with utilities for power purchase agreements. Certain of
these contracts provided very lucrative long-term pricing for the elec
tricity these small power producers sold to utilities, as electricity prices
werehased on historically high natural gas prices. A stampede to obtain
utility contractsensued,and up to 15,000 MW of capacity (representing
almost one-thirdof current peak demand) were committed to long-term
contracts before the PUC terminated these interim standard offers. Of
these contracts, however, about 10,000 MW are not currently under
development. and should expire by April 1990.

ThePUC,in a series ofproceedings lasting several years, modified both
the contracts and the contracting procedures in an attempt to eliminate
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future excess capacity problems caused, in part, by initial PURPA
implementation. Additionally, the PUC's intent is to enh~ce the pros
pects for development of a more effiCient, competitive electricity
generating market. The approach chosen by the PUC was to cIevelop a
biennial bidding program to allocate estimated capacity needs among all
parties-utilities ,and" nonutilities-interested in supplying generating
capacity. The amount of capacity open for bidding would be determined
by CEC demand and supply forecasts published in its biennial 'Electricity
Report. The bidding program would have three basic parts:

• Utility development of a' proposed plant which would establish the
price at which the utility could produce electricity, This proposal
would, in effect, establish a ceiling price that other bidders would
have to beat.

• Selection of winning bidders using both an auction and evaluation of
certain "nonprice" criteria (potentially including such factors as fuels
,diversity goals, and state employment effects).

• Negotiations between the utility and the winning bidders to develop
a final contract.

Changes in the Industry

The existing utility industry structure' primarily is the result of past
regulatory policies that favor vertically integrated, monopoly utilities.
Since the early 1970s, significant changes have occurred at all stages of
production, but especially in the electrical generation stage. Our review
of the available evidence calls into question the current bases for
regulating the electrical generation industry.

Economies of Scale. Some recent, studies suggest that smaller power
plants can be as efficient as larger plants. This means that cost-effective
power can in fact be generated by a wide variety of producers. Some of
the factors influencing smaller plant s,ize include reduced. demand
growth, environmental and other reglilatory concerns regarding larger
plants, financial commitment and construction lead times for larger
plants, and technological change. .

Entry. Experience with PURPAhas shown that a nonutility power
producer industry can develop. Because this entry largely was the result
of lucrative contract opportunities, it is difficult to assess prospects for
entry under mote competitive conditions..Thereare signs, however; that
entry could occur without the subsidies included in the PURPA contracts.
These include the existence of: (1) an industry with proven technology,
(2) capital markets that now understand these investments, and (3)
entrepreneurs and managers with experience in this business.

Quality ofService. Vertically integrated utilities defend their structure
by arguing the need to coordinate and protect the reliability of the bulk
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transmission system and the local distribution systems. Typically, these
arguments are based on technical engineering considerations related to
the design and control of the bulk power transmission. segment of the
industry. Again, however, there is evidence providing support for a
generating market that is more competitive and that has less direct
ownership of power plants by utilities. These factors. include (I) devel
opment of computer controls and monitoring technology, (2) improved
analytical understanding of bulk transmission system operations, (3)
knowledge about the operation of tightly coordinated systems elsewhere
in the country and, (4) better understanding of how the use of sales
contracts between power producers and utilities ... could substitute for
internal company transactions.

In light of these changes, regulatory agencies both at the federal and
state levels are reviewing their regulatory policies for electricity gener
ation. In particular, FERC is considering several proposed rulemakings
that together could result in reduced regulation for nonutility power
producers. In addition, the PUC is finishing rules to govern the capacity
bidding program mentioned earlier and has undertaken other reviews of
existing regulatory processes. The potential for a more competitive
electricity generation market also is recognized by the CEC in its draft
1988 Electricity Report.

ALTERNATIVE APPROACH TO THE ELECTRICAL GENERATION MARKET

We recommend that the Legislature undertake a thorough review of
the state's regulation ofthe electric utility industry, and consider ways
to make regulatory policy consistent with the more competitive envi
ronment.

As discussed earlier, the electric utility industry is regulated as a natural
monopoly. But perceptions about the industry among observers and
participants are changirig, especially with regard to electricity genera
tion. The Legislature and state agencies have also recognized the need to
reconsider the state's regulatory role in this area. Chapter 495, Statutes of
1986 (SB 1970, Rosenthal) required the CEC and PUC to review-among
other things,-the state's regulation of the industry. In their report Joint
CEC/CPUC Hearings on Excess Electrical Generating Capacity (known
as the SB 1970 report), the PUC and CECrecommend that the
Legislature establish a blue ribbon panel to review existing energy and
electric utility regulatory policies. Legislation has been introduced in the
current session (SCR 7, Rosenthal), which calls for a Joint Committee on
Energy. Regulation and the Environment to review energy regulatory
policy.

These calls for review of California's energy policy development and
regulatory processes a.re consistent with our findings. We therefore
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recommend that the Legislature undertake a complete review of utility
regulation with the objective of considering ways to make regulatory
policy consistent with the increased scope for competition in the utility
industry.

If the Legislature undertakes such a review, we believe there are
several key areas to consider and resolve. These general policy areas
should be considered in relation to the goal of enhancing the prospects
for competition. The goal of increased competition would not conflict
with the continued Iu:led for environmental and safety regulation.

Move Beyond Bidding to Competition

As discussed earlier, the PUC has developed bidding rules which offer
the opportunity to increase the market share of nonutility power
producers. There are potential problems with bidding, however, that
could result in continued utility domination of generating capacity and
de-facto return to existing regulatory procedures. These problems in
clude: (1) unnecessarily limiting the pool of bidders through ·stringent
prequalification requirements; (2) potential conflicts of interest arising if
utilities are allowed to both administer auctions and submit bids; and (3)
complex and protracted negotiations if bid evaluators consider "non
price" elements of bids (for example, fuels diversity or employment
effects).

These concerns have been exPressed by the nonutility producers and
other observers,. and would appear to have some merit. As a way of
addressing these concerns, the Legislature and PUC may want to
consider the· following approaches.

Use Bidding Only in the Near Term. The PUC should use bidding only
as the next step on the path toward more open competition in the
electricity generation market. Therefore, during the time bidding is used,
every effort should be made to keep the pool of bidders as large as
possible. This could be accomplished by: (1) eliminating prequalification
requirements (the likelihood that electricity shortfalls would result from
failure of a bidder to perform are minimal), (2) selecting winners only on
the basis of price (there are. usually other, more appropriate forums for
resolving nonprice issues) and (3) monitoring negotiations and bids to
prevent utilities or bidders from engaging in activities that might subvert
the intent of the bidding proceedings.

Move to Market Pricing. Ultimately, the PUC's bidding process could
be phased out and replaced with market pricing of power and contract
ing by producers directly with utilities and other users (with PUC
intervention limited to normal "prudency reviews"). Such a market
would include both short-term sales ofelectrieity(the spot market) and
a mix of short-, medium- and long-term contracts for other sales of power.
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The spot market and access to many buyers (both utilities andlarge retail
customers) with whom contracts could be negotiated would serve· to
police the market.

Address the Issue of Utility Generating Capacity

Due in part to past regulatory activity, utilities currently are the main
sources of generating capacity in the state. All current utility investment
in power plants are in the "rate base," which means that the utility is
virtually guaranteed ofreceiving an adequate return on investment over
the life of the plant (through charges to consumers).

In a competitive generation market, however, the investment risk
would be borne by powerplant producers, not consumers. In order to
move toward a competitive market, there must be a level playing field
for all players-utilities and nonutilities. Therefore, the Legislature will
have to address. the issue of how to handle future utility power plant
proposals.

One way to create a level playing field would be to limit the utilities to
their current rate base plant capacity (with the. possible exception of
small specialized plants used to meet peak demand). Over time, both
growing electricity demand .. and· the closing. of old utility-owned plants
would cause the remaining utility-owned capacity to become a compar
atively small partof the total electricity required by the utilities to meet
customer needs. At this point, utilities would have to rely on the market
to obtain electricity at the best available price.

Curtently, utilities are allowed to establish unregulated subsidiaries to
build generating facilities and sell power to the market (including the
"parent" utility company). If .this practice continues, consideratio~

should be given to placing some restrictions on subsidiaries,such as: (1)
allowing them to negotiate contracts only with utilities other than· the
parent, or (2) limiting subsidiaries to sales in the spot market. These
relativ€lly minor restrictions, combined with diligent antitrust oversight,
would significantly increase the prospects for aCQmpetitive market in
electricity generation.

Address the "Transmission Access" Problem

Many observers who advocate deregulation of electricity generation
argue that the so-called "transmission access" problem must first be
resolved. This problem, in basic terms, is that most of the transmission
network is owned and controlled by IOUs and that these utilities don't
want to provide transport services to their competitors. The utilities
argue that unlimited access to the system would result in negative effects
on small customers and on system reliability.
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The access problem ultimatelywill have to be resolved in order to have
a competitive generating industry. It is not clear, however, that trans
mission access is an immediate problem. For instance, PURPA already
requires utilities to provide transmission services for contracted power. In
addition, demand is growing at a moderate rate and existing proposals for
expansion of the bulk transport system could remove the most significant
current capacity constraints. Furthermore, system reliability concerns
could. be mitigated by. having all power producers meet specified bulk
transmIssion system requirements.

Over the long run,however, there willhave to be solutions to "arious
transmission problems: (1) lack of utility incentives to sell transmission
services to nonutility power producers (who compete with the utility's
generation plants) ,(2) monopoly power resulting from ownership of
"bottleneck" transmission lines and (3) public health and visual impact
'issues that cause resistance to the construc·tion·of new transmission lines.

Of these problems, the lack of utility incentives and monopoly power
are the most important in the context of creating a competitive electric
ity generation market. There are, however, ways to mitigate these
problems. For instance, a utility's incentive to favor its own generation
capacity could change if· it finds itself going to the spot market (as
described above) for substantial amounts of power. Additionally, FERC is
considering alternatives to achieve more open access in recent regulatory
decisions and· proposed· rulemakings.·If utilities continue to resist access
or use bottlenecks to exploit their monopoly power, the Legislature could
consider more forceful remedies, including requiring mandatory access,
requiring stricter. regulation, encouragingl construction of competing
transmission lines or requiring divestiture of bottleneck transmission
lines. While public health and visual impact issues must also be resolved,
these issues exist independently of the degree of regulation of' the
electrical generation market.

Consider Phasing Out Energy Commission's Needs Assessments

The California Energy Commission was established in 1973 and given
various energy planning, technology development, building standards
development, electricity forecasting and power plant sitingresponsibili
ties. The CEC also has a role in the regulation of electricity generation
because it is charged with siting most thermal power plants. This siting
process includes ., both an environmental assessment and a "needs"
a.ssessment. The environmental assessment determines whether the
proposed plant meets the California Environmental Quality Act require
ments and the needs assessment determines whether the plant is
necessary in order to meet the commission's forecasted electricity
demand. The latter was designed to protect customers from having to pay
for unneeded power plants.
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A competitive electricity generating market,however, would elimi
nate the necessity for the CEC's needs assessments process. This is
because in a competitive industry the power producers-not consumers
-would bear the risk of their investment decisions. As market pricing
would provide the signals to investors regarding whether to undertake
power plant investments, the CEC would no longer need to become
involved in those decisions.

Change the Purpose of the Energy Commission's Electricity Forecasts

The CEC is required to publish a biennial Electricity Report that
includes multi-year forecasts of electricity demand and supply. Currently,
these forecasts are used primarily to determine how much electrical
generation capacity is needed in designated planning areas, and whether
a specific plant proposal should be certified as "needed." Developing
these forecasts is an involvedregulatory process that includes written and
oral testimony by many interested parties, each with competing eco
nomic interests. It is both a labor- and time-intensive process (the CEC
has up to 80 personnel working on forecasting and needs assessment
activities at various times during the biennial cycle) and usually results in
compromises regarding the specific .demand and supply forecasts pub
lished for each planning area.

If electricity generation were deregulated, the CEC would no longer
have to do needs assessments as part of its power plant siting responsi
bilities, as individual power producers would do their own assessments of
need. Thus, the CEC would no longer have to engage ill the current
regulatory process for developing its forecasts. .

Given the commission's continuing role in statewide energy policy
formation, some type of electricity forecasting capability would still be
desirable. However, the capability needed to support the development of
general· energy policy would be·very different from the needs of the
existing complex regulatory process and would require many fewer
personnel and other commission resources. Additionally, forecasts that
are done independently of other forecasters and which are not the result
of a regulatory process or negotiated compromises would be more likely
to provide useful information to investors and policytnakers.

Summary

The electrical generation market has changed considerably in recent
years and will continue to evolve in the future. It is important for the
state to adapt its regulatory oversight of the electric generation industry
to comport with this new environment. The Legislature has several steps
which it can consider and act on now in order to move the industry
toward a more competitive market in the 1990s.
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Implementation of Proposition 98

What Are the. Proposition 98 Implementation Issues Facing theLegis
laturein the Coming Year?

Summary

• The Governor's Budget proposes to fund the Classroom Instructional
Improvement and Accountability A.ct-Proposition 98-'-(Jt a level of
$116 million in 1988'-89 and·approximately $400 million in 1989-90.

• The implementation of this act and the allocation offunding for its
purposes will be subject to legislative determination. .

• There are several issues that the Legislature should address in
implementing legislation, including: (J) the allocation offunds to
education programs; (2)· the definition of «enrollment"; . (3) .the
definition of the "excess revenue'> cap; and (4) the allocation of
excess revenue.

• There are other issues the Legislature may wish to· consider, includ
ing: .(J) How should the General Fund percentage be calculated? (2)
What should be included in the General Fund revenue base? (3)
How should discretionary ADA be calculated? (4) How should the
minimum funding level be determined in a year after the funding
requirement has been waived? (5) Should there be sanctions imposed
on districts that spend their Proposition 98 funds on unauthorized
program,,??

~. Wereco,nrnei./1 that the Legislature wait lfntilthe May rev.ision of
the 1989-9() Budget Bill before appropriating any funds for Propo
sition 98.

InNovember 1988. the voters of the state passed Proposition 98, the
"Classroom Instructional Improvement and AGcountability Act," which
significantly changes the manner in which K-12 schools and community
colleges will be funded in the future. The discl}ssion which follows
outlines the provisions of Proposition 98 and their fiscal effects, and
discusses important implementation issues facing the Legislature.

THE PROVISIONS OF PROPOSITION 98 4ND THEIR FISCAL EFFECTS

Proposition 98 has three main provisions: K-14 funding, school.account
ability, and a prudent state reserve.

K-14 Funding

The primary purpose of Proposition 98 is to increase state funding for
K-12 schools and the community colleges. It contains two mechanisms to
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accompli~h this goal: the "minimum funding level" provision a.nd the
"distribution of exce~s revenues" provision.. .

." . - - - - -. - . - .

Minimum Funding Level. Starting in 1988-89, Proposition 98 requires
the state to annually provide a minimum level of funding for public
schools and community colleges. The measure specifies two methods for
determining what the minimum funding level should be and requires the
state to use the method that results in the larger amount:

• The first method requires the state to ensure that. the percentage of
state General Fund revenue that is allocated to public schools and
community colleges is not less than the percentage that was allocated
to them in 1986-87.

• The second method requires the state to ensure that public schools
and community colleges receive from state and local tax revenues
thesaII),e total amount offu.nds received from these sources in the
prior year,adjusted for changes in inflation and increases in enroll
ment.

Our analysis indicates that the cost of this initiative in 1988~89 will be
determined by the first ofthese options,as General Fmid revenues have
grown more rapidly in the last two years than inflation and enrollment
increases. The actual cost, however, will depend upon the final level of
General Fund revenues and the interpretation of which revenues should
be. counted in the calculation base.

OurNovember 1~88 ballot analysisof ProposItion 98 estimated current
year costs at $215 million.. This figQre was hased on revenue estimates
made last July when the budget was adopted. Revenue estimates in the
Governor's Budget, however, are lower than they were last summer. As
aresult, our estimates of Proposition 98 costs in the. current year also have
been lowered-to $174 million. This figure will contfuue to be· adjusted as
revenue estimates change during the remainder of this fiscal year.

Based on the advice of the Legislative. Counsel's Office, we used a
broad interpretation of the revenue base":"'one that counts all General
Fund revenues, including transfers and nontaX revenues-when we
developed oUr estimates for this measure. This definition wasilsed
because the affected section of Article XIIIB of the· State COIistitution
refers not only to tax proceeds, which are subject to limitation, but·also to
other proceeds. Wehave consistently used this interpretation in all of our
fiscal· estimates of this measure.

The Department of Finance,however, is using a narrower definition of
the Proposition 98 revenue base--.{)ne that excludes nontax revenues. The
department's methodology, whichis compared to oursin Chart 1, results
in a. slightly higher percentage of General Fund revenues dedicated to
K-14 funding, which is then applied to a significantly lower 1988-89
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General Fund revenue base. As a result, the Governor's Budget reflects
a cost estimate for the current fiscal year Of $116 million, or $58 million
less than our estimate of $174 million.

Chart 1

Comparison of the K-14 Education
Funding Requirements of Proposition 98
1988-89 (In thousands)

$14,069,926

Additonal Amount
, 'Required

1988-89 Proposition lIB K·14
Funding Requirement

$36,001,960

1888-49 General Fund
Revenue

1988-89 K·14 Funding

X39.081%

Rllqulred K·14
Percentage

1988-89 Proposition lIB K·14
Funding Requirement

LAO $14,069,926 $13,896,084 $173,848
OOF 14,009,375 13,893,150 116,225

ICJI LAO
... OOF 40.107 X 34,930,000 14,009,375

II

SOURCE 1l186-87 K.14 FwldIng 1l186-8~~e= Fund ~rc:;.~~4

II LAO $12,715,087 + $32,535,200 39.081%
OOF 12,703,047 + 31,673,000 40.107

In 1989-90, we estimate thatthe cost oftheminimumfunding lfwel will
be about $465 million, as comparedwith the Governor's Budget estimate
of about $400.' million. Both estimates assume that the first formula
option-maintaining the 1986-87 level of General Fund support-will be
used. Again, our difference regarding the calculation of the revenue base
(the nontax revenues issue) leads to the difference in the cost estimates.

Revenues in Excess ofLimit. The initiative also requires that all or part
of any General Fund revenues (in an amount equal to 4 percent of the
minimum funding level) in excess of the state's appropriations limit be
allocated to public schools and community colleges until such time as the
state meets or exceeds specified goals in (1) per-pupil expeJ1ditures and
(2) average class sizes. This allocation of so~called "excess revenues"
would be in addition to any state appropriation required to maintain the
minimum funding level. The excess revenues also would be added to the
minimum funding level and rolled into the base. As a result, they would
become a permanent part ofthe minimum funding levelthat would need
to be maintained in subsequent years and most likely would have a
compounding effect on the share of the state's budget that would be
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dedicated to K-14 education. While the Governor's Budget shows the
state being slightly under its limit in both the current and budget years,
small improvements in the revenue forecast would result in excess
revenues in either year.

Additional Revenues Benefit K-U Education. Any such additional
state revenues would greatly benefit K-14 education. Specifically, as
shown in Chart 2, if additional revenues were to materialize in 1989-90,
K-14 education would first receive 40 percent of any amount up to the
state's appropriations limit (a maximum of $51 million based on the
Governor's Budget estimate of $128 million remaining in the state's
appropriations limit). K-14 education would then be entitled to all of any
remaining "excess revenues" up to the 4 percent "revenue cap" dis
cussed previously, or approximately $607 million. Thus, in total,K-14
education would receive $658 million (approximately 90 percent) of the
first $735 million in additional state revenues. Finally, any additional
revenues above the cap level would be rebated to taxpayers.

"':.""'

Maximum Possible
K·14 Education
Funding

Dollars
In mil/Ions

Excessrevenue _ $607
Additional
funding guarantee 51

----+. Base 15,129

Total $15,787Estimated General
Fund-revenues

($38,876 million)

Chart 2

Disposition of Any Additional General Fund Revenues
Under Proposition 98a

1989-90

~~;~~~~.
Additional reven,ues -{ 1'....·..·.·.·.·...1·.....·.·.

up to approl¥~~80~~u'ii~~ ::1:1:~i1i1:1i itl::

aSource: Legislative Analyst estimates based on Governor's Budget.

School Accountability Report Cards

Proposition 98 requires the Superintendent of Public Instruction to
appoint and consult with a task force to (1) develop a model School
Accountability Report Card and .(2) present it by March 1, 1989 to the
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State Board of Education for adoption. The measure provides that a
majority of the task force members shall be teachers, with the remaining
members composed of school administrators, parents, school board
members, classified employees, and educational research specialists.

The model report card wouldcontain information on a variety of school
cond~tions, including, but not limited to:

• Student achievement,
• Dropout rates,
• Expenditures per student and services funded,
• Class sizes,
• Assignm~nts of teachers outside their subject areas,
., Textbook quality,
• Student services,
• School safety,
• Teacher evaluation and staff development,
• Classroom discipline, and
• Instructional quality.

The measure requires each public elementary, high scJ:lOol, andunified
school district to issue an annual School Accountability Report Card Jor
each of its schools, beginning in 1989-90. The measure provides that, at a
minimum, each report card must contain information on the conditions
noted above.

We estimate that it will cost school ,districts from $2 million to $7 million
anJ)ually, beginning in 1989-90, to prepare and distribute the School
Accountability Report Cards requiredby Proposition 98. This is based on
an estimated cost of between $250 and $1,000 per school for each of the
approrlmately7,OOOschools in the state. Actual costs will depend on the
amount of informationtllat schools already collect on school conditions.

The Prudent State Reserve '
... --~ .

Proposition 98~equires that "the Legislature shall, establish a prudent
state reserve fund in such amount as it shall deem reasonable and
necessary." Because the initiative does not specify the size of the reserve,
and since the Legislature already maintains a'reserve, this provision will

,have no direct impact on current practices.

ISSUES RELATED TO THE IMPLEMENTATION OF PROPOSITION 98

We have identified two groups of issues that will need to be addressed
by the Legislature in implementing Proposition98~'Inthe first group, we
include issues that should be addtessedin implementing legislation. In
the second group, we include issues which most likely will confront the
Legislature and which would be desirable to' resolve.
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Issues That Should be Addressed by the Legislature'

1. Allocation of Funds. The Legislature will need to decide how to
spend the additional Proposition 98 funds for both the current and budget
years. There are two broad ways in which these funds could be allocated.
First, they could be allocated as general purpose revenue, which districts
could spend as they see fit. Second, they could be targeted to specific
programs.

An unrestriCted allocation could be accomplished in several different
ways: on the basis of enrollment, through a revenue limit equalization
formula, or for a cost~of-living adjustment to general-purpose· school
apportionments. Each of these Junding mechanisms would result in a
different distribution offunds among districts.. For.example, an allocation
on the basis ofenrollment would resultin each district receiving the sam.e
amount per pupil. A revenue limit equalization formula, on the other
hand, would result in different amounts per pupil, depending on each
district's own revenue limit in relation to the state average. In each case,
however, local districts would decide how to use the funds.

Targeted allocations could be used for (I) establishing new programs,
(2) expanding existing programs, or (3) subsidizing local costs fOr existing
programs. In the first two cases, the funds would result in an increased
level of service through new or expanded programs. Subsidizing local
costs for existing programs would be similar to an unrestricted allocation,
except that it would guarantee a certain level ofstate funding for the
targeted programs. For example, the state could provide funds to fully
support the cost of home-to-school transportation. This would ensure full
funding of transportation, wll~le supplanting local funds that are cur
rentlyused for this Pllrpose. The local funds. could then be used forap.y
other purpose determined by the local districts.

1988-89. The Governor's Budget would spend $1l6 millionjneurrent
year Proposition 98 monies by allocating $77 million to fund estimated
current-year K~12 funding deficiencies and $39 million to a K-12Propo
sition98 reserve. The reservewould be disbursed to school districts atthe
end of the current fiscal year, according to criteria that presumably
would be determined by the Legislature and the administration. Thl:)
Governor;s Budget proposes no Proposition 98 funding for community
co}leges in the current year. .

1989-90. The Governor's Budget proposes to allocate approximately
$400 million for· Proposition 98-related expenditures in the budget year as
fol,lows:

• $230·million for· an education reserve ($220 million for K-12 schools
and$1O million for community.colleges),

• $1l0 million for class size reduction in grades 1-3 and 9-12,
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• $30 million for year-round school incentive payments,
• $17 million for drug education, and
• $15 million. for funding discretionary growth in special education

programs.

The budget proposes to use the education reserve first to fund anyK-14
education deficiencies that may occur. Any balances that remain after
deficiencies have been funded would be· disbursed at the end of the fiscal
year in accordance with as-yet-undetermined criteria. We note that in
the absence of Proposition 98, these funds would have been available for
any legislative purpose, including K-14 education.

2. Defining Enrollment. Another issue that needs to be addressed in
legislation to implement .Proposition 98 is· the definition of enrollment.
The initiative requires that school district and community college
enrollment data be used to compute minimumfunding requirements and
to allocate any "excess revenues" in the event they are available.
Enrollment is defined· by the initiative as:

• Average daily attendance (ADA) in K-12 schools,
• ADA equivalents for K-12 services not counted in ADA, and
• Full-time equivalent (FTE) students in community colleges.

The implementing legislation should include formulas for computing
ADA equivalents for services not currently counted in ADA, such as
summer school programs and enrollment in the state special schools.

In addition, because. community college enrollment is currently mea
sured by ADA, legislation to implement Proposition 98 would need to
include a formula for converting ADA to FTE students. The Conversion
to FTE will also be needed to make interstate funding comparisons
required by the act, as all other states measure their community college
enrollment in terms of FTE. .

3. The '.'Excess Revenue~' Cap. A third issue to be addressed is the
definition of the excess revenue cap. As noted, the initiative requires that
Kc12 schools and community colleges be allocated specified excess
revenues "up to a maximum of four percent (4%) of the total amount
required pursuant to Section 8 (b) ." Section g (b) specifies the amount
required to achieve the minimum funding level discussed previously.
This amount is only provided from state General Fund revenues.
Consequently, the determination of any excess fimdi'ng is only a fmiction
of those revenues. We estimate that 4 percent of 1989-90 General Fund
expenditures for K-14 education is approximately $607 million.

Others have suggested that the reference in Section 8 (b) to "monies to
be applied bythe state" includes local propertyrevenues, since (pursuant
to state law) these revenues are also applied to the support of K-14
education. According to this position, the maximum amount of excess
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revenue that must be allocated to K-14 education would be equal to 4
percent of the total of state General Fund plus. local property tax
support-approximately $803 million in 1989-90. In our view, local
property tax revenues are not part of "the monies to be applied by the
state" that are addressed in Section 8 (b) .

4. Identification and Allocation of "Excess Revenue. " Finally, the
Legislature will need to address' the issue of the identification and
allocation of excess revenue. The initiative requires the automatic
allocation of excess revenues. by the State Controller to schools for
specified purposes. It does not, however, indicate when the allocation
should take place. To implement this provision, the Legislature will need
to determine when it can be known how much (if any) excess revenue
is available. To accomplish this, it should consider establishing a proce
dure and timetable. that would govern (1) the certification of the
availability of excess revenues by the Director of Finance to the
Controller and (2) the allocation of excess revenues by the Controller.
This same procedure should contain a mechanism for the Director of
Finance, the Superintendent of Public Instruction, and the Chancellor of
the California Community Colleges to c~rtify to the Controller if and
when the allocation of excess revenues is no longer required because the
goals for per-pupil expenditures and class sizes have been met.

Issues that May Confront the Legislature

1. Calculation of the General .. Fund Percentage.' One of the two
guaranteed minimum funding levels established by Proposition 98 for
K-14 education is based on the percentage of General Fund revenue.that
was provided for this purpose in 1986-87. Specifically, Section 8(b) (1) of
the initiative refers to:

The amount which; as a percentage ofthe State General Fund revenues which
may be appropriated pursuant to Article XIIIB, equals the percentage of such
state General Fund revenues appropriated for school districts .and community
college districts, respectively, in fiscal year 1986-87.

Because of thi~. section's reference to "the percentage" (singular), we
have based our cost estimate on the calculation of a single percentage
enqompassing both school district and community college funding.

The State Department of Education (SDE), however, has prepared a
cost .estimate which uses separate percentages for school·districts and
community colleges. This interpretation could imply a substantial differ
encein the required allocation of the K-14 funds. Specifically, the SDE's
approach might require that all of the current-year Proposition 98 funds
be alldcated to K-12 education, with none allocated to community
colleges. This is because,· when calculated separately, the percentage of
General F'undrevenue that has been appropriated to community col-
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leges in the current year is already greater than the percentage that they
received in 1986-87. Under the single percentage methodology, the
Legislature would have discretion in determining the allocation of funds
between K-12 schools and community colleges.

2. Defining the General Fund Revenue Base.· As distussed earlier,
another difference of interpretation involves the question of whether
General Fund revenues which may be appropriated pursuant to Article
XIIIB include those revenues· which are not considered to be "proceeds
of taxes." According to the proponents of thiS view, because only
revenues which· are tax proceeds must be appropriated· subject to the
appropriations limit, only tax proceeds are .appropriated pursuant to
Article XIIIB.

The Legislative Counsel, however, has issued an opinion which con
cludes that all state revenues are "revenues received" as that term is used
in Section 2 of Article XIIIB (the section which requires the return of
excess revenues), and concludes that ·nontax state revenues "may be
appropriated in compliance with Article XIIIB without limitation." On
this basis, Counsel advises that nontax revenues should beincluded in the
General Fund revenue base, and our estimate reflects this position. The
Legislature may wish to clarify this point in statute by providing a
definition of the General Fund revenue base.

3. Discretionary ADA. In elementary and secondary schools, enroll
ment increases or decreases are a natural consequence of changes in the
school~aged population. However, enrollment increases· incoIllmunity
colleges and in some programs operated by K-12 school districts are
discretionary. In other words, annual changesin enrollment are subjeCt to
state and Ior local policy decisions. For example, the state controls
enrollment growth in community colleges so that it doesnotexceed the
percentage increase in California's adult population. Similarly, enroll
ment increases in some school district programs,. such as supplemental
summer school or Regional Occupational Programs, are controlled by the
state.

The average daily attendance (ADA) fundingrnechanism in Proposi
tion 98 contains a fiscal incentive for the state to limit discretionary ADA
growth in these controllable programs.· This is because, in future years,
Proposition 98 will require the maintenance of total funding per
ADA-an amount that is genera:lly much greater than the actual average
cost per ADA (or ADA~equivalent)ofthese discretionary programs. For
example, the supplemental summer school program is currently funded
at the rate of $1,274 per ADA-equivalent. Each neW unit of summer
school ADA under Proposition 98, however, will generate a funding
requirement ofabout $3,400 per ADA-the average rate of total state and
local funding per ADA. In other words, Proposition 98 requires that
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funding per ADA for some programs exceed the cost and current funding
rate per ADA of those programs. This situation could generate an
incentive to· limit or eliminate discretionary ADA growth in these
less-costly programs.

If the Legislature wishes to address this situation, it could redefine the
overall Proposition 98 ADA base· by measuring the broadest possible
range of instructional services in terms of ADA-equivalents, such that the
cost per ADA-equivalent is roughly the same for all programs.

An alternative method for avoiding the incentive to liniit growth in
discretionary programs would be to eliminate the ADA in such programs
from the calculation of the minimum funding requirement. Although the
iriitiativereq\rires that all ADA be used, it also gives the·Legislature the
authority to change its provisions in order to "further its purposes."
Arguably, changing the definition of ADA that must be used in calculat
ing the minimum funding rElquirerrieilt could be seen as furthering the
intent of the· initiative if it eliminated undesirable consequences while
having little or no fiscal impact.

4. Determining the Minimum Funding Level in a Year After the
Requirement Has Been Waived. The initiative allows the Legislature to
waive the minimum funding level requirement with urgency legislation
(other than the Budget Act). It does not indicate, however, how the
required funding level should be computed in a year following the year
in which such a waiver has been enacted. Specifically, the question is
whether the funding level should be computed on the basis of the prior
year's actual funding level or on what the prior year's funding level
would have been if the requirement had not been waived. The latter
course would provide greater revenue to K-14 education, with a corre
spondingly greater cost to the state.

5. Sanctions. While the initiative requires that excess revenues be
spent for specified purposes, it does not impose any sanctions on districts
that spend them on unauthorized programs. The Legislature may wish to
impose such sanctions.

CONCLUSION

The Governor's Budget contains $116 million in the current fiscal year
and approximately $400 million in 1989-90 in new K-14 funding related to
the adoption of Proposition 98. The expenditure of these funds will be
determined by legislatively approved appropriations (see Item 6110
198-001 in the Analysis for a detailed discussion of expenditure options).

We caution that there are several reasons why the Legislature should
not rush to appropriate these funds. First, given the funding formula
approved by the voters, the current-year and budget-yea~Proposition 98
cost estimates will continue to change as the year progresses. Specifically,
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a General Fund revenue change affects the measure's cost because of the
requirement to provide a specified percentage of General Fund revenue
for K-14 education. For example, a $100 million increase or decrease in
General Fund revenue would result in a $39 million increase or decrease
in the initiative's cost.

Second, before allocating any 1988-89 Proposition 98 monies, the
Legislature should first address funding of current-year K-14 deficiencies.
To do otherwise could result in the state providing districts with funds in
excess of the Proposition 98 funding requirement.

Because.of the possibility of unforeseen changes in both General Fund
revenue and K-14 deficiency requil:ements, we recommend that the
Legislature wait until the May revisioTlofthe 1989-90 BudgetBill before
appropriating anyfunds for Proposition 98. This would allow a response
to the initiative based on the. most current information regarding
current-year revenues and K-14 funding requirements. It would also give
the .Legislature time to consider the implementation issues which we
have raised above.
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State Accounting Practices

Do the Accounting Changes Reflected in the Governor's Budget Help to
Improve the Accuracy ofCalifornia s Financial Statements?

Summary

• The Governor's Budget reflects two changes in the way the states
General Fund condition normally has been reported by the Depart
ment of Finance. These changes have the effect of increasing the
amount offunds that the department reports as uncommitted and
availablefor appropriation in 1987-88, 1988-89 and 1989-90.

• On this basis, the budget indicates that the state did not end 1987-88
in a deficit position, as has been reported by the State Controller.

• TbfJ.dH!T1:G£!S raj~~,!~,f!~g'!.f!f.~t(L!l,",qLtJ!JJld}J:f!,t"tbll,y~r;!1JJ.!J:ilJJ!:.tl}.,f,elldJ1Qr e

[1;£E1!I~1!,!ps~nt~!if2Jl. oLtlJ{LfJ!J1l!:!"Ji1J:1JJl£ilfrL9.QJ1.4iti!L1]· Our review
of these changes indicates that they. do not, because they lead to an
Q.Ef!!§.t{UflW/}1}l..G£.t}JJLflZYfJJ1:tJLgii1f:lJ,q,s"which, g,r~}Jr)PJ1-!!J.:r!1itJ,,~4qlld
l£1?l!dlq121fi,ferJlPptgpria#on.

• For this reason, the adoption of these changes by the department
raises concerns about !!!!!f!!1!JflL£.9~nf!!:~!9JlfLmo,}1~,,!t!,tLr,fc.qL!!Jf!,,!!.l!ti!:s
fi1J!l1JfiQlJJo.ta, given that the department's figures will differ from
the State Controller's reports and those of the Auditor General. lhe
L,egislature·rnaywisbJQ-q,QJ1~i4er_~t!!1J:l!.tbit!!l~12f!.qjfip..J2!Qgf!.4!!:!~.for
the.,-implementation" of changes .tolhestatffs aPl:,QYrlti1JK§..ystem"is·
wgrranted. . ... .""--~,,,- ..

The 1989-90 Governor's Budget reflects two changes in the state's
traditional method of accounting for state General Fund expenditures
and obligations. These changes have the effect of increasing the amount
of money that is considered to be "left over" after the state's obligations
are accounted for, and therefore increase the amount considered to be
available for appropriation by the Legislature. As a result 6f these
changes, the administration reports that the state did not end 1987-88 in
deficit, as reported by theState Controller. According to the administra
tion's figures, the state actually had almost $4 million left in the Special
Fund for Economic Uncertainties (SFEU) on June 30, 1988. The account
ing changes reflected in the budget also affect the state's reported
financial condition for 1988-89 and 1989-90.

This section examines theadministration's accounting changes and
their consistency with the state's policy of "moving towards" conformity
with "Generally' Accepted Accounting Principles" (GAAP). We also
discuss the method by which the administration will implement these
changes and the effect they will have on the state's official financial
statements. Finally, we present some concerns relating to these changes.
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What Changes Are Reflected in the Budget?

The traditional method of reporting the General Fund's financial
condition is referred to as the "Legal/Budgetary Basis" of accounting,
and reflects both statutory requirements and traditional practices. The
Governor's Budget reflects the following two changes in the traditional
method:

• It treats goods and services ordered but not received as a reserve
rather than an expenditure, so that they are counted as money "left
over" at year end rather than money which has already been
expended. Under existing accounting practices, these transactions
are treated as an obligation of the state when entered into and
recorded as an expenditure charged against the year in which the
goods and services are ordered. The administration instead has
subtracted these amounts .from its General Fund expenditure total,
and set up a "reserve for liquidation of encurilbrances" to reflect the
state's liability for these payments. This change is represented by the
administration as necessary to' continue the implementation of 1984
legislation requiring the conformance of the state's accolinting
system to GAAP (Ch 1286/84--AB 3372, Stirling).

• It eliminates the reserve for outstanding but unspent appropria
tionS, so that they are not considered in determining how much
money is available for new commitments. Traditionally, the budget
has shown how much of the funds left over at year's end already has
been committed by the Legislature for various purposes. Ihis.
practic!'l.~~n~,Ur~~Jh~tth.Elseexisting coIIlIl:litnJgnt~ '::lrEl~J!;ll<:Elnaccou!1t

ofT~<dEltElrIIlining W'h!J,t l<wel of uncommitted. resources is available
fo!~.lill.2£ll~()IlJh!()!l:glJ.JlJ.e budget m;9,£Y~s. The budget contains no
discussion of the. rationale for this change.

Are the Chan~es Consistent With GAAP?

. Chapter 1286 declares the Legislature's intent that the state's account
ing systems beamended to conform to "Generally Accepted Accounting
Principles" (GAAP). This legislation did not establish a specific time
frame or set out the order in which actions necessary to bring the. state
into conformance would occur. It did, however, anticipate thatthe state's
accounting and budgeting systems would eventually be brought into
conformity through the gradual adoption of changes by the Department
()fFinance (DOF) and the State Controller's Office (SCO). A task force
consisting of representatives of DOF, SCO, and the state Auditor
General's Office has the responsibility for developing. recommended
changes in accounting policy to the administration. This group, whose
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current focus is on developing a system of accounting for fixed assets, did
not playa role in the administration's decision to adopt the accounting
changes reflected in the budget.

What Is GAAP? GAAP is a set of uniform minimum standards for
financial accounting and reporting. The application of these standards to
governmental entities is governed by regulations issued by the Govern
mental Accounting Standards· Board (GASB). The adoption of these
standards .is premised on the idea. that fair, accurate and consistent
disclosure of an entity's financial condition will improve its financial
management, and allow interested parties to make informed judgments
about· the entity's ability to carry out its financial responsibilities. Where
the accounting standards for private entities focus on net earnings, the
focus of the governmental standards is. on amounts available for appro
priation.

In general terms, the GAAP standards require that all assets and
liabilities be fairly disclosed in governmental financial statements. One of
the themes embodied in these standards is that revenues should be
recorded when they are "eanied," and expenditures should be recorded
in the year in which the goods and services they purchase are actually
"consUIIled." Another theme is that the financial statements should
disclose all obligations which have not otherwise been recorded by
establishing a reserve or designation of funds in the amount necessary to
satisfy these obligations when they ultimately come due. •

The state is currently required by federal law, as a condition of
receiving federal grants-in-aid, to prepare a GAAP-based statement of
fmancial condition covering aU state funds. This statement is prepared by
the Auditor General, in conjunction with the seo, by "adjusting" the
seo's "Legal/Budgetary Basis" financial statements for the major differ
encesin accounting treatments.

First Change Is Consistent With GAA.P. The administration is correct
in its assertion that the change in the treatment of goods and services
which have been ordered but not received is consistent with the GAAP
standards. In preparing the annual GAAP-based financial statement, the
Auditor .General reduces General Fund .expenditures by the·· amount
which has been "encumbered" for goods and services not yet received
and indicates that a portion of the fund balance will. be needed to satisfy
these commitments. Thus, if done correctly, this change would have no
impact on the. amount of funds left over and available for appropriation,
but would lead to a more accurate reflection of expenditure levels for the
1987-88 fiscal year. The Auditor General's Office advises that this
adjustment will amount to $241 million for the General Fund in 1987-88,
or $10 million less than reflected in the budget.

13-78860
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While the change reflected in the budget is theoretically consistent
with GAAP standards, it hasnot 1:>gen~onsistentlyaE~.g. Specifically,
the budget has n2L~Jl:t~,~~4:}his·t~~~~'to funds. otherthag. the
~enera.Lf!!~d,nor is th~r~cs~JY~~lltablished to liquidate these enc~~~
brances .aqeq~ate .. to .fund the full amount. of the encumbrances. The
ad~i~istr;ti~iJ.·-~~ducedthe amount of this reserve. by $80 .million to
reflect its plan for the cancellation of outstanding encumbr~nces. Our
review of the amounts outstandingindicates that it will not be possible to
save the full $80 million, as most of the encumbrance~ in question have
already been liquidated.

Further evidence of the budget's inconsistent application of the GAAP
"consumption" standard can be found in the administration's proposed
treatment of 1989-90M~gi~c;~ expenditures. Under existing state law, the
Medi-Cal program must be accounted for on a "cash basis." This means
that expenditures are recorded whenever checks are issued for services
rendered,as opposedto when the services are actually ··consUffi(:ld." This
has the effect of artificially reducing the level of state expenditures. The
budg~t actually proposes to make the accounting for this program even
less reflective of its current activity. Specifically, the administration
intends to delay the date when the . last batch of 1989-90 checks .are
written, from June until July, so that these expenditures will not be
recorded until 1990-91.

Second Change' Inconsistent. The second change. reflected in the
budget is not consistent with GAAP .standards. GAAP requires that
appropriations which are outstanding at year end but which have not yet
been expended be shown as a "reservation" of the. ending fund balance.
In other words, GAAP requires that, in presenting the amount of funds
left over at year end, the statements should indicate how muchof these.
leftover funds have already been appropriated for expenditure. The
administration's figures indicate that almost $4 million was left over in th.e
SFEUon June 30, 1988, whereas in factthe state was approximately $200
million short of the amount needed to fundthe outstanding appropria
tions and obligations.

What Impact Do the Changes Have on the General Fund Condition?

As noted earlier, the administration's accotlntingchanges have the
impact of increasing the amount of funds which is reported to be
available for appropriation. Table 1 shows how the accoulltingchanges
affect the reported General Fund condition for the prior, current and
budget yearS. .'
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-80

-30
-6

$754

1989-90
Proposed

$8'70

1988-89
Estimated

$3

-80 -80

-117 -43
-7 -6

-$200 -$126

Table 1
Impact of Accounting Changes on
Reported General Fund Condition

1987-88 through 1989-90
(dollars in millions)

1987-88
Actual

$4Uncommitted funds per Governor's Budget .
Less:.

Amount needed to fully fund 1987-88 encum-
brances: .

Amount needed to fund outstandingappropria-
tions' .

Other seo correctionsb ..

Amount needed!available to fund commitments' .

a SOllrce: Legislative Analyst's Office estimates based on Governor's Blldget.
b Reflects seo adjllstmentsto reconciliation items shown in SchedUle 7 of the Governor's Blldget.

As shown in Table 1, the state's General Fund condition would be less
favora.ble without ,the accounting changes reflected in the Governor's
Budget. Specifically,}t sh.0~s that the General Funci had more commit
ments.outstanding than it had funds available to pay them in the current
and prior ye~~~. The table also shows that there is less money available for
allocation. to the SFEU in 1989-90, Even if the administration were to
actually "save" a large portion of the $80 million it expects from the
cancellation of 1987-88 encumbrances, this would not be sufficient to fund
the remaining o~tstanding commitments shown in Table 1.

What Concerns Do the Changes Raise?

Our review of the accounting changes proposed in the budget indicates
fhat they raise several issues for the Legislature to consider.

Whose Numbers Are Right? In adopting the changes described above,
the administration has offered an alternative view of the state's financial
condition to that reported by the State Controller. Given that there is also
the GAAP-basis statement prepared by the Auditor General to meet
federal requirements, this mea~s that the state now has three different
official repOItsas to the state's financial condition.

Although state Jaw provides that the Department of Finance shall
design and maintain the state's accounting system, and that the Control
ler'saccounts shall conform to the administration's system, the law does
not give the administration the authority to revise the system on a
retroactive basis. In fact, the administration advises that it does not intend
to make any changes in the accounting system, Rather, the Department
of Finance will annually "estimate" the amount of the change for
purposes of the Governor's Budget, and the agencies will still report as
expenditures .their obligations to pay for goods and services. not yet
rec.eived. Thus, there will be no change in the information reported to
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the State Controller, and the Controller will still show these encum
brances as expenditures for purposes ofthe "Legal/Budgetary Basis"
financial statements.

In our view, there should be a one~to-one correspondence between the
system used by. the Legislature and the executive branch for budgeting
and planning purposes and the system used by the Cqntroller to report
the actual performance of state agencies in carrying out the expenditure
plan contained in the budget. To do otherWise leads to confusion among
users of the state's financial data.

How Should Changes to the System Be Made? The changes made. in
the budget were not announced in advance, and the department does not
intend to revise the state's accounting systems to effect the change.
Rather, it Will be accomplished through an annual "ad hoc" adjustmentto
the statewide General Fund expenditure totals.

Further, the changes do not enhance the state's long-term efforts to
bring about full conformity With GAAP standards. This is because to. the
extent that the administration continues to adopt GAAP-related changes
which improve the reported fund balance, it Will subsequently be more
difficult to adopt those remaining changes which Will adversely affect the
fund balance, such as the accrual of liability for services rendered under
the Medi-Cal· program.

The Legislature may wish to consider whether a specific procediuefor
the adoption of changes in the state's accounting practices is warranted.
Such a procedure could provide for a more. considered and consistent
application of accounting system changes. Given the state's policy of
moving towards greater conformity With the GAAP standards, it would
appear to be appropriate for the Legislature to require that the admin
istration justify proposed changes on this basis prior to their implemen
tation. The Legislature may also Wish to solicit input on these changes
from the State Controller, the Auditor General, and other interested
parties.

Will These Changes Promote Investor Confidence? As noted earlier,
one of the objectives of financial reporting is to provide fair and accurate
disclosure of the state's financial condition. As noted above, the admin
istration has chosen to implement these changes in an inconsistent and
unsystematic fashion. For this reason, we are concerned that observers
may not obtain the most realistic view of the state's financial condition.

Conclusion

The goal of any accounting system should be to give the Legislature
and the executive branch the most realistic assessment ofthe amount of
funds received and expended, andthe amount that remains·available for
appropriation by the Legislature. Recent changes incorporated into the
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Governor's Budget do IlOt enhance the accuracy of the reported financial
information. Thus, they increase the state's risk of overcommitting its
available resources, and highlight the need for the Legislature to consider
how changes to the state's accounting system should be made in the
future.
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Retiree COLAs

How Can the Legislature Best Provide Cost':o/-Living Adjustments for
PERS And"STRS Retirees?

Summary

• Every year the Legislature faces pressure to improve COLAs for
members of the State Teachers' Retirement System (STRS) and the
Public Employees' Retirement System (PERS).

• The current systems for providing COLAs have the following
shortcomings: (J) neither the providers nor the recipients know what
level of benefits will be paid each year; (2) benefits are not being
paid for as they accrue; (3) the costs are not paid for by the
employers and employees (in the case ofSTRS); (4) the costs of the
COLAs are not readily apparent (in the case ofPERS); and (5) the
COLA mechanism could distort administrative decision making (in
the case of PERS).

• Our review indicates that a better COLA mechanism would have the
following characteristics: (J) the amount of income maintenance
would be certain and known in advance; (2) thefunding mechanism
would be straightforward and easily understood; (3) COLAs would
be prefunded by contributions; and (4) the costs would be paid by
employers and employees.

• In order to improve the current COLA mechanisms, we recommend
that the Legislature incorporate enhanced inflation protection
within the systems' basic benefit structures. For STRS, this could be
accomplished through the development ofalternative benefit pack
ages from which school districts and teachers could choose.

Virtually every year, the Legislature faces numerous requests to
improve cost-of-living adjustments (COLAs) for retired members of the
two largest state retirement systems, the Public Employees' Retirement
System (PERS) and the State Teachers' Retirement System (STRS). In
response to these requests, the Legislature has established several
programs-cumulatively costing hundreds of millions of dollars annually
-which enhance the basic COLAs provided by both systems as a part of
their overall benefit structures. While these enhancements have im
proved the purchasing power of retirees, they have not addressed-and
in some regards, actually worsened-the basic problems with the state's
approach to providing COLAs.

In this analysis, we describe PERS' and STRS' current methods of
providing retiree COLAs and the problems with them. We then offer
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criteria for designing more desirable COLA provisions and offer specific
recommendations on how· to implement such mechanisms.

Background

The PERS and STRS provide guaranteed monthly retirement pay
ments to thousands of former state workers and teachers. If these
payments were not adjusted annually, however, inflation would reduce
the real purchasing power of the benefits. Prior to the late 1960s,
purchasing power erosion was not a significant concern, as inflation was
very low. Since that time, high periods of inflation have greatly affected
the buying power of the benefits paid by the system.

In response, the Legislature has enacted three general categories of
COLAs for PERS and STRS members:

• "Basic'.' COLAs. Basic COLAs provide annual increases (of up to a
certain percentage) to a retiree's monthly allowance to help coun
teract the impact of inflation. These basic COLAs are guaranteed to
members, and as such, are an integral part of the benefit structure.
The cost of the COLA is calculated into the basic contribution rate
paid by employers and employees, and prefunded over the working
lives of the employees.

• Ad Hoc COLAs. Ad hoc COLAs are one-time adjustments to the
retirement allowances of certain groups of retirees (for example,
those retiring before 1971) whose benefits have been especially
affected by inflation. Once granted, they become part of the· base
allowance, restoring value lost due to past inflation. They do not,
however, address the need for additional COLA protection against
future inflation.

• .Supplemental COLAs. Supplemental COLAs are nonguaranteed,
year-to-year increases in benefit allowances. They are provided
contingent on the availability of funding (for example, from a
legislative appropriation of funds), and do not increase the "base"
allowance. They provide increases over and above the basic and ad
hoc COLAs to those retirees whose total benefit payments (including
COLAs) fall below a specified percentage of original purchasing
power.

The Legislature has used all three types of COLAs to maintain retiree
purchasing power. In the following sections, we examine the COLAs
provided by each system and discuss the problems associated with each.

COLAS PROVIDED TO STRS RETIREES

The Legislature granted STRS retirees two ad hoc COLAs, one in 1967
and the other in 1972, before adding a basic 2 percent (uncompounded)
annual adjustment to all retiree benefits in 1972. In response to the



384

impact of higher inflation after that time, the Legislature provided three
additional ad hoc increases in 1976, 1978 and 1980 to assist certain groups
of longtime retirees.

Then, in 1983 the Legislature authorized a supplemental··· COLA,
funded by a discretionary annual budget appropriatioIl. The stated intent
of this COLA is to increase the purchasing power of all retiree benefits to
75 percent, with appropriated funds going first to assist retirees who have
been most affected by inflation. The Legislature, hpwever, is not r~quired
to provide that amount, and in practice has never provided more. than
68.2 percent to retired teachers.

Chart 1 shows the magnitude of STRS COLAs provided from the basic
2 percent COLA. and the supplemental budget appropriations since
1983-84. It illustrates two main points. First, by far the greatest portion of
inflation protection has been provided through annual budget appropri
ations for the supplemental COLA. In 1988-89, the budget will provide
$132.6 million, compared with only $19 million from the basic COLA.
Second, the chart shows that the amount provided through the supple
mental COLA has grown dramatically since its inception in 1983-84,
increasing almost 600 percent during that period. The chart does not
include data on ad hoc COLAs (as the numbers are not available from
STRS) or on an additional supplemental COLA established in 1983 which

Chart 1

State Teachers' Retirement System
Cost-of-Livlng Adjustments
1983-84 through 1989·90 (dollars In millions)
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provides a relatively small amount of funds each year. At present, the
funds provided through all of the system's COLAs provide purchasing
power protection of at least 68 percent for all retirees.

Problems With Current System

. Om-review of the existing method of providing inflation.protection to
STRS retirees. indicates. the following problems:

Supplemental COLA Payments Are Uncertain From Year to Year.
TheLegislature annually determines whether and to what extent it funds
supplemental COLAs. Because this COLA is paid from the General Fund,
it must compete with other legislative programs and priorities. Moreover,
theLegislature's ability to fund these COLAs can vary from year to year,
depending on such factors as the General Fund revenue condition Or the
state's position relative to its appropriations limit. Consequently, the
Legislature cannot know in advance how much money will be available
for COLA payments, and retired teachers cannot know what level of
purchasing power they will rec;eive. ..

Benefits Are Not Being Paid As They Accrue. Through the annual
budget appropriation for the supplemental COLA, the Legislature is, in
effect, providing benefits associated with services rendered in past years.
Consequently, the costs of the COLA are not being paid as they accrue.
This failure to link benefits and costs: (1) shifts costs forward to future
generations of workers, and (2) results in higher payments in thefuture
(due to the foregone interest on contributions).

Those Most Directly Affected - School Districts and SchoolTeachers
- Have No Responsibility For, Nor Any Choice In, the COLAs
Provided. Each year, the state makes the decision as to the level of the
supplemental COLAs and pays the costs for this inflation protection.
Thus, the parties directly involved in this important employee compen
sation issue-the school.districts and teachers-have no direct responsi
bility for, nor any choice in, the COLAs ultimately provided.

COLAS· PROVIDED TOPERS .RETIREES

PERS added a basic 2 percent COLA to its retirement benefit in 1968.
In response to the high inflation· of the late 1960s and the 1970s,· the·
Legislature granted numerous ad hoc COLAs between 1974 and 1979 in
an effort to maintain the value of retiree benefits.

In 1982 the Legislature first established a supplemental COLA pro
gram, with payments contingent upon the availability of funds in a special
account - the Investment Dividend Disbursement Account (IDDA).
Under IDDA, PERS provides retirees with the greater of either a 10
percent annual increase or an increase sufficient to provide them with up
to 75 percent of original pllrchasingpower. In 1988, Chapter 1356 (SB 275,
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Russell) increased the maximum possible IDDA benefit to allow up to 80
percent of original purchasing power protection.

Chart 2 shows the magnitudes of the basic and supplemental COLAs
provided since 1986-87, with projections through 1990-91.It indicates that
in the current year, retirees will receive increases of $188 million from
the basic 2 percent COLA and $152 million from the supplemental IDDA
COLA. (Numbers were not available for the ad hoc COLAs, but they
provide a much smaller level of benefits.)

Chart 2

Public Employees' Retirement System
Cost-of-L1ving Adjustments
1986-87 through 1990-91 (dollars in millions)
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As Chart 2 shows, PERS provides a significant portion of inflation
protection through the supplemental "IDDA" benefits. This COLA
works through a complex series of accounts. and fund transfers, which are
summarized graphically in Chart 3 and briefly described bylow.
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How the [DDA Works. Assets within the Public Employees' Retire
ment Fund (PERF) are divided into three accounts: (1) employer
accounts, which contain all employer contributions along with all interest
earned on these contributions; (2) employee accounts, consisting of all
employee contributions and their interest earnings (currently credited at
an annual rate of 8.5 percent); and (3) retired member reserves, also
credited at an 8.5 percent annual rate.

.AI1y earnings on employee accounts and retired member reserves
above the 8.5 percent creditirtg rate are deposited in the Reserve for
Deficiencies - up to a maximum of 0.3 percent of total system assets
(approximately $194 million in1988-89) . Funds above this maximum flow
out of the reserve and into the IDDA, which is used to pay annual COLAs
to retirees (to the extent that the funds are available).

The amount which may be retained in IDDA is limited to the total of
the previous four years' worth of IDDA benefit payments. Funds in
excess of this total (up to an amount equal to the previous year's IDDA
benefit payments) then revert to retired member reserves. Any remain
ing funds flow into the Extraordinary Performance Dividend Account
(EPDA), and are used to further supplement retiree incomes up to 80
percent of their original purchasing power.

Problems With PERS' Current System

Our analysis indicates that the PERS COLA structure has the following
problems.

The System is Designed in Such a Way That the Costs Are Not
Apparent to Those Paying Them. Because the IDDA system is so
complex, the costs of these COLAs are not obvious to either the
employers or the employees. A more straightforward mechanism would
fund COLAs directly, thereby facilitating legislative decision-making on
retirement and compensation issues.

Benefits Are Not Being Paid As They Accrue. As with the STRS COLA
mechanism, IDDA provides benefits associated with prior years' services.
Excess earnings on the accounts of current employees are used to pay
increased benefits to those already retired. As described above, the
failure to pay the cost of benefits as they accrue shifts costs to future
generations.

The Source ofFunds (''Excess Earnings'j is Unstable Over Time. The
basic source of funding for IDDA benefits is the amount of "excess
earnings" from the retirement fund. In order to contirtue paying these
COLAs, the retirement fund must continue to earn a rate of return
greater than the 8.5 percent actuarial creditirtg rate. By definition,
however, the actuarial rate is an average return over the long run,
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meaning that returns of less than 8.5 percent would be expected about
half the time.

In the years since IDDA was implemented, the PERS retirement fund
has experienced an annual rate of return in excess of the actuarial
crediting rate by approximately 3 percent peryear. As Table 1 shows,
earnings since 1985-86 have received a significant boost from capital
gains. Capital gains have.increased significantly in the past two years but
PERS' consultant does not expect. them to continue at the current high
levels. .

Table 1
PERSlnvestmentEarnings

1982-83 through 1987-88

Earnings from .Earnings from
Interest and Realized Total
Dividends Capital Gains Earnings

1982-83........................................... 9.93% 1.39% 11.32%
1983-84................. 9.94 J.45 11.39
1984-85........................................... 10.12 0.81 10.93
1985-86 ,.. ; ; . 9.63 2.35 11.98
1986-87. .. . . .. .. .. . . . .. . .. .. .. . . . .. . . .. . . .. . . .. . . . 8.81 3.13 11.94
1987-88 ;.............................. 7.97 3.82 11.79

Furthermore, earnings from interest and dividends have been falling in
recent years, and they could continue at or below their current rate over
the next decade. Therefore, once South African divestment is complete
and realized capital gains fall, the fund could well return less than the 8.5
percent crediting rate. If that happens, IDDA benefit payments would
begin to draw from the accumulated reserves within the IDDA account.
If therate of return remains below 8.5 percent long enough for IDDA
payments to deplete the reserves, the board will have to discontinue
making COLA payments.

As wIth STRS, then, there is no certainty that monies will be available
to fund IDDA benefits in the future, at least at the 75 percent level to
which current retirees have become accustomed. Thus, while IDDA was
created with the intent to provide a specified level of purchasing power,
neither the Legislature nor the retiree can plan with certainty. on this
level of benefit payments.

The IDDA Funding Mechanism Could Distort Administrative
Decision..Making. Although· IDDA benefits are only available to the
extent l:hatexcess earnings existin theIDDA fund, the amounts in those
accounts are infact actually determined by certain key decisions made by
the PERS Retirement Board. Because board decisions affect the amount
of.funds in the accounts, the IDDA funding mechanism could distort
administrative decision-making.
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One of the board's deGisions that affects the. amount of funds in IDDA
is the actuarial crediting rate. The actuarial crediting rate is an important
determinant of the magnitude of funds that flow into the Reserve For
Deficiencies (and from there into the IDDA). Set by the PERS Board of
Administration, the actuarial crediting rate is one of the many assump
tions necessary to calculate employers' annual contributions. This rate is
based on actuarial studies and is supposed to reflect the long-run, average
rate of return on assets. If the system should lack sufficient funds in IDDA
to pay for annual COLAs, however, reducing the long-term crediting rate
would produce additional funds flowing to the account.

The actuarial crediting rate is only one example of a variable which
could be used to affect the amount of funds in IDDA. Although there is
no evidence that the board has made such decisions, a more straightfor
ward COLA mechanism would be independent of such administrative
decisions.

HOW CAN THE LEGISLATURE BETTER PROVIDE RETIREE COLAS

Given these problems, the Legislature may wish to consider how it can
more effectively provide improved purchasing power for its retirees. Our
analysis indicates that a COLA mechanism for retirees should have the
following characteristics:

• The Amount of Income Maintenance Should Be Certain and
Known in Advance. In order to help retirees and employers plan
for their financial futures, it is important that COLAs are known in
advance. Neither the STRS nor PERS COLAs meet this criterion.

• The ·Funding Mechanisms Should Be Straightforward.. A COLA
mechanism should be designed so that the costs are apparent to those
payingfor them. As described above, the PERS COLA is so complex
that it is unclear to many who bears the costs of financing the
benefits.

• COLAs Should Be Prefunded. All retirement benefits except for
supplemental and ad hoc COLAs are funded by employer and
emplbyee contributions so that the full expected cost is paid for by
the time the employee retires. This approach is called prefunding,
and it ensures that retiree benefits are paid for over the working lives
of those retirees. If COLAs. areyiewed as.part of the basic retirement
package, they should he.prefunded in the sameway. In other words,
they should be paid over the employee's working life through
employer and employee contributions. The amount of contributions
necessary to finance such benefits can be estimated using actuarial
cost assumptions in the same way such contriblltions are set for other
retirement benefits. III contrast, the STRS and PERS supplemenhil
COLAs are-by definition-"pay-as-you"go" benefits.
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• COLAs Should Be Paid For By the Employer and the Employee. As
part of the retirement· benefit that provides income to employees
when they retire, COLAs are a valuable part of the employee's
compensation package (alqng with salary, health benefits, and other
benefits). Consequently, sound fiscal policy would indicate that the
costs of these benefits should be borne by the employer and
employee. Currently, the cost of the STRS supplemental COLA is
borne by the state.

Recommendations for Improving the Current COLA Mechanism

The Legislature has stated its intent that PERS and STRS retirees
should have their purchasing power protected. The level at which to
provide inflation protection is a basic policy decision for the Legislature,
and depends on such factors .as: costs, the adequacy of the basic
retirement allowance, whether retirees have social security and/or health
care coverage, and the financial needs of a retiree over time. If, however,
the Legislature decides that it wants to provide a certain level of
enhanced protection, we recommend that it provide those benefits in the
same· way it provides all other retirement benefits: they should be an
integral part of the basic benefit plan (like the basic 2 percent COLAs).
Such a COLA would have all of the desirable characteristics discussed
above:

• .The benefit would be guaranteed and known in advance;
• The costs, which would be reflected in contribution rates, would be

apparent to all;
• Costs would be prefunded, assuring that liabilities were paid over the

member's working life; and
• The benefit would be paid for by the employer and employee.

Accordingly, we make the following recommendations specific to
each system.

STRS
We recommend that the Legislature enact optional STRS benefit

packages which include enhanced purchasing power protection.

Technically, it would be relatively easy for STRS to provide enhanced
inflation protection within its basic benefit structure. The problem is that
the state would be fiscally liable for the entire costs of these benefits, due
to constitutional mandate provisions. In order to relieve the state of a cost
which properly should reside at the local level (that is, with school
districts and teachers), we recommend that the Legislature provide
optional alternatives to the existing benefit package which would provide
enhanced .. purchasing power protection. These alternative packages
could take many forms, including: (1) the current STRS benefit structure,
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enhanced by different COLA "add-ons," or (2) modified benefit struc
tures that would reduce other benefits in order to provide enhanced
COLAs at little or no added cost.

If local districts opted to elect these alternatives, they would pay the
costs of the enhanced benefits. These costs could be paid at the district
expense, by teachers, or through ~ negotiated sharing arrangement
between the two. The cost of providing 'improved inflation protection,
would depend upon the COLA selected. For example; a district' electing
to provide a 3.5 percent COLA· (compounded) would payan additional
3.36 percent of its payroll (approximately). Similarly, the cost of provid
ing 75 percent protection would be about 5.5 percent of payrolL

What About Current Retirees? Even if the Legislature were able to
shift to the local level the costs of providing enhanced COLAs for current
and future teachers, it would probably have to continue paying the. cost
of any supplemental COLAs for current retirees. Thus, an annual Budget
Act appropriation may be necessary for ~ome time.

Governor's Proposal. In the 1989-90 Budget, the Governor proposes a
major change in the way the state pays for STRS' enhanced COLAs. We
review the proposal in detail in the Analysis (please see Item 1920-111).,
and conclude that the proposal creates more problems' than it solves.

PERS
We recommend that the Legislaturere'fJlace the current mechanism

for providing supplemental COLAs with one that is incorporated into
the basic benefit structure. .

The current problems with PERS' COLA mechanisms also could be
addressed.by.incorporating enhanced inflation protection into the basic
benefit structure. As mentioned above, this could be accomplished in two
basic ways. First, the benefit could be provided on top of the existing
structure, which would increase the ongoing cost of funding retirement
benefits. These costs, however, could be shared between employer and
employees. Furthermore, these costs would be inlieu of the IDDA costs
now borne by the state. Second, PERS could reduce other benefits to
offsetthecost oLan enhanced COLA,thereby resulting inno netcosts.
For example, reducing the basic monthly benefit would "free up" funds
that could be used to maintain purchasing power during the member's
later retirement years.

Given that either method would address the currentproblems with the
PERSCOLA mechanism, we recommend that the Legislature replace
the current inflation protection methodwith one that is part of the basic
benefit. The particular method to be selected isa policy call for the
Legislature.
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Summary

Our analysis indicates that there are several problems with the way
STRS and PERS provide inflation protection to their retirees. Given the
current COLA mechanisms, the Legislature is faced with demands to
fund enhanced inflation protection on a year-to-year basis. If the
Legislature wishes to provide improved COLAs to these retirees, we
recommend that it do so by incorporating inflation protection into the
systems' basic benefit structures. In making this policy decision, the
Legislature should carefully consider the commitment involved, as any
defined benefit tends to "lock in" certain costs for many years.

14-78860
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State Retiree Health Benefits

What Options Does the Legislature Have for PrOviding and Funding
Health Benefits for Retired State Employees?

Summary

• In 1988-:89, the state's post,.retirement health benefit program will
provide benefits to about 69,()()() retired state employees, at a cost of
over $140 million.

• Over the last 10 years, state costs for retiree health benefits have
increased annually by an average ofover 20 percent, and it is likely
that these costs will continue to grow rapidly in the future.

• There are several major problems with the current "pay-as-you-go"
retirees' health benefit program. First, while the Legislature has
never explicitly committed to a given level of benefits, it may have
implicitly obligated itself to fund future benefits. This implicit
commitment could result in state liabilities which are open-ended
and which are not paid for as they accrue. Finally, the current
program does not closely link benefits with years ofservice and age
ofretirement.

• We recommend that the Legislature decide explicitly in law what it
is committing to for retiree health care. Then, after the commitment
is clearly defined, the costs of providing these benefits for future
employees should be paid as they accrue.

In the current year, the state will pay over $140 million toward the costs
of state retiree health benefits. In future years, these costs are expected
to rise substantially. While, in general, the state has not explicitly
guaranteed retirees the right to a certain benefit level, it may be bound
to provide benefits in the future to all current employees and retirees.
Therefore, given the major financial obligations entailed in any commit
ment-implicit or explicit-to provide retiree health benefits, the Leg
islature should carefully consider what benefits it will provide in the
future and how they will be funded.

In this analysis, we review (1) the operatioh of the existing retirees'
health benefits program, (2) problems with the program, and (3)
different options available to the Legislature for providing and funding
health benefits for state retirees.

Background

The state began providing health benefits for active and retired state
employees in 1962 under the Public Employees' Medical and Hospital
Care Act (PEMHCA). This program is administered by the Public
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Employees' .Retirement System (PERS) , which· also offers its health
benefit plans to employees of local public agencies. In 1988-89 the
program will provide health benefits to about 69,QQO . retired state
employees, at an estimated state cost of over $140 million.

How Do State Employees Qualify for Retiree Health Benefits? .In
general, state employees qualify for retiree health benefits if they: (1)
retire within 120 days of leaving state service, (2) are enrolled in a
state-sponsored health plan at the time of retirement, and (3) complete
a specified number of years of state employment. Employees hired prior
to January 1, 1985 qualify for 100 percent of the state's monthly premium
contribution after five. years of state service. Employees hired after
January 1, 1985 qualify for 5Qpercellt of the state's premium contribution
after five years of service. This increases 10 percent annually until
employees are eligible for 100 percent of the state's contribution after 10
years. Under new collective bargaining agreements, represented employ
eeshired after January 1, 1989 will qualify for 50 percent of the state's
contributionfor retiree health benefits after 10 years of service, increas
ing graduall~ to 100 percent after 20 years of state service.

In addition, the state provides health benefit coverage to the qualified
dependents of retirees. Survivors of retirees are allowed to continue to
receive health benefit coverage.

What Health Benefits Do State Retirees Receive? Retirees under the·
age of 65 receive the same comprehensive health benefit coverage as
active employees. Retirees over the. age of.65 enroll in Supplement to
Medicare plans (retirees not eligible for the federal Medicare program
remain in active employee health· plans). The PERS' Supplement to
Medicare plans are deSigned to pay for costs not covered by Medicare
(such as copayments and deductibles), as well as provide additional
services not available under Medicare, (such as enhanced prescription
drug and vision .care coverage). In general, the state pays the entire cost
of the premiumfor this coverage. . .

Historical Costs of the Program. In the current year, the state will
spend about $140 million for health benefits for retired state employees.
As Chart 1 shows, the state's cost for retiree health benefits has' grown
rapidly over the past decade, outpacing both~e.increasein the medic.al
inflation index and the state payroll. During that time, retiree health costs
have increased by an average of 20 percent annually.
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Chart 1

State/Retiree Health Benefits
Historical Cost Trends
1978-79 through 19S8-S9(CUmulatlve per~nt Increase}-
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aData are for fiscal years ending in year shown.

The increasing costs of the retiree health benefit program are the result
of: (1) premium increases and (2) growth in the retiree population.

Premium increases in the health care industry have been driven by the
increasing costs of medical services, increased· utilization of health
services, and other factors such as advances in medical technology.
Premium rates in retiree health programs are also influenced by the fact
that, in general; as people grow older they have higher health care costs.
For example,PERS has reported that the costs of claims for enrollees
over the age of 45 are 21 percent higher than for those under the age of
45.

The retiree health benefit program also has experienced significant
enrollment growth, which has contributed to the high rate of cost
increases. Since .·1980 the number of retired state employees covered by
the program has grown from 46,700 to 68,500, an increase of 47 percent.
In 1980, retired employees represented about 25 percent of total state
health plan enrollment, whereas today they represent about 28 percent.

The combined effect of increased premiums and enrollment can be
significant. For example, the Governor's Budget proposes to increase
state support for retirees' health costs by $31 million in the budget year,
a 22 percent increase. Of this projected growth, one-fourth is due to
increased enrollment and three-fourths to premium increases.
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Future Costs of the Program. Our review indicates that the cost of
the retiree health benefit program is likely to continue its high rate of
growth, due to increasing premiums alldenrollment. The trends. that
have driven pr~mium rate increases in the past are likely to continue in
the future. Among the most important of these. trends are the increasing
costs of medical services and increased health care utilization. In
addition,Jhe number pf state retirees will continue·to grow rapidly in the
future due in part. to the demographics of the state workforce and
increasedlife expectancies of retirees.

If, in fact, the past trends of the health beneBtsprogram were to
continue into the. future, then the state's expenditures for employee
compensation would be greatly affected. For instance, Chart 2 shows that
if recent trends continued through 1997-98:

• Total health benefit costs (active and retirees) would surpass retire
ment/social security as the second most costlyitem in the state'stotal
compensation expenditures (second only to salaries), and

• The cost of. health benefits for retirees would increase from 23
percent to 31 percent of the state's total expenditures for health
benefits.

These trends are even more pronounced in the 2007-08 data.

Problems with the Current Retiree Health Benefits Program

Our review of the state's existing health benefits program indicates that
it has four main problems.

State's Commitment on Retiree Health Benefits Is Unclear. As noted
above; under PEMCHA retirees receive the same benefits as current
employees. It's unclear, however, what sort of commitment-if any--this
statutory provision implies about future benefits. For instance, can the
Legislature change PEMHCA to modify the health benefits and/or the
state contribution paid toward those benefits with regard to current
retirees? Furthermore, is the Legislature "locked in" on providing future
retiree benefits to current employees?

Generally, the Legislature has not explicitly committed itself to the
provision of future health benefits. This may explain why. retiree health
benefits are supported ona "pay-as-you-go" basis through ana.n.nual
Budget· Act appropriation. On the other hand,Legislative Counsel
advises that past legislative actions-such as the statutory linkage be
tween employees and retirees, and the state's funding of benefits at a
high level for a long period of time-mayhave created a contractual
commitment to future retirees.
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Any implicit commitments that have been made to current active and
retired state employees, and those that will be made to new employees
hired undercurrent collective bargaining agreements, may limit the
choices available to future Legislatures and will affect generations of
taxpayers to come. For this reason, it is criticalthat the Legislature clearly
define its future commitments to provide state retiree health benefits.

If the state is. in fact obligated to provide some level of future health
benefits, there are three additional problems wit4the current program.

State May Be Committed to. Fund C,urrent Level of Benefits. Since
the state now pays f()r almost 100 percent of retirees' premium costs, the
state could have a C9Illmitment to fund future cost increases in the
retiree health program. As we described above, the cost of this program
could continue to rise at very high rates. For the foreseeable future, the
Legislature may have little choice but to pay the entire additional cost
each year.

Commitment to Provide Retiree Health· Benefits Not Pq,id for When
Benefits Are Earned. As noted previously, the current health benefits
program is funded on a pay-as-you-go basis. That is, the employer and
employee have not contributed funds during the employee's period of
employment for the costs of providing health benefits during retirement.
As a result, the state must annually appropriate funds for these costs. If
the state is committed to paying retiree health benefits, it would be
fiscally prudent to prefund the costs in a manner similar to retirement
benefits. Prefunding ensures that: (1) future .taxpayers will not be
required to support costs that are incurred today .and (2) the state will
have sufficient funds available to fund these costs when they"come due."

The state may face a large fiscal bill for the pa:st, implicit commitments
made to state employees. That is, if an employee's right to retiree health
benefits. vests in some form even before the. employee retires,then.the
state already has incurred a liability for the retiree health benefit costs of
current employees: In 1984 a private consulting firm estimated the state's
unfunded liability for health benefitsio be about $4.5 billion.

Benefits Have Not Been Closely Linked to Service.· .In· the past, the
retireeheaIth benefltsreceived by state employees have not been linked
to years of service or age of retirement. For exarnple, employees hired
before January I, 1985 generally qualify for 100 percent of the state's
pren:rium contribution after five years ofstate service. Thus,an employee
whoworked for the state for only five years and retired at age 55 would
qualify for thes~e reHreehealth benefits as an employee who worked
for the state for 25years and retired at age 65. Consequently, there is little
relationship between a person's years of service and age at retirement,
and the health costs incurred by that person in retirement.
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In recent years the linkage between years of state service and benefits
has improved. As noted earlier, employees hired after January 1,1985
have longer vesting periods and the state's contribution toward retiree
premiums increases with years of service. Despite these significant
improvements, however, benefits are not as closely linked with years of
service as is the case with retirementbenefits and there is no linkage with
age of retirement.

What Options Does the Legislature Have for the Future?

Because of implicit commitments made to state employees in the past,
the Legislature may have limited choicesin thepayment of retlreehealth
benefits· to current retirees, and perhaps even to current employees.
Regardlessof what level ofretireebenefitsthe Legislature believes to be
reasonable, it should be careful to clearly define the nature of the
conimitIIient with regard to future employees.

For instance, at one extreme the Legislature could decide not to
guarantee any future retiree healthbenefits.'R could use the existing
Budget Act mechanism. to fund whatever portion of retiree premium
costs it could afford"'-Or felt was appropriate to pay-inthat year. To do
this, however, it would have to amend PEMHCA to "unlink" current and
retiree health benefits and clearly specify that employees, upon retire
ment, had no "right" to any particular benefit program or· state contri
bution rate.

"This approach; however, appears to be contrary to the Legislature's
desire to provide employees with some security as to their health benefits
in retirement. Accordingly, we offer two general alternatives to current
practice which provide such benefits while at the same' time addressing
the problems raised above.

Defined Benefit Plan. The Legislature could.provide .retirees with a
defined health benefit plan. This would be similar to the current program
in which retirees are provided a certain level. or general package of
benefits.··The plan, however, would have the characteristics of a retire
ment plan, in that benefit costs would be prefunded (through actuarially
determined rates, paid for bybothemployer and~mploye~)and benefits
would be linked closely to years of service and age of retirement. Thus,
by conimitting to such a· specific benefit· plan, .the Le~slature would
address three of theJour problems noted above. ..

It would not, however, necessarily resolve the problem of an open~

ended conimitIIient. If, as with existing retirement systems, the employer
were the "payor of last resort," the ·Legislature·.would· not· know with
much certainty the future fiscal liability it was incurring. As described
above, the future costs of retiree health care are .difficulLto predict
because inflation in medical services is difficult to estimate,the patterns
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of health service utilization are changing, and any changes in federal
Medicare policies would significantly affect state costs for retiree health
care. Any and all unexpected cost increases would be borne by the state.

There are, however, a couple of ways to limit the state's fiscal
commitment under a defined benefit plan:

• The Legislature could specify in statute that the state and employees
share the risk for future cost increases. For example, contribution
rate changes could be paid half by the employer and half by the
employee.

• For represented employees, the state could collectively bargain with
employees over the amount of the total cost that would be eontrib
utedby the state. This would ensure that the state ,and its employees
begin to explicitly recognize the trade-offs inherent in funding
retiree health benefits (aform of deferred income) versus current
income (salaries and current benefits).

In any case, the Legislature needs to be very careful in committing to
specific terms of a defined benefit plan. Because of the long-term fiscal
involvement inherent in such plans, the Legislature ,should try to
maximize its flexibility with regard to both its annual contribution rate
and year-to-year adjustments in the benefit package.

If the Legislature decides to commit to a specific defined b.enefitplan,
it probably would have to apply only to future employees. This is not only
because the cost ofprefunding current benefits to active employees is
very high (estimated by one consulting firm to be $240 million annually) .
Having the plan apply only to new employees also would be the easiest
way for the Legislature to "start fresh" with its explicit commitment on
health benefits.

Defined Contribution Plan. 'Another •alternative available to' the
Legislature is to provide retirees with a defined monetary contrib~tion

towards the purchase of retiree health benefits. This defined contril:>ution
plan could work similarly to existing private-sector retirement plans. For
instance, the state would contribute a given amount-which could. be
matched by the employee-which then would.beset.aside.in Ii funci to
earn interest. At the time of retirement, the retiree would maintain
enrollment in one of the state's group plans and use the ,accumulated
monies in the fund to offset health premium costs over his or her
retirement period.

A defined contribution plan would address all of the major problems
associated with the current program:

• The state's commitment would be clearly defined.
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• The state's financial commitment would be closed-ended, asfuture
state contributions would nQt be contingent on factors beyond its
control (such as medical.inflation and Medicare changes).

• Benefits would be paid as they are earned. The state would make
contributions over the working life of employees. (Also, under a
defined contribution plan, the state would never incur an "unflirlded
liability" as there is no "vesting" or commitment to specific benefits.)

• Benefits would be closely linked with· service, as employees would
receive state contributions for each year worked; and the later an
employee retired, the further his/her plan dollars wouldgoin paying
premium costs.

Providing retirees with a defined contribution plan would·· also work
well within a flexible benefits approach to employee compensation. In a
flexible· benefits· plan the state would bargain over the total amount of
employee compensation while giving employees a wide choice of differ
ent ways to spend their compensation dollars. For example, an employee
could trade-off some current salary or retiree health benefit coverage in
return for other benefits, such as a long-term care insurallce policy. This
approach would increase the state's ability to control total compensation
costs, while giving employees more choice in determining the mix of
benefits that will best meet their needs.

The main disadv~tageto a defined contribution plan is that it leaves
retirees more at risk for future cost increases in the program. While
employees could match the state's annual contributions in order tb cbver
a certain amount of expected retirement health costs, as retirees they
would have to pay for any unexpected cost increases from their own
resources,

Summary

If past trends continue, the cost of retiree health henefits will rise
dramatically in future years. With regard to current employees and
retirees, it's unclear the extent to which the state can affect these costs.
With regard to future employees, it is vital. that the Legislature .. decide
explicitly in law what it is committing to for annuitant health care. ThEm,
after the commitment .to. provide retiree health· benefits i~ dearly
defined, the state should pay the costs of providing these benefits.. for
future employees as they accrue. . . .
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Implementation of the PERS-CARE Health Plan

Will PERS-CARE Bean Affordable Health Plan Option for State
Employees in the Future?

Summary

• The PERS Health Benefits Program offers health benefit coverage to
employees of the state and various local public agencies. Total
enrollment, including employee dependents, waS about 660,000 as of
July 1988. In 1987-88 total premium costs were about $578 million.

• In recent years the program has experienced. rapidly increasing
premiums. Fee-for-service plans have been one ofthe factors driving
premium increases, as these plans arefar more expensive than Health
Maintenance Organization· (HMO) plans.

• To help contain premium increases, PERS consolidated its existing
fee-for-service plans into a new program called PERS-CARE, a
self-funded state-run plan which contains various cost containment
features.

• PERS-CARE faces significant obstacles to controlling future cost
increases, as the plan has a much older membership and the basic
fee-for-service structure of the plan does not· provide strong incen
tives to control costs. Because these factors are not easily remedied, it
is uncertain whether PERS-CARE will be an affordable health plan
option in the future.

• To assist the Legislature in monitoring the progress of the PERS
CARE health plan and· to provide PERS with information that will
help it manage the plan (and all other plans), we recommend the
enactment of legislation requiring the PERS Health Benefits Pro
gram to develop a comprehensive management information system.

In recent· years, the Public Employees' Retirement System (PERS)
Health Benefits Program has experienced rapidly increasing premium
costs. One of the driving forces behind the cost increases. has been high
premium rates in its fee-for-service plans. To help address this problem,
PERS recently chose to consolidate the fee-for-service plans into one
major plan, called PERS-CARE. PERS-CARE is self-funded by the state,
and contains various cost containment features.

In this analysis, we (1) describe the state's health benefits program, (2)
evaluate recent cost patterns which led to the creation of PERS-CARE,
and (3) evaluate whether PERS-CARE will be successful in controlling
these increases.



404

The State's Health Benefits Program

The state provides·health benefit coverage to its· active and retired
state employees under the Public Employees' Medical and Hospital Care
Act; This program, which is administered by PERS, also provides health
benefit coverage to employees of various local public agencies. The PERS
health benefits program is large, covering about 280,000 current and
retired state and public agency employees (as of July 1988). Total
enrollment, including employee dependents, is 660,000. In 1987-88 total
premium costs were about $578 million.

Chart 1 shows the composition of the plan. It indicates that almost
three"fourths of enrollees are "active" employees, and one-fourth are
retired. It also shows that 85 percent of enrollees are state members,
compared with 15 percent local members.

Chart 1

PERSHealth Benefits Program Enrollments
As of July 1988

State Retired
24%

Public
Agency
Active
12%

State Active
61%

afigures do not Include dependents 01 el!1lloyees.

In recent years, the number of retirees and public agency members has
grown significantly. In 1973, retirees represented 19 percent of the plan,
while in 1988 they represented over 27 percent. Since 1980, the number
of retirees has increased by 25,000, •or 51 percynt. Public agency enroll
ment has grown even faster, increasing from about 20,000 employees in
1983,to over40,oooinI988. These employees represent over 400 different
public agencies.
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The PERS Health Benefits Program6ffers over 30 health plan'opti6ns
to employees. The options fall in the following categpries:

• Fee-For-ServiceIPreferred Provider Plans. Ina fee"for...serviceplan
an insurer agrees to pay specified percentages ofmedical services
bills. The employee has virtually unlimited access to these services,
and may choose the doctor of his or her choice; A preferred provider
option includes incentives for employees to use a preselected group
of health careproviderswho have agreed toprovidetheinetVices at
a discount. Prior to PERS-CARE, the major fee-for-serviceplans
were operated by Blue Cross, Blue Shield and Gal-West. '"

• Health Maintenance Organizations (HMOs/.HMOs generally fol
low one of three models: (1) staff ~odel, in which. services are
provided by the HMO's own in-house staff; (2).,group,practicemocl~1,
in which services are provided through a medical group; or (3) an
independent practice association, in which an HM0provides ser
vices through contracts with independent medical providers. In
many cases, HMOsproyide health care service for a per-person
prepaid fee. Normally, the employee is covered onlyJortIeatme:dt
prescribed by an HMO doctor.

'. Association Plans. These plans are derived from specific collective
bargaining negotiations. Membership. is .confined to a limited group
of employees, such as highway patrolofficers.

Why Was PERS-CARE Created?'

PERS-CARE was createdprim~rily t:ohelpc()htrol the cost of the PERS
fee-for~service health plan option. In the past, these fee-for-service
options have been m?re expensivethan other plans offered by PERS, and
recently their cost has' increased at a highrate. In 1987-88, fo.r instance,
fee-for-service 'costsin~reased byn7arly20 percent, while HMO costs
increased by 4.8 pergenl. Inthe currEmtyear, .premium costs for the
fee-for-service plans •• areprojectE}dtoincr~a,se by over 31 percent,
compared to HMO premiuIninc~eases.()f7..5percent.

Chart 2 shows recent premium cpsts,·ofselected fee-for-service plans
(Blue Cross/Blue Shield and PERS-CARE), and one HMO plan (Kaiser
North) .

.,The chart shows' that the fee-for-service'plans'cost considerably more,
and require, employees to contribute to",ard. the preIIlium costs., In
contrast, employees in the HMO pla,n generally have~othadto incurany
out-of-pocket premium costs. The plans shown'are,represent~tive'?f.l:he
health benefits program as a whole,as fee-for-service pl~sare signifi
cantly more expensive for the state and empl()yees than'HMOs; ,•. ,.,'

The,high cost of the fee-far-service plans h~saffE}cted the state health
benefits program by (1) increasing its overall costs, (2)increasiIlgthe
state's contribution toward these costs, and (3) causing enrollments to
shift from fee-for-service options to HMOs.
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Chart 2

Trends In Premium Rates·
Selected Fee-for-Ser"ice and HMO Plans·
1983-84 through 1988-89
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a Data represent mo.nthly premium of a basic plan at the family rate. KN • Kaiser North (HMO); BClBS • Blue Cross!

Blue Shield (Fee-for-service); PPO • Blue Shield Preferred Provider Organization.
b Excludes Blue Cross Prudent Buyer Plan.

Increase in Overall Costs. Due in part to the cost of its fee-for-service
plans, the PERS Health Benefits Program has experienced rapidly
increasing premium costs in recent years. This in turn has led to
increasing costs for the. employers who participate .in the program. For
example, between 1979-80 and 1987-88 the state per-employee premium
cost has risen annually by an average ofnearly12 percent and total state
premium costs increased annually by an average of almost 16 percent.
These increasescompare·to an annual average increase of 6.8 percent for
the state payroll, and an annual average .increase of 8.6 percent for the
cost of medical services (California medical inflation .index) over the
same time period.

Increase in State Costs. The high premium costs of the fee-for-service
plans have also had a substantial effect on what the state contributes
toward premium costs. The state's contribution for its employees is based
on an average of the premiums of the four plans with the largest
enrollment (which has always included at least one fee-for-service plan) .
Consequently, the high premium cost of the fee-for-service plans (one of
the to? four) raises the state contribution for all plans.
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Enrollment Shifts. As the employee premium cost of the fee-fbr
service plans has increased, employees have' shifted to less exPensive
HMO plans. Chart 3 illustrates the changing enrollment patterns in the
state's program since 1983-84; It shows that enrollment in fee-for-service
plans has dropped from almost half of th€dotalin 1983"84 to, about 15
percent today. In general, it is the younger employee who shifts

.enrollment to an HMO plan because they are less able, on average, to
af£,ord the higher premium Gost in fee-for-service plans., AI~o", older

. .'. .

~mployees are reluctant to change to an HMO because they are
accustomed to traditional fee-for-servic\"l plans, and may have, long
standing relationships with particular medical care providers. In addition,
some retirees live out"of-state and thus, have no alter~ative to a fee
for-service plan.

Chart 3

PERS Enrollmehfby Type of HeallhPlana

1983-84 through 1988-89
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The PERS-CAREStrategy. III order to stabilize premiuIIl increasesa.n.d
enrollment patterns, PERS, on January 1, 1989, consolidated the Blue
Cross, Blue Shield, and gal-Western fee-fot'-service plans iritbPERS
CARE, a self-funded fee-for-service plan with a preferred provider
option.PERS had previously obtained legislativeappioval for the self
funding of the plan in Ch 1129/87 (SB 908, McCorquodale)~ PERS-CARE
includes, a utilization teviewcompon.ent, and some IIlinorplan design
changes. These changeswere based on a 1984 study provided by William
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M. Mercer, a private consulting firm.·Mercer·recommendedin the·study
a number of cost-containment measures, most of which were incorpo
rated into PERS-CARE (estimated savings are based on 1984 premiums) :

• Consolidation andSelf-funding. Mercerrecommended consolidat
ing the fee-for-service plans into one major plan, which would then
be self-funded by the state. By self-funding the plan, the state, and
not aninstirance company, retains the risk of paying the cost of
claims which have been incurred. Self-funding should reduce costs
because preIllium taxes and risk charges are eliminated, and the state
retains· investment earnings on contributions. Estimated annual
savings: $9.5 million.

• Utilization Review. This is a cost containment feature which at
tempts to reduce the use of health care believed to be unnecessary
or inappropriate. Estimated annual savings: $8 million.

• Preferred Provider- Networks. Preferred provider networks offer
incentives Jor employees to. use a limited group of. health care
providers who agree to provide their services at a discount. Esti
mated annual savings: $3 million.

• Various Plan Design Changes. These strategies involve changing
the structure of a plan to encourage the more efficient use of health
services. Deductibles, copayments, and benefit changes are some
typical ways to accomplish this goal. Estimated annual savings: $4
million.

What Does the Future Hold for PERS-CARE?··

PERS-CARE is currElntly the most expensive health plan offered to
state employees. Whether it can continue to be an affordable health plan
option in the future will.depend on its successin achieving savings from
consolidation, self-fun4ing, utilization review, preferred provider net
works, and plan design. changes. Yet PERS-CARE faces two major
obstacles to its success: ..• (1) the increasingly older age of the. PERS-CARE
enrollment willmd1<e cpst containment difficult,. and (2)·. the basic design
ofa fee-for-service plan does not encourage cost containment.

Demographics ofPERS-CARE· Will Continue to Make Cost Contain;;,
ment Difficult. A review of .enrolIment data indicates that the fee
for-servi<:e plans in PERS historically have attracted an older population
than .•.have the. other plans. Chart 4 .shows .. the. percent of retired
employees in .representative fee-for-service and HMO plans since 1983
84. It showsthat the fee-for-serviceplans have attracted a much higher
pereentage of retirees (currently about half of total enrollment). In
general, as· a person ages their medical. costs increase because .they tend
to make greater use.of health care services.·Because fee-for-service plans
have had a significantly older enrollment than the HMO plans, this is one
important factor that explains the higher cost of their premiums.
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Recent information indicate~ that this tren~,has,grOW~-wo~se,~,,~he
PERS-CARE plan. In September·of eathyear,'PERShas a on~jmonth

openenrollrnentperiodduring which employees are allowedt<fchange
from one healthiplantoanother. Results of enrollirient'changes as of
January 1989 indicate that the plan has lost ovetll;800 enrollees, or 13
percent of its membership. More importantly, the loss inmembersniphas
been among., active, and, ,. therefore, younger, employees; Tfieplan lost
12,600 active enrollees, or 25 percent of its active enrollrnent,wmleIt
gaihed about BOO retired enrollees, art increase ofab6ut!;9percentirilts
retired enrollirient. These trends iridica:te' that the'demdgiaphics <>f the
plan will continue tabe an obstacle to cOl1taiIiirig premium increases.

Structure 0/Fee-!or-ServiceSystemMakes .SQs(CQni(Ji'tiin~tpl}ii
,cult,: ,AI1other reas?n t4at the fee-for-serviceplansha"e higller;c?sts th~
HMOs, relates to .the. basic 'structure ofthe plans. l'h~ •f~e-far-;er~ic.e
syst~m do~snot gi~eqpct()rs andhospitals stro~g iIwenm~es tpsoqtain
costs. .In fa<;t, there is a financial incelltiyein a fe~7f~r7se~vi~~ p~ap f9r
health care providers togiv~a pa.tient m()re e~ensive<:aI'e,'wltiGllin
tum i-esultsin.higherp~eini~cost~, .... .... .,' ... .... ., .
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In general, HMOs . have both an incentive and a greater ability to
contain costs. In many cases, HMOs are paid a per-person prepaid fee
which gives the HMO an incentive to contain costs. HMOs also have
more control over their health care providers (who in s,ome cases arethe
employees of the HMO), which gives them more ability to achieve
savings.

While the utilization review, preferred provider option, and plan
design features incorporated in PERS-CARE are intended to make it a
more cost-efficient delivery system, iUs unclear to us that they will be
enough to mak~ PERS-CARE a financially affordable alternative to
HMOs-especially for active employees. Given these concerns, the
Legislature should monitor carefully the progress of the PERS-CARE
health plan.

Monitoringthtt PERS-CARE Health Plan

We recommend theenactmento! legislation' requiring/he Public
Employees '.RetirementSystem- Health lJenefits Program '. to develop a
comprehensive managementin!ormation system and to report annu
ally to the Legislature on health plan expenditures.

In its 1984 report, Mercer stressed that PERS should "manage" its
health care expenditures by developing appropriate analytical data. To
accomplish this, Mercer recommended that PERS develop a comprehen
sive management information system, The data supplied by such a system
would allow the Legislature to monitor the progress of PERS-CARE and
givePERS information on expenditure patterns that would allow it to
determine how the efficiency of the .health benefits program could be
improved., This information is also vital for PERS to assess the effective
ness of the cost containment efforts it has implemented in the PERS
CARE plan.

To bemost useful to the Legislature and PERS,however, the manage
ment infonnation system should cover·· every plan within the health
~enefits program in order to be used for comparative purposes both
between health plans within the program, as well as comparisons with
J.:egional or national. trends. Data could be collected on the following
m~jor expenditure· categories:

• Place of service (for example, hospital, physician, office, independent
hib);

• Type ()fservice (for example, surgery, other physician care, mental
. health, drugs);

• Five-year age 'categories, by sex, and. employee and' dependent
status; and

• Major geographic areas (for example, Los Angeles, bay area, Sacra
mento).
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Once gathered, the information would be analyzed by PERS and used to
evaluate trends, identify problems, and project future experience pat
terns.

To date, PERS has not fully implemented a management information
system. Therefore, it does not have much of the analytical information
needed to ensure the efficient operation of the health benefits program.
Before implementation of such a system can take place, PERS will
require a long lead time (perhaps as much as a year) to negotiate with
health plan carriers over obtaining the basic data necessary for a
management information system. Therefore, it is important that action
be taken as soon as possible so that the process of developing a
management information system can begin.

In addition, given the high cost of PERS-CARE, it is important that the
Legislature closely monitor the progress of the plan in the near future.
Information developed under the management information system
should be shared with the Legislature to allow for proper legislative
oversight. To accomplish this, PERS could report annually on its findings,
and on corrective action being taken to improve the efficiency of the
health benefits program.

Accordingly, we recommend the enactment oflegislation requiring the
PERS Health Benefits Program to develop a comprehensive manage
ment information system and to report annually to the Legislature on the
following major expenditure categories: (1) place of service, (2) type of
service, (3) five-year age categories, by sex, and employee and depen
dent status, and (4) major geographic areas. Health plan carriers should
have the basic data necessary for the implementation of a management
information system already available. PERS currently has existing cost
containment reporting requirements which could be adapted to include
this information.
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